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A STRATEGIC VISION: 

STRENGTHENING PHILIPPINE MUTUAL FUNDS 
AND IMPROVING THE PUBLIC'S PERCEPTION OF THEM 

July 1999 

PREAMBLE 

Updates. This report was prepared in two stages. The Circulation Draft was completed 
on March I 0, 1999 and distributed for comment shortly thereafter. The Final Report was 
completed on July 31, 1999. While the Final Report bears a strong resemblance to the 
Circulation Draft, it also differs in several significant respects. These differences reflect not 
only the excellent comments received, but also take into account changes in the Philippine and 
Asian Capital Markets. The recommendations contained in the Circulation Draft remain. They 
have been sharpened and reinforced by: 

o a heavier emphasis on "Best Practices" of the Mutual Fund Industries of Asia; 
o a discussion of the need to broaden investment opportunities and protections, not only 

for mutual funds but for the entire market; 
o a more focused discussion of how the modification or repeal of four taxes that hinder 

the development of the fund industry could not only benefit it, but also could lead, in 
three of the four cases, to an immediate increase in tax revenues; 

o an analyses of a Market Survey of Working Professionals in Metro Manila ("Perception 
Survey") prepared by Professor Art llano; and 

o updating through June 30, 1999, by co-author Noel Garno, of some of the data 
contained in the Report. 

Tlte Kaleidoscope effect. Preparing a report about the Philippine Mutual Fund Industry 
during the first six months of 1999 has been like looking at the industry through a 
kaleidoscope. Because of the accelerating pace of change in the Philippine capital market, 
reference to this as a "Final Report" may be a misnomer. If it were it to be wrinen six months 
from now or next year, it could be very different. When this Report was first authorized late in 
1998, Asia was still in the midst of a sweeping financial crisis. Now, it is in the midst of 
recovery. In January 1999, when this effort was begun, the Philippine Mutual Fund Industry 
was reporting total year-end 1998 assets ofP3.3 billion and approximately 14,236 shareholder 
accounts, of which only 6,272 were accounted for by the 14 open-end funds. At June 30, it 
reported assets ofP4.4 billion, a startling growth of Pl.l billion or 33%. Similarly, the number 
of open-end fund shareholder accounts jumped to 8,20 I, an increase of I ,929 accounts or 
nearly 31 percent. The industry's investment performance has improved from "notable" to, in 
some cases, "outstanding." What was the worst performing fund from 1996-98, had become 
the best performing fund for the first six months of 1999 . 
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Promising initiatives awaiting realization. Over this six month period, AGILE has 

designed and begun to implement a comprehensive program for the growth of the Philippine 

Capital Market. This report emphasizes the relationship of strengthened capital markets to the 

success of the fund industry. It borrows from AGILE's analyses of the need for market 

institutions to provide improved investor protections. 

Establishment of the CSTF. Among the more promising steps that have been initiated 

during this period was the establishment of the Contractual Savings Task Force ("CSTF") of 

the Department of Finance focused on reforming the national retirement system. While not its 

primary focus, that effort could open many opportunities for the development of the capital 

market and of the fund industry. It could also lead to rationalizing the tax system and making it 

fairer by treating all investment products equally. 

Listing T-Notes. Another promising step during this period was the signing of a 

Memorandum of Agreement on June 21, between the Department of Finance ("DoF") and the 

Philippine Stock Exchange ("PSE") to list and trade Small Denomination Treasury ("SDT") 

Notes within one year (by July 14, 2000) of the first SDT issue. Such trading could help to 

expand opportunities for investment, not only by helping to build a debt market, but also by 

providing a benchmark for valuation of long term debt by funds and by spurring a movement 

to "mark to the market" among other institutions, ultimately leading to more debt trading. 

Focus on enactment of SA '99 and RICA. The Congress has moved closer to adopting 

the long awaited Securities Act of 1999 with the much-needed reforms that it would bring. The 

Administration has restored enactment of the Revised Investment Company Act ("RICA") to 

its list of legislative priorities for this Congressional Session. 

The fund industry. The Investment Company Association of the Philippines ("ICAP") 

has also developed responsibly during this period. It has been actively involved in the CSTF; 

arranged on June 21, 1999, for the SEC to transfer its administration of the licensing 

examination for mutual fund salesmen to the Capital Market Development Center, 

Inc.("CMDCI"); participated in the 41
h Annual Asia Oceania Regional Meeting of Investment 

Fund Associations; and determined to expand its membership and revenue sources to become 

better funded to enable it to become an even more effective representative of the fund industry. 

The fund industry also has attracted two new strong and knowledgeable domestic and 

international sponsors, Far East Bank and Trust Co., which in February registered, Far East 

Fund, Inc., and Sun Life Assurance Company of Canada, Inc. which is preparing to register 

several funds, including some that would invest substantially in securities of foreign issuers. 

Addition of such sponsors to the industry's ranks would help add to its credibility and its 

legitimization. 

A cautionary note. Although many positive initiatives have been undertaken and many 

symptoms of the Asian Financial Crisis appear to have lessened, the fundamental root causes 

have not yet been corrected. While there are many promising signs for the economy, the 
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capital market and the fund industry, they are only a beginning. There is much to be done to 

strengthen the fund industry . 
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EXECUTIVE SUMMARY 

A successful mutual fund industry can be an engine for the development of the 
Philippine capital market, driving its long term growth and development. By adding liquidity 
to the secondary market, mutual funds help to encourage new public offerings, improve 
intermediation, capital allocation and formation and, ultimately, can stimulate savings and help 
spur the development of the Philippine economy. 

The Philippine Mutual Fund Industry by any standard is still too tiny, too unknown, too 
lacking in resources, too young and unprofitable, to be able to be a catalyst to market 
development. At December 31, 1998, it consisted of just 15 investment companies (14 were 
open-end or mutual funds) and 11 sponsors (12 investment managers). It had only P.3.3 billion 
($86 million) in total assets, less than 0.02 percent of total market capitalization. Its P.3.3 billion 
total assets were dwarfed by those of bank common trust funds, P.90 billion ($2.25 billion), and 
even by those of the Pre-Need Plan industry, P.78.8 billion [$2 billion (1997)]. Moreover, the 
P.3.3 billion asset figure overstated the mutual funds' market penetration. At December 31, 
1998, the 14 mutual funds had 6,272 shareholders and the closed-end investment company 
almost 8,000 shareholders. At year-end 1997, approximately 70 percent of the total assets of 
the mutual funds were held by corporate shareholders, and much of those assets represented 
seed capital. However, the picture has begun to change dramatically over the first six months of 
1999. Spurred by an increase of 1,929 open-end fund shareholder accounts, or more than 30 
percent, and by portfolio appreciation, as the Philippines recovers from the Asian Financial 
Crisis, industry assets reached j:/,4.4 billion and total shareholder accounts climbed to over 
16,394 at June 30, 1999. 

Market potential. The tiny size of the mutual fund industry cannot be explained by a 
lack of market potential. That there is ample market potential for mutual funds may be inferred 
from family income data and savings rates. In 1994, the top family income strata of the 
Philippines, over 100,000 families, earned an average of P.865,000 per year and were able to 
save approximately 40% of that amount, or P.347,000 per family per year, a total of P.35.8 
billion. This well educated group should be open to investing in mutual funds. In the next tier 
of households are 419,000 families who earned some P.327,000 and saved approximately 26 
percent, or P.85,000 per family per year. All should be prospects for investment in mutual 
funds. In the next tier are one million families who earned an average of P.l87,000 and saved 
23 percent per year, or j:/,43,000 per family. If those million families were able to save just an 
average of P.5,000 each per year, it would represent a potential capital base of roughly P.8 
billion per year. Even the mass market of 6 million households with savings rates ranging from 
19 to 8 percent could represent a target market. If each household could save P.200 per month, 
perhaps through a savings plan, it would yield a total of:P.14 billion per year. 

In the best of all imaginable circumstances, the total available pool of savings would 
amount to approximately P.l76 billion per annum, of which a significant portion could 
represent the market potential for mutual funds. Of course, others will continue to make strong 
claims to this savings pool. The Philippine Government's Small Investors Program ("SIP"), 
launched in November 1998, offers 91-, 182- and 364-day T-Bills for as low as P.5,000; its 
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new Small Denominated Treasury Notes Program ("SDT"), launched July 14, 1999, offered 

P 1.6 billion in 5-Year Treasury Notes paying 13 percent also in I! 5,000 minimum amounts. 

While potentially a great benefit to investors, as they become more and more available and 

accepted, the SIP and SDT could provide an enormous competitive challenge to the mutual 

fund industry, especially to bond and balanced mutual funds. They also represent an 

opportunity. Funds could use them to add liquidity to their portfolios and may be able to use 

the price of the T -Notes as the basis for valuation of other debt securities. 

Investment results. One reason for the lack of popular acceptance of the fund industry 

is lack of information about fund investment results, including the perception that the industry 

has not performed well. Actually, the industry has shown that it is capable of achieving 

respectable, and in some cases impressive, investment returns. For the three years 1996-98, the 

mutual funds (including the one closed-end investment company) posted a broad range of 

average annual returns from a top of27.71 %for one of the equity funds; to an average annual 

loss of ( -11.88 %) for one of the balanced funds. The equity mutual funds (average annual 

yield, +18.89%) measurably outperformed the benchmark Phisix (average annual )~eld,-4.50%) 

for 1996-98, although the balanced and bond mutual funds slightly lagged their benchmark 

rates over the same period.1 When one considers that these returns were achieved over a three 

year period whose central economic reality was the Asian Financial Crisis and steep market 

declines throughout Asia, the performance of Philippine Fund industry is worthy of note. 

More remarkable is how the funds have bounced back from the Asian Financial Crisis. 

During the first six months of 1999, the funds, with only a few exceptions, have posted even 

more impressive results. The five equity funds posted an average yield of 19.02% for the 

period; the seven balanced funds, 13.63%; and the three bond funds, 5.125%. The leading 

performer, the balanced fund that had averaged the lowest return for the 1996-98 period, posted 

a startling 32.47% yield over just the first six months of 1999. These results, achieved during 

both the crisis and the recovery, indicate that Philippine mutual funds, like their counterparts in 

other parts of the world, have the management and ability to meet or outperform the market. 

They can provide investors with an opportunity, in real terms, to preserve, if not enhance, the 

value of their money. For the industry to achieve broad popular acceptance, it will need to 

launch a powerful focused campaign that drives home that message. 

Troubled history. There are several other reasons that the industry is still tiny. To some 

extent it may still be a victim of its history of high front-end loads (now prohibited), scandals, 

disappointed investor expectations and a lack of investment opportunities.2 This history 

discouraged potential sponsors from attempting to register funds \vith the Securities and 

Exchange Commission ("SEC") for eighteen years (1972-1990). During that period competing 

1 Benchmark indices. while useful indicators. are not perfectly comparable with funds. As indices they do not have 

expenses which funds do. In addition. they are not subject to the requirement, which funds must comply with to 

meet redemptions, that they maintain at least 10 percent of their assets in cash. 

2 This may no longer be the public perception of mutual funds. Our Survey. "Perceptions of Mutual Funds among 

Working Professionals of Metro Manila,· May 1999 ("Perception Survey") (attached as Appendix 1) concluded: 

"The industry need not worry about the troubled history of mutual funds in the Philippines, so there is no need for 

'damage control' with regard to the industry's history." Nevertheless, the 18-year hiatus in the development of the 

industry resulting from its troubled history certainly has impeded its development. 
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products, common trust funds ("CTFs") and Pre-Need Plans (PNPs"), filled the vacuum in the 
market. When the industry started again in the 90's, it suffered from differential regulation vis
a-vis the CTFs and PNPs and from double taxation. It has been hampered by lack of a long
term performance track record, lack of a distribution network, lack of a media relations 
program, and lack of a well-fimded group of sponsors. 

Regulatory obstacles. The policies of the Bangko Sentral ng Pilipinas ("BSP"), the 
Securities and Exchange Commission ("SEC") and the Department of Finance ("DoF") have 
not helped the fimd industry to develop. The BSP needs to relax restrictions on fund 
distribution by banks and on its regulation of investment advisers of more than one fund. The 
SEC needs to develop greater expertise on the operation of the fund industry to permit broader 
product development and to devote adequate resources and personnel to the regulation of funds 
and of their competitors. The DoF needs to rationalize the tax laws so that they no longer 
inhibit development of more varied mutual fimds or disproportionately effect on the ability of 
the industry to compete with like investment products. 

Investor perceptions. Our Survey, "Perceptions of Mutual Funds among Working 
Professionals of Metro Manila, "May 1999 ("Perception Survey") revealed three predominant 
misperceptions or lack of information about mutual funds among a key group of potential 
mutual fund investors. They are: 

CJ Yields. A lack of information or a misperception about mutual fimd yields. More than 
half (53.2%) of those surveyed did not know about, or had no opinion about, mutual 
fund yields and an additional 13.5 % thought they were not high yielding. In other 
words, more than two thirds of those surveyed lacked adequate information about 
mutual fimd investment results. 

CJ Accessibility. A lack of information or misperception about how accessible mutual 
funds are. Almost 40% (37.2%) did not know where or how to avail of mutual funds 
and another one-third (34%) thought they were accessible through banks. In other 
words, over 71% of those surveyed didn't know how to avail themselves of mutual 
funds. 

CJ Minimum Investments. A lack of information or misperception about m1mmum 
investments. Half did not know the minimum amount required to invest in a mutual 
fimd; 14.7% thought it was PIOO,OOO; and 2.6% assumed it was PI million. 

If the fund industry were able to correct this lack of information and those 
misconceptions, it could help to create much greater investor interest in mutual funds. 

"Best Practices." Although each country's fund or investment trust industry is unique, 
reflecting its own traditions, markets, institutions, culture and system of regulation, many of the 
challenges other countries face in strengthening their fund industries, especially those in Asian 
neighbors, are the same. The Philippine fund industry, Philippine policy makers, regulatory 
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bodies and leaders of the capital market can benefit from their neighbors' experience.3 Among 

the lessons learned from them are: 

o Enlightened govemment support is necessary. Government support can take many 

forms. It must provide an appropriate legislative framework. As we have seen in Hong 

Kong, an effective regulator can help to build public trust and confidence in the fairness 

and transparency of the industry. Tax incentives, as seen in India and Hong Kong, for 

example, can make an industry attractive to sponsors and investors. Government 

sponsored funds, such as the Unit Trust of India or those that provide the bulk of the 

assets of the Malaysian investment trust industry can help to gain broad public 

acceptance of the mutual fund concept and to lay the foundation for a private sector 

based industry. Compulsory savings programs such as in Singapore can also help to 

establish a pattern of savings and lay such a foundation. 

o An effective professionally-staffed jimd association makes a big difference. As 

evidenced by the associations of Hong Kong, Republic of China (Taiwan), Malaysia, 

Singapore, Japan, and Korea, a strong, effective broad-based, well-funded industry 

association with a full-time professional staff can make a significant difference, whether 

acting solely as a trade association or also as a Self-Regulatory Organization ("SRO"). 

Examples of Regulatory/Industry initiatives are: promoting corporate governance 

(Malaysian Government Special Committee) or promoting uniform reporting of fund 

investment results (Taiwan). 

o Bank distribution of jimds is necessary to establish a broad base of fwzd investors. 

Distribution of mutual funds through banks is one of the most effective ways to build a 

fund industry. Almost every neighboring country reviewed permits bank distribution of 

mutual funds or investment trusts. Both Korea and Japan permitted bank distribution as 

part of their reforms aimed at remedying the problems of the Asian Financial Crisis. 

o The better the investment opportunities, the stronger tlte fund industry. Investment 

opportunities may be found in the domestic market, as in Korea, or offshore, as in Hong 

Kong where 98 percent of fund assets are off-shore and foreign currency-denominated 

funds. 

Legislative and regulatory changes. Implementation of five recommendations 

involving various degrees oflegislative or regulatory changes could have an immediate positive 

impact on the fund industry. The industry would be strengthened and its public acceptance and 

credibility would grow if: 

'J> banks could sell mutual funds on the floors of their branches throughout the country; or 

3 Descriptions of neighboring fund industries and the details and nuances of the broad lessons learned from them 

are contained in Part IV, p. 64 et seq., below, and in Appendices 13 to 19. 
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)> pre-need plans couldn't be front-end loaded, had to make full risk disclosures and their 
sales agents could be retrained, upgraded and licensed to sell mutual funds; or 

)> foreign institutional investors found the Philippines an attractive place to sponsor 
mutual funds and invest; or 

)> investment opportunities for funds were broadened through the development of a long
term debt market, increased PSE listings and by permitting, among others, investments 
in securities of foreign issuers and in derivatives; or 

)> a coordinated series of tax incentives were enacted by the Philippine Government, 
such as those proposed in the !999 Budget of the Government of India that would 
include measures to attract non-resident Filipinos, to stimulate the growth of mutual 
funds or to enact a government-sponsored savings program. 4 

Any of the above solutions would have a dramatic effect on the mutual fund industry, 
enlarging its potential to a greater or lesser degree, giving it many more outlets and 
opportunities to educate the public, and forever redefining it. Although each may strengthen the 
industry, each comes with a price. None can be ruled out. None offers a totally positive 
solution. However, only investment in securities of foreign issuers, increased PSE listings and 

-
... 

possibly the establishment of a longer-term debt market, appear imminent. ioo 

Recommendations for Strengthening the Mutual Fund Industry 

Approximately one dozen concrete steps, primarily in the legislative and regulatory 
areas, could be taken over the next five months to facilitate the growth of the fund industry. 5 ~~~~ 

A. Legislation. 

Enactment of four key Securities/Pension Reform Bills, currently under varying degrees 
of active consideration by Congress, could have significant direct and indirect beneficial effects 
on the fund industry. This Report strongly supports their enactment, with the amendments 
recommended. They are: 

I. The Securities Act of 1999 ("SA99"), amended to include a broad definition of a statutory l.i 
"underwriter" and to clarify the need for the application of traditional SEC "full disclosure" 
to Pre-Need Plans; SA99 is the foundation for reform of the regulatory framework of the 
capital market. It would authorize restructuring of the SEC and creation of SROs and 1.. 

4 A sixth suggestion, put forward by other commentators, is that the Philippine Government could authorize and sponsor a national investment fund ala The Unit Trust of India ("UTI") and have it distributed through Bank Branch Offices like its new j;l 5,000 short-term T-Bill program. However, despite UTI's size, government sponsored and managed mutual funds generally have not fared well. We would limit the government's role to providing conditions and policies that favor the development of private sector funds. 

5 See "IHAP Position Paper on the Mutual Fund Industry Study Submitted by AGILE," attached as Appendix 2 to i.l this Report, for the endorsement of the Report's major recommendations by the Investment Houses Association of the Philippines ("I HAP"). 
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resolve issues that have been hanging over the market for five years_ It has passed the 

Senate, and is currently under active consideration in the House. [See, Appendix 3, 

Comments of Lewis J_ Mendelson, Capital Market Consultant, March 2, 1999, on The 

Revised Securities Act ("RSA''), House Bill_, Consolidating HB 297 and 3349, 'vith SEC 

proposals, Eleventh Congress, First Regular Session, THE SECURITIES ACT OF 1999, 

(including Summary Statement)]-

2. The Revised Investment Company Act ("RICA"); RICA, designated a priority Bill for 

enactment during the current Congressional Session, provides an updated law and 

guidelines for the operation ofthe fund industry. Several draft bills submitted in the Senate 

and House contain provisions that relieve funds of burdensome provisions, including 

limitations on management of more than one fund_ H. B. 7294 needs to be amended to 

restore the existing broad definition of underwriter; to clarify the regulation of"investment 

advisers" and to omit from the registration requirements the power to limit registration of 

investment companies as investment opportunities permit or to allow registration only when 

conditions warrant. [See, Appendix 4, Preliminary Comments of Lewis J. Mendelson, 

Capital Market Consultant, on The Revised Investment Company Act ("RICA"), House 

Bill No. 85, Eleventh Congress, First Reg. Session, S.B. 152, Eleventh Congress, First 

Regular Session; and Separate Comments on Senate Bill]. 

3. The Pre-Need Securities Code ("Code"); The Code, no longer a priority Bill, offers an 

opportunity to provide for a more level playing field. It needs to provide for full disclosure 

(as required by Section l3 ofH.B.8015, SA'99), valuation standards, prudential standards, 

protections against affiliated transactions, limitations on sales commissions and losses to 

investors and protections in the event of insolvency that could readjust the competitive 

balance vis-a-vis the fund industry. It should also provide means of easing the impact of an 

industry consolidation on pre-need certificate holders and surviving pre-need companies. 

[See Appendix 5, Correspondence, Statements, Presentation and Comments of Le\vis J. 

Mendelson, Capital Market Consultant on The Pre-Need Securities Code ("Code"), H.B. 

Nos. 83,5483, and 1611, Eleventh Congress, First Regular Session.] 

4. The Personal Equity Retirement Account ("PERA"); PERA would create personal ta'< 

benefited retirement accounts. Such PERAs, like US Individual Retirement Accounts 

("IRAs"), would encourage investment in tax deferred retirement plans, thus promoting 

long term savings and easing burdens on the social security system. With amendments to 

Bills pending in both the Senate and House, a PERA could be funded by shares, among 

others, of registered investment companies. Such changes could provide a big boost for the 

fund industry. Additional legislation that would provide for Plans similar to the US 40l(k) 

and Keogh Plans for small businesses and strengthen the regulation of Occupational 

Pension Plans and the protections they offer participants could also boost the market for 

mutual funds and the services provided by fund managers. [See Appendix 6, Extension of 

Comments of Lewis J. Mendelson, Capital Market Specialist before the Senate Committee 

on Banks and Financial Intermediaries, February 5, 1999.] 
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B. Fiscal Policy 

Although The Tax Reform Act of 1997 provided fundamental relief to the mutual fund 
industry by reducing a great deal of the burden of double taxation of funds and their 
shareholders, there are a number of other tax provisions that discriminate directly and indirectly 
against funds and their shareholders. This Report recommends amendments to the tax laws to 
correct the prejudicial effects these taxes have on the mutual fund industry and its shareholders, 
as explained below. 

1. The Documentary Stamp Tax on Share Issuance 

ModifY the Documentary Stamp Tax ("DST'? on share issuance. The DST of ~2.00 
per ~200.00 of the par value on issuance of fund shares is more prejudicial to an investment 
company than other enterprises because of the unique way mutual funds operate. The defining 
feature of an open-end fund is that it is required to redeem its shares at net asset value. Its 
redeemed shares then are cancelled and resold as original issues. Each time it does so, the fund 
again must pay the ~2.00 DST. 

A practical solution. The fund industry has recommended that the DST on share 
issuance be levied on the entire authorized capital of an open-end fund upon its incorporation, 
but at lower rate, ~1.00 per ~200.00 of par value. The Report supports this proposal because it 
offers significant advantages to the Goverrunent and the fund industry. Tax collection should be 
quicker, more certain and more efficient, producing more immediate revenues for the 
Goverrunent than the DST currently in effect. The Goverrunent would not have to rely on a 
fund's ability to market its shares. Nor would it have to continually monitor payment (or non
payment) of the DST by the funds. Open-end funds would avoid taxation of reissued shares and 
over the longer-term the impact of the DST on open-end funds should be reduced. 

2. The Dividends Tax 

Repeal the Dividends Tax on individual fund shareholders. Individual (rather than 
corporate) fund shareholders are still required to pay taxes of 8% (10% after January 1, 2000) 
on declared fund dividends. Fund dividends are taxed even though the fund is required to pay a 
20 percent withholding tax on interest income, transaction taxes on sales of PSE stocks and 
capital gains taxes on sales of non-PSE stocks. These kinds of taxes can inhibit investment 
choices by funds and shareholders and result in practices (funds not declaring dividends) that 
may inconvenience investors looking for regular income or make investing in funds less 
attractive to them. 

An unintended consequence. One, probably unintended, consequence of the tax on 
dividends is that it is an obstacle to the development of money market funds. Those funds, that 
in the U.S. attempt to maintain a $1.00 NA V by paying daily dividends and converting them to 
new fractional shares, became a major engine of the growth of the U.S. fund industry. Because 
Money Market Funds involve the appreciation of small differences, a difference of 8 or 10 
basis points because of a tax on dividends could become an insurmountable obstacle to the 
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development of Philippine money market funds. The lack of money market funds continues to 

impede the growth of the fund industry here. 

To tax: interest income to funds at 20 percellt and then tax dividends to ftmd 

shareholders at 8 or 10 percent is excessive. The tax on dividends received by individual 

mutual fund shareholders should be repealed, as was the tax on dividends received by corporate 

fund shareholders. The 20 percent withholding tax paid by the funds on interest income is 

sufficient. To again tax dividends in the hands of individuals is excessive. 

3. Other Taxes 

In addition to the modification or repeal of taxes that apply to mutual funds and their 

shareholders, as recommended above, other taxes also have a greater impact on the mutual fund 

industry than on other issuers. Because mutual funds invest and trade in securities, any tax on 

securities transactions or on capital gains, even though meant to apply equally to all investors, 

will take a larger toll on a mutual fund than on a non-professional investor. The Department of 

Finance ("DoF") is now conducting an ongoing review of financial sector taxation. As part of 

that review, in order to remove obstacles to the development of the fund industry; to raise 

additional tax revenues by encouraging additional investment; to rationalize the tax system; and 

to reduce the tax burden on the capital market; it is recommended that: 

1. The !PO Tax should be repealed. To encourage listing on the PSE, the 4 percent IPO 

Tax should be repealed. 

2. Capital gains on foreign securities of Philippine funds should be taxed like gains on 

securities not listed and traded on tlze PSE. In order not to discriminate against 

investments in foreign issuers; to broaden investment opportunities for all Philippine 

investors; and to provide an additional source of tax revenues from mutual funds: the 

corporate tax on capital gains of Philippine domiciled mutual funds or investment 

companies on securities of foreign issuers should be the same as the capital gains tax on 

net gains on sales of shares not listed and traded on the PSE: 5% on the first PI 00,000 

of net gains and 1 0% on the excess; and 

3. Equalize Tax Treatment of Similar ltzvestment Products. Some policy makers have 

suggested that tax preferences be given to different kinds of investment products, (e.g . 

pre-need plans). Tax treatment should not favor one similar investment product over 

another. All should be treated equally. 

C. Regulatory Reforms 

1. The Securities and Exchange Commission ("SEC") 

This Report strongly recommends that the SEC initiate internal structural reforms and 

training programs as follows: 
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1. Mutual Fund Sales Agent Examinations. Transfer administration of Mutual Fund Sales 
Agent Examinations from the SEC's Brokers and Exchanges Department ("BED") to the 
Capital Market Development Center, Inc.("CMDCI"). This change, recommended in the 
Circulation Draft of this Report, dated March 10, 1999, was implemented on June 21, 
1999. It should improve the relevance and the efficiency of the administration of the 
exam. 

2. SEC Investment Fund Unit. To improve efficiency and develop greater expertise, 
establish and increase staffing of a separate SEC Investment Fund Unit within the SEC's 
Money Market Operations Department (MMOD). After enactment of RICA, draft rules 
to permit a wider variety of investment companies. [See Appendix 7, Excerpt from 
PricewaterhouseCoopers Mono graph, "Building A Securities Market Regulator in An 
Emerging Market," The Division of Investment Management.] 

3. SEC Pre-Need Unit. To transform the disclosures and regulation of the Pre-Need 
Industry, establish and adequately staff a separate Pre-Need Regulatory and Disclosure 
Unit within the SEC to fully regulate the activities and disclosures of the Pre-Need 
Industry. Include at least one Senior Level Actuary to supervise and train the staff. 
Draft Reporting Forms regarding Prospectuses and Annual Reports and a Pre-Need 
Advertising Code to standardize information disclosed to the public and assure that it is 
not misleading. 

2. Bangko Sentral ng Pilipinas ("BSP") 

Permit Banks to Sell Fund Shares. Perhaps the single recommendation that could have 
the greatest effect on strengthening the Philippines investment company industry is to modify 
the BSP's inconsistent ad hoc policy that prevents banks from distributing fund shares. The 
BSP allows customers to sell Bank Common Trust Funds, risk investments, on the floor of 
Branch Banks throughout the Philippines. It also allows universal banking. But, it prevents 
banks from selling mutual funds for the announced reason that it "gives the impression that the 
investor is dealing with the parent bank." 6 

Notwithstanding the concerns of the BSP over possible confusion of funds with deposits 
that are insured with the PDIC, sales of fund shares could be properly and unmistakably 
identified as risk products that are not insured by the PDIC under the banking system. Banks in 
most of the Philippines' Asian neighbors, including most recently in Japan and Korea, are 
permitted to distribute fund shares. Appropriate fire-walls and other protections against transfer 
of information between bank departments and insulating depositors from underwriting risks can 
be established. If the Philippines is to have a vibrant mutual fund industry, one key would be to 

6 Letter of Alberto V. Reyes, Deputy Governor, SSP, to Han. Joel A. Baiiares, Undersecretary Dept. of Finance, 
June 9, 1999. (The "Reyes Letter" is included as Appendix 8 to this report.) The BSP has applied similar restrictive 
policies to investment houses with trust functions that have no quasi-banking functions. It required the investment 
house to staff its Trust Department with a separate set of officers and employees because its regulations prohibit a 
director, officer or employee who are managing a trust or other fiduciary accounts to perform duties in other 
departments. ld. 
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permit banks to distribute mutual funds. Specially trained and licensed bank employees could 
be allowed to distribute a broad variety of mutual funds, clearly identified as uninsured risk 
investments, through bank branch offices throughout the Philippines. 

Tra11sjer BSP regulatio11 of i11vestme11t advisers to the SEC. BSP policies and 
regulations relating to Investment Management Activities ("IMA") also unnecessarily impede 
the growth of the fund industry. Currently, they prevent mutual fund investment managers from 
advising more than one fund. This prevents them from taking advantage of the benefits of 
scale that managing other mutual funds, pension funds or other private investment advisory 
clients would bring. This limits their efficiency and profit potential and discourages new 
entrants because it makes it uneconomical to enter the investment management profession. 
Discouraging or limiting fund investment advisers from providing such senices deprives the 
securities market and pension and retirement fields of broader investment advisory resources, a 
more vigorous mutual fund industry, the benefits of greater competition and broader choices. 
The SEC should be the sole regulator of registered investment advisers and of the mutual fund 
industry. 

D. Strengthen the Investment Company Association of the Philippines ("ICAP") 

A11 ICAP Strategic Pla11. For the Mutual Fund Industry to prosper and grow to begin to 
play a role as a catalyst to the development of the Philippine capital markets, it will need to 
mobilize an army of well-trained sales agents and support them with sales literature and a 
sustained media/public relations campaign. To optimize its chances for success it should be 
carried out on an industry-wide basis through ICAP. For ICAP to mount such a campaign on a 
wide scale the number of fund sponsors and ICAP member funds would have to expand 
dramatically. Alternatively, ICAP could expand its membership by permitting other kinds of 
members and/or increase the amount of its membership fees and special assessments. 

ICAP will need to identify, prioritize and work toward change, prodding the legislature, 
training the regulators, educating the public and improving the funds and the markets. It must 
be the ignition key for change. This report recommends a comprehensive strategic plan that 
will help ICAP, given its limited resources, best perform that function. !CAP's Comprehensive 
Strategic Plan, would build upon its Charter and the kinds of individual member voluntary 
activities it has already initiated. It sets four goals and provides examples what can be achieved 
under each: 

I. l11jlue11ce the legislative a11d regulatory e11viro11me11t. This includes promoting passage of 
critical legislation and rationalizing the tax structure; training the SEC and its staff that 
regulates investment comfanies, including updating SEC [and BSP] rules to permit a wider 
variety of mutual funds. It should also include promoting bills and rules to "level the 

7 Such new funds might include: money market funds; variable annuities; index funds; dollar denominated funds or 
cross border investments. Such rules also should help the funds to take advantage of changing technology such as 
facilitating telephonic and electronic share purchases and redemptions; check writing privileges for redeeming 
mutual fund shares; and comprehensive quarterty or monthly account statements to investors covering all of their 
securities holdings and transactions, including funds. 
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playing field" to correct, as much as possible, the discriminatory effects of differential 

regulation. 

2. Raise professional standards. This applies to Members, Investment Managers, Distributors 

and Sales Agents. It includes upgrading and standardizing Testing, Licensing, Registration 

and Monitoring of Sales Agents and Principals of Distributors of Funds, (possibly also of 

Insurance and Pre-Need Plans;) Training Investment Company Officers, Directors and Staff 

and the SEC; Adopting an ICAP Code of Ethics and ICAP Model Guidelines. At some 

future time, it could evolve into ICAP becoming a Self-Regulatory Organization ("SRO") 

as envisioned in Section 42 of the Senate RICA Bill. 

3. Create investor education and media relations programs. This includes: 

o Adopting an ICAP Mission Statement that identifies ICAP with protecting investors, 

promoting professional standards, educating investors and strengthening the Philippine 

capital markets; 
o Developing sales literature and media campaigns aimed at investors; 

o Presenting a single powerful message that differentiates investment funds from 
competing products; 

o Designating a Training Officer; Developing Sales Literature, Training Materials and 

Courses for Sales Agents; and 
o Designing and executing a Media Relations Program, including an ICAP website. 

4. Develop an economic and marketing analysis capability. This would include building an 

ICAP Data Base to enable it, among other things, to monitor markets; understand investor 

psychology; analyze comparative performance and expenses of funds and competing 

products; perform long and short term economic analyses. 

Implementation. Whether and to what degree ICAP will be able to accomplish these 

goals and turn this plan into a program will depend on its ability and willingness to: attract new 

members; raise additional funds; and accept continued international donor assistance, if 

... 

offered. Raising additional funding and receiving technical assistance would help to carry 1111 

ICAP through its organizational or "start up" years. 

An !CAP Business Plan. An indication of ICAP' s willingness to help itself would be 

for it to adopt a business plan which identifies short (one year) and long term (five year) 

objectives and the resources and staffing necessary to achieve them. In this connection, mutual 

fund and investment adviser associations in neighboring Asian countries offer an example. 

Several have established associate memberships that permit them to include and receive 

membership fees from various organizations or entities that participate in or do business with 

investment companies and their advisers. Consideration also should be given, over the longer 

term, to defining and filling two ICAP staff positions: a full-time President who could act as an 

advocate/lobbyist and a Director of Education and Training. 
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Capital market developme/Zt. The success of the fund industry will not depend solely on 

ICAP. The concurrent development of other institutions of the capital market would also 

promote the development of the fund industry. Investors, the fund industry and all market 

institutions need a strong liquid market that provides a broad range of investor protections and 

investment opportunities and a strong, weiJ-trained SEC to see that the markets are fair and 

transparent. 
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A STRATEGIC VISION: 

STRENGTHENING PHILIPPINE MUTUAL FUNDS 
AND IMPROVING THE PUBLIC'S PERCEPTION OF THEM 

July 1999 

I. THE PHILIPPINE INVESTMENT COMPANY INDUSTRY 

A. Introduction 

· If the Philippines needs to develop its capital market, why start with a study the Philippine 
Mutual Fund industry? 

Mutual funds are a proven means of converting savers to long term investors, of 
introducing the public to the securities markets. Mutual funds, investment companies or 
investment trusts may take many forms. They may be open-end (redeemable at current net asset 
value) or closed-end (traded at market price) or may be known as unit trusts. Mutual funds, 
unlike bank savings deposits and Pre-Need Plans, offer the opportunity to preserve your assets 

... 

... 

.... 

against inflation; and erDOY many advantages over investing in individual securities or through 1.1 
competing investment vehicles such as bank common trust funds and pre-need contracts, to 
which they bear a strong resemblance, or insurance. 

Mutual funds provide a means of participation in the securities market that allows the 
uninitiated investor to limit the degree of risk he or she wishes to take. The mutual fund is a 
relatively safer securities investment because its investment objectives are clearly stated, it 
permits the investor to own a share of a diversified portfolio of securities which is 
professionally managed at a relatively low cost. It provides many administrative conveniences, 
ease of purchase and redemption, regular account statements and transparency. Investors Iii;/ 
receive a prospectus and annual and quarterly reports and their fund is subject to regulation and 
oversight by the Securities and Exchange Commission ("SEC"). 

Mutual funds educate investors and marshal and channel investrnentsinto the securities 
markets. As disciplined, sophisticated investors mutual funds can exert a stabilizing influence 
on the market. A successful mutual fund industry can be a catalyst to the development of the 
Philippine capital market, an engine for its long term growth and development. By adding 
liquidity to the secondary market, mutual funds help to encourage new public offerings, 
improve intermediation, capital formation and allocation and, ultimately, can help to stimulate 
savings and spur the development of the Philippine economy. 
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B. Relative to Its Domestic Competitors, the Market and Its Asian Neighbors 

How does the Philippines Mutual Fund Industry stand relative to its domestic competition and 
Asian neighbors 'Mutual Fund Industries? 

-A Faint Blinking Star, Barely discernable in tlte Cosmos - -

When an international observer skims a listing of Philippines Mutual Funds for the first 
time, he may be struck immediately by the fact that: 

The industry is tiny. By any standard, domestic or international, the Philippines 
Mutual Fund Industry is miniscule. Its total assets at year-end 1998, were ll3.3 billion ($86 
million). It is comprised of only 15 funds, including Filipino Fund, a closed end investment 
company, and only twelve investment management companies.8 See Table 1, Industry Players 
and Assets, 1998, below. Its ll3.3 billion total assets were dwarfed by those of bank common 
trust funds, ll90 billion($ 2.25 billion), and even by those of the Pre-Need Plan industry, ll78.8 
billion [$2 billion (1997)]. The funds, their net assets at year-end 1998, when they began 
commercial operations, and their investment advisers are presented in Table I, Industry Players 
and Assets, 1998, below: 

Table 1. INDUSTRY PLAYERS AND ASSETS (P), 1998 

Association of 

8 Appendix 9, The Industry Players, describes the fund sponsors and their affiliations. 
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Although as recovery from the Asian Financial Crisis proceeded, total industry assets 

climbed rapidly to P4.4 billion at June 30, 1999, the industry remains relatively small and 

insignificant compared to its competitors and to other countries' fund industries. 

• At December 31, 1998, the 14 open-end funds had 6,272 accounts, representing less 

than 0.001 percent of the total number of Philippine households. The closed-end 

investment company had nearly 8,000 shareholders, almost 2,000 more than all 14 

mutual funds combined. By June 30, 1999, the number of industry shareholder 

accounts had climbed to 16,394, of which more than half, 8,201, were open-end 

fund accounts and 8,193 were closed-end. 

• Even these puny numbers exaggerate the assets and market penetration of the 

mutual fund industry. Approximately 71% of total open-end fund assets at year-end 

1997 were held by institutions and to a great extent represent seed capital.9 

By international market capitalization standards the Philippines Fund Industry is 

too tiny to notice. The Philippines investment company industry's total market capitalization 

(per country industry net assets divided by total market capitalization) is far tinier than those of 

its Asian neighbors, save Indonesia. Mutual fund assets at year-end 1998, accounted for less 

than 0.02% the total market capitalization of the Philippines, compared to 14.65% in Japan, 

10.34% in Malaysia, and 7.85% in Thailand. 

Inconsequential. When contrasted with the fund market capitalization ratios in 

neighbor Korea (a whopping 144%)10 and in more mature markets such as the US (40.47 %), 

Australia, (an impressive 77.84%) and New Zealand (an equally impressive 72.55%), the 

inconsequential impact of the Philippines Mutual Fund Industry becomes even clearer. A 

selection of the latest available Mutual Fund Industry Market Capitalization Comparisons in 

US Dollars and as percentages is presented in Table 2, below. 

Table 2. MUTUAL FUND INDUSTRY MARKET CAPITALIZATION COMPARISONS 

9 The 1997 largest open-end fund, Kabuhayan Fund, which was originally partially government sponsored, had 

assets of 1'475 million, 98 percent of which was institutional seed capital. After the withdrawal of several major 

institutional shareholders, its total year-end 1998 assets were ~ 294 million and it had fallen to third in size among 

open-end funds. By June 30, 1999, its assets had climbed back to~ 389 million, but it was still the third largest 

open-end fund. 

10 A market capitalization in excess of 100% is possible because bonds accounted for 64% of the assets of Korea's 

investment trusts and closed-end investment companies. 
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1 As of year-end 1998. Local stock market included combined capitalization of NYSE, AMEX and NASDAQ. Data 

provided by Investment Company Institute, NYSE,NASDAQ-AMEX. 
2 As of June 30, 1998. Data compiled by Investment Trust Association of Japan. 
3 As of year-end 1998. Data provided by Korea Investment Trust Company Association. 
4 As of year-end 1998. Data provided by Federation of Malaysian Unit Trust Managers. 

s. As of year-end 1998.Data provided by Investment Company Association of the Philippines. 

c_ The Industry: Perceptions and Profile 

L Perceptions: A Few Pages Of History 

Among the reasons that the Philippines mutual funds are so small is a history of abuse 

of investors, market disruptions and misguided regulatory policies. Mutual funds got a bad 

name from their beginning in the Philippines in the 1950s. Initially, in the late SO's their 

reputation was stained by misleading sales practices of the notorious European-based Investors 

Overseas Services ("lOS"). Soon after that, in the late '50s it was marred by heavy front-end 

load sales followed by heavy losses to unsuspecting redeeming shareholders. These mishaps 

were followed by the passage in June 1960 of Republic Act 2629, the Investment Company 

Act, ("PICA") patterned on the US Investment Company Act of 1940 . 

An attempt to revive the industry through the registration and sale of two funds, Trinity 

Shares Inc. in August 1969 and Paci fie Fund, Inc. shortly thereafter, ended because the 

Philippines undeveloped financial markets could not withstand the political, economic and 

social unrest brought on by the 1st Quarter Storm of 1970, a protest over the policies of then 

President Ferdinand Marcos. The ensuing political turmoil, social umest, and deterioration of 

peace and order brought on a market collapse. Without alternative investment instruments the 

two funds soon became dormant. Entrepreneurs, potential fund sponsors did not attempt for at 

least 18 years, from 1972 to 1990, to register any new funds. During this hiatus bank common 

trust funds and Pre-Need Plans filled the void, not because of inherent differences in the 

products, but because of how they were packaged and sold, and most importantly, because of 

differences in how they were and continue to be regulated. 

2. The Industry is New 

Only one of the open-end funds, First Galleon Family Fund, which started operating in 

1991, is more than six years old. Yet it remained the tiniest of all funds with total assets of only 

P.8.4 million at December 31, 1998. The entire Philippine Mutual Fund Industry appears to 

have just gotten started. Three of the fifteen funds are so new that they are not yet able to post 

a one-year track record in the ICAP listed investment results in the daily newspaper. 
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3. A Respectable Track Record 

Despite its newness and relatively small size, the industry has already proven itself 
capable of achieving respectable, even impressive, investment returns. Over the three-year 
period, 1996-98, the funds showed a broad range of average annual returns from a top of27.69 
%for Philequity (Equity); to an average annual loss of (-11.88 %) for MFCP Kabuhayan Fund 
(Balanced). Table 3. Average Annual Returns of Philippine Mutual Funds, 1996-1998, below, 
shows the average ofannual11 returns achieved by the 13 funds with performance records for at 
least one of the three years. 

Table 3. AVERAGE ANNUAL RETURNS OF PHILIPPINE MUTUAL FUNDS, 1996-1998. 

11 A balanced fund is theoretically 50% invested in equities and 50% invested in fixed-income securities. 
The appropriate benchmark for balanced funds is therefore a similar proportion of both measures. Hence, 

11 Figures for 1998, for Philam Strategic Growth, ECC Growth & Income Fund, GSIS Kinabukasan Fund and All 
Asia Fixed Income Fund are annualized. 
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the benchmark was arrived at by getting 50% from the change in the Phisix and 50% from the average 91-

day Treasury Bill rate (net of tax) for the year. 

?! The benchmark for bond funds is the average of the weekly auction results for the 91-day Treasury Bills 

(net of the 20% withholding tax). 

Source: Investment Company Association of the Philippines 

• Equity Funds: The four open-end equity funds scored three year average annual 

returns of 18.89%, significantly exceeding the Phisix benchmark of -4.50 %; 

• Balanced Funds: The six balanced funds posted an average annual return of 0.27% 

versus 3.14% posted by combined Phisix/T-Bill benchmark; and 

• Bond Funds: The two bond funds realized an average annual return for 1998 of 

11.10% as against 11.88% the benchmark 91 day T-Bill rate for 1998. 

When one considers that these returns were achieved over a three year period whose 

central economic reality was the Asian Financial Crisis and steep market declines throughout 

South East Asia, the performance of Philippine Fund industry deserves to be noted. 

1999: Six-month yields. More remarkable is how the funds have bounced back from 

the Asian Financial Crisis. During the first six months of 1999, the funds, with only a few 

exceptions, 12 have posted even more impressive results. The five equity funds posted an 

average six-month yield of 19.02%; the seven balanced funds, 13.63%; and the three bond 

funds, 5.125%. These returns, achieved during both the crisis and the recovery, indicate that the 

Philippine mutual funds, like their counterparts in other parts of the world, have the 

management and ability to meet or outperform the market. They have shown that they can 

provide investors with an opportunity, in real terms, to preserve, if not enhance, the value of 

their money. For the industry to achieve broad popular acceptance, it will need to launch a 

powerful focused campaign that drives home that message. 

Perception of Performance: MFCP Kabubayan Fund. The perception of fund 

performance earlier may have fallen below reality. One of the largest funds, i\IIFCP Kabuhayan 

Fund, which included the retirement funds of some of the largest Philippine corporations (San 

Miguel Corp., MERALCO, PLDT, PNB and AFP RSBS) had the lowest average (1996-98) 

annual return of all of the funds (-11.88 percent). In 1999, however, through June 30, !v!FCP 

Kabuhayan Fund, a balanced fund, has made a dramatic recovery. Over just the first six months 

of 1999, it outperformed all funds, including the equity funds, with a startling six-month 

investment return of 32.4 7%. 

Perception of Performance: Filipino Fund, Inc. Of the fifteen funds, the closed-end, 

Filipino Fund, Inc. ("FFI"), having started operations in May of 1991, has a longer track record 

than all but First Galleon. FFI which represented almost one-fifth (19.5%) of the industry's 

assets (P856 million) and about half (49%) of its shareholders at June 30, 1999, had a three

year average annual return of(-0.29%) for 1996-98 measured by changes in its net asset value 

12 The one. widely held, closed-end fund has consistently sold at a discount. Almost three years after its launch. it is 

thinly traded and sml selling at less than its initial offering price. The longest established fund has recorded 

negative returns over the past two and one half years. 
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("NAY") per share. However, because it is a closed-end fund, evaluating its performance is 
more complicated than simply comparing changes in its NAY. It may help to explain, in part, 
the public's poor perception of investment companies. Unlike open-end investment companies 
(mutual funds) which are bought and sold at their NAY (plus commissions), closed-end 
investment companies when traded in the secondary market must be bought and sold at market 
price (plus or minus commissions). That price may be at a discount or premium from their 
NAY. Investors in a closed-end fund profit when its market price rises. That can result from 
either an increase in its NAY or the narrowing of its discount. Conversely, investors will suffer 
losses if its market price falls either because the discount widens or per share NAY decreases. 

Few ofFFI's over 8,000 shareholders would appear to have had a profitable experience. 
Figure 1, traces FFI's historical NA YPS vs. its closing prices on the PSE from listing Sept. 23, 
1995, through June 30, 1999. FFI opened at its offering price oflll.08, but immediately traded 
at a discount to its NAYPS. Even as FFI's NAYPS climbed early in 1996 (peaking at Ill.3461 
on July 5, 1996), FFI never traded above Ill .08. Its NAYPS fell below FFI's offering price on 
April 22, 1997, and dropped to its lowest value Il0.8444 on November 18, 1997. FFI's market 
price per share closed as low as Il0.44 on six days during August and September in the midst of 
the Asian Financial Crisis. 

Figure 2 traces FFI's market price premium or discount to FFI's per share NAY. 
Except for four days in September 1997, when FFI closed at a premium (the highest at 1.17%), 
it has traded at a discount. From Sept. 23, 1995 to June 30, 1999, FFI's average discount was 
27.32%. During the last quarter of 1998, its average discount was about 40%. With the stock 

.... 

... 

market recovering during the second quarter of 1999, FFI's per share NAY reached a high of loi 
Ill.1029. Its market price as of June 30, 1999, Il 0.72, was discounted by approximately 33% 
from its per share NAY of Ill.0769. Although narrowing of the discount can present an 
opportunity for investors, FFI has not been actively traded. Its IPO subscribers may be waiting 
to sell their shares at a price higher than the initial offering price of Ill .08. If FFI's average 
discount of27.32% were considered the basis for arriving at market price, FFI's per share NAY 
would have to reach Ill.49 for its market price to reach Ill.08. Putting it another way, FFI's 
per share NAY would have to appreciate by 38% from its June 30, 1999, figure oflll.0769. 

FFI or policy makers may wish to consider alternative means of narrowing discounts on 
the shares of closed-end companies based upon the practices in other countries described in 
Part N. B. "Best Practices" at pages 64 to 73, below. In Korea, for example, closed-end funds 
are limited in duration to one or two years. (See page 68, below.) In Taiwan, the law requires a 
closed-end company to open and accept customer redemptions if its market price falls to 90 
percent of its per share NAY. In other countries, the laws give more discretion to the funds' 
Boards of Directors. In India or the United States, a closed-end investment company is 
permitted to buy in a percentage (e.g. 10 percent) of its shares for a determined period if such 
buying program is announced. 
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Figure 1. FILIPINO FUND, INC.- NAVPS VS. STOCK PRICE 
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Portfolio Turnover. The annual and three-year average portfolio turnover rates of the 

funds are set forth in Table 4, Portfolio Turnover, below. The three year averages for equity 

funds ranged from a high of222% to a low of 108%. Surprisingly, there was little difference in 

the turnover rates of equity funds and balanced funds. For balanced funds the three-year 

averages ranged from 386% to 63%. The three highest average turnover rates were found in 

funds associated with broker/dealers. These rates, higher than those in more mature markets, 

may reflect the volatility of the Philippines stock market. It should also be noted that the higher 

turnover broker affiliated funds posted comparatively better average yields for the three year 

period than did non-broker affiliated funds. 

Table 4. PORTFOLIO TURNOVER ... 

Expense Ratios. As shown in Table 5, Fund Expense Ratios, 1996-98, below, three ~~~ 

year average expense ratios ranged from a high of 4.55% for First Galleon, the smallest fund, to 

1.82% for FFI, the largest fund. These expense ratios reflect the relatively small assets of the 

Philippine funds. The two funds with the highest expense ratios, First Galleon and MFCP ~ol 

Kabuhayan, also had the lowest annual investment returns over the three-year period. 

Table 5. FUND EXPENSE RATIOS, 1996-98 ~ol 

-
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l'(']f:··· ., ''\~i·t~& ·····J';e)·~~; if 
· n:seRatios ·:••.•. ·, . ··}· 

T.; . . . ·,. · .. 1996 
-·--

'''.1997 :; . 1998 . . AveragE 
•- .,r-•, 

ECC Growth & Income Fund n.a. n.a. n.a. n.a. 

First Galleon Family Fund 3.02% 3.91% 6.73% 4.55% 

GSIS Kinabukasan Fund n.a. n.a. n.a. n.a. 

MFCP Kabuhavan Fund 3.76% 4.30% 4.17% 4.08% 

Philam Fund 3.11% 2.44% 2.49% 2.68% 

Average 3.18% 3.50% 4.11%/ 3.60% 

BOND FUNDS 

All Asia Fixed Income Fund n.a. n.a. 1.74%1 1.74% 

Ayala Life Fixed Income Fund n.a. n.a. n.a.l n.a. 

Philam Bond Fund n.a. n.a. 2.24%1 2.24% 

Averaae 
n.a. n.a. 1.99%1 1.99% 

The industry does not offer a wide variety of investment choices. The fund 

objectives are pretty much "plain vanilla," fairly evenly divided by class among equity (S); 

balanced (7); and bond funds (3). There are no money market funds, no variable annuities, no 

municipal bond funds, no index funds or dollar denominated funds. There are few opportunities 

for portfolio managers to hedge against market volatility by investing, for example. in other 

markets or in put and call options. 

There are few (only three) multi-fund groups: Philam (3 funds); All Asia (2 funds) 

and Filipino/ Ayala (2 funds). 

And few big name international players. A few fund industry sponsors have 

international parents or partners. Among those that do are: AIG's Philam Life Group and 

MFCP Kabuhayan Fund, which counts Daiwa Asset Management and National Investment 

Trust Company of Taiwan among its investment manager's joint venture partners. Standing in 

the wings at June 30, 1999, was Sun Life Assurance Company of Canada, Inc. ("Sun Life"), 

sponsor/owner of the MFS Group one of the stalwart's of the US mutual fund industry. Other 

than these, major international fund sponsors that bring the kind of expertise, resources and 

practices that can elevate the competitive environment, are absent. (See: Appendices 13, 15, 

and 18, for a sampling of India's, Hong Kong's and Singapore's global sponsors) (See also, 

discussion at Section I. G. Attracting Global Expertise and Resources, pages 42 to 44, below.) 

The Government Has Helped to Sponsor Two Funds. The Philippine Government 

indirectly has backed two of the fifteen funds. Together those funds account for almost one

third of total industry assets at June 30, 1999: 

• The Government Security Insurance System ("GSIS") sponsored GSIS 

Kinabukasan Fund was launched in June 1998, with the largest paid-up capital, 

P750 million, of any of the funds. At June 30, 1999, it had 1,948 shareholders and 

its assets had reached P986 million, making it the largest fund in the industry. 

• The The Mutual Fund Management Company of the Philippines, Inc., 

("MFMCP") Kabuhayan Fund, launched in April 1996, was the first government

sponsored fund. MFMCP, its management company, is a joint venture of the 
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Philippine National Bank, then a government-owned bank (now privatized), Clemente Fund Management (Asia) Ltd., Daiwa Asset Management, Inc. and National Investment Trust Company of Taiwan. At June 30, 1999, it had almost !!389 million in total assets and 897 shareholder accounts. 

The Industry Sponsors are Banks, Insurance Companies and Securities Firms. Other than the government sponsored GSIS, the fund industry unites sponsors from all segments of the private financial and capital markets: the banks, life insurance companies and the securities industry. Table 6, Fund Sponsors By Industry, 1998, below, is a snapshot of industry sponsorship at year-end 1998. By June 30, 1999, a different picture was emerging with the growth ofKabuhayan Fund byl!95 million or about 33% to !!389 million and ofGSIS' Kinabukasan Fund by !!153 million or approximately 18 % to !!986 million. These changes and the eventual entry of two prestigious organizations Far East Bank and Trust Company ("FE Bank") and Sun Life into the industry will further adjust the balance among industry sponsors, but also evidence the industry's dynamism. 

Table 6. FUND SPONSORS BY INDUSTRY, 1998 

Banks sponsored by far the largest portion of fund assets, I!l,061 billion at year-end 

.... 

.... 

... 

.... 

1998. They were anchored by FFI which had 1998 year-end net assets of !!767 million. It is i.J managed by BPI Investment Management Inc. ("BIMI"), a 100 percent owned subsidiary of the Bank of the Philippine Islands ("BPf'). PNB related MFMCP Kabuhayan Fund with !!294 million in year-end assets rounded out the bank-sponsored funds. lo.i 

Three insurance related sponsors accounted for !!833 million in year-end assets distributed over five funds. Philam's three funds bring !!503 million to the table; Ayala Life Assurance Co.'s Ayala Life Fixed Income Fund ("ALFIF") accounted for !!253 million; and United Coconut Planters Life Assurance Corp's United Fund added another !!77 million. By June 30,1999, the insurance related sponsors had added approximately I! 680 million in assets and together accounted for more than I! 1.4 billion: the three Philam funds had approximately I! 724 million; ALFIF I! 603 million; and United Fund almost I! 86 million. 

Five securities industry firms and one other: First Abacus Financial Holdings, Inc.; Citisecurities, Inc; ECC Capital Corp.; All Asia Capital & Trust Co.; GT Corp.13
; and Wealth Securities, Inc.; sponsored the remaining seven funds. Their total assets amounted to !!583 million at year-end 1998, and approximately !!741.5 million by June 30, 1999. 

13GT Corp. is a holding company with interests in customs brokerage, a travel agency and insurance." 
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D. The End of the Rainbow: Resources, Profits and Losses and Long Term 

Strategies of Fund Sponsors 

1. Fund Distribution Channels 

Almost all of the principal distributors of mutual fund shares rely solely on a direct 

sales team to market them. Some employ full-time salaried sales representatives, but the 

majority of salesmen are on a straight commission basis. They are usually marketing 

representatives of affiliated companies: insurance agents, securities brokers, and pre-need plan 

sales agents. Because of disparities in sales commissions, straight commission sales agents 

naturally tend to push the products that offer them higher commissions. Mutual funds are at a 

disadvantage because the commission rates (1.00% to 3.00%) they offer are much lower than 

those offered by insurance products and pre-need plans (10% to 15%). Securities brokers may 

resist recommending that their clients invest in mutual funds because they believe it would tend 

to lessen the amount of money that the clients would have available to invest directly in the 

stock market. 

2. Management Company Human Resources 

ln other countries, mutual funds typically hire different (albeit usually related) 

companies to provide investment advisory, administrative and distribution services. ln the 

Philippines, most management companies act as investment advisers, administrators and 

principal distributors of the funds that they manage. Table 7, Management Company Human 

Resources, 1998, presents the human resources of the twelve management companies in the 

Philippines as of year-end 1998. 

Table 7. MANAGEMENT COMPANY HUMAN RESOURCES, 1998 

l\iM_ana"Qernent>c!lmpany·_· ·.'-?;·; :•Management ,-~ -.: MBiketiJig_,:. ·:::·_Portfolio'"· -~. 

All Asia Asset Mot.. Inc. 1 1 1 

BPI Asset Mgt. & Trust Group 1 0 5 

BPI Investment Mgt., Inc. 1 0 1 

Citisec Management. Inc. 1 0 1 

ECC Asset rv1gt., Inc. 1 0 1 

First Abacus Investment Mgt. 2 1 2 

First Galleon Fund Mgt. Corp. 1 1 1 

Mutual Fund MQt. Co. 2 2 I 1 

Phi lam Asset MQt.. Inc. 2 11 1 

Philequity Management, Inc. 1 0 1 

UCPB Trust BankinQ Division 2 0 2 

Wortdwide Investment 1 3 1 

Includes busmess development and corporate plannmg 
2 1ncludes sales and investor relations (straight commission salesmen excluded) 
3 1ncludes research and portfolio trading 
4 Includes accounting, information technology, personnel and other support services 

Source: Investment Company Association of the Philippines 
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What is immediately noticeable from Table 7, above, is that most management 
companies had very lean organizations. Only three had ten or more personnel. Perhaps, this is 
because most of the management companies are part of larger organizations. Their affiliates 
(such as banks, insurance companies, stockbrokerage firms, and investment houses) may 
provide assistance such as research, marketing and support services. BPI Asset Management & 
Trust Group did not have any marketing personnel. It provided only investment advisory 
services to ALFIF which is sold through Ayala Financial and Insurance, Inc., an affiliated 
company. The First Galleon Family Fund, despite the being the oldest operating mutual fund, 
had only 592 accountholders. Its principal distributor had only two licensed salesmen. Its 
marketing strategy relies mostly on print ads and direct mail. 

It is also noteworthy that only Phi lam Asset Management, Inc. (P AMI) had more people 
in its marketing department than its investment and operations departments. Table 8, Sales 
Agent/Accountholder Comparisons, 1998, below, indicates that at year-end 1998, there were 
six distributors with more licensed salesmen than P AMI. What these figures do not reflect is 
that there were about 200 Philam Life insurance salesmen who referred accounts to P AMI. It is 
therefore not surprising that 2,500 accountholders or approximately 40% of the open-end 
segment of the industry's 6,272 accountholders at year-end 1998 were invested in funds sold by 
P AMI. On the other hand, it should be remembered that about half of Philam Fund's 2,011 
accountholders were inherited from its predecessor, Trinity Shares, Inc. 

Interviews with distributors also revealed that only a few of their licensed salesmen 
were actively soliciting accounts. Citisec Management Inc. (CMI), First Abacus Investment 
Management, Inc. (F AIMI) and Phil equity Management, Inc. (PMI) had the largest numbers of 
licensed salesmen with 30, 22 and 20, respectively. They explained that most are agents of 
affiliated brokerage firms and only a handful actually sell mutual fund shares. The distributors 
of United Fund may be concentrating on institutional accounts and high net worth individuals. 
Although the fund has been in operation since 1996, it had only 75 accountholders at year-end 
1998. 

GSIS Kinabukasan Fund's distributor, Worldwide Investment, a newcomer in the 
industry with only 10 licensed salesmen, had produced 1,382 fund account holders at year-end 
1998. That number leapt to 1,948 during the six months ended June 30, 1999. Its account 
holders are primarily GSIS members who were allowed an initial minimum investment of 
I!l,OOO, instead of the I!5,000 SEC minimum applicable to other funds. The fund's distribution 
strategy is based, in part, on a building a steady stream of small payments from GSIS members. 
The SEC's li!5,000 restriction on minimum initial mutual fund investments is an example of 
"merit regulation." The SEC is substituting its judgment for that of the market. It should 
reconsider the restriction to allow the rest of the fund industry to have the same option as GSIS 
Kinabukasan Fund, as a matter of business judgment, to adopt a similar strategy to encourage 
regular investing, perhaps through payroll deduction plans. 
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Table 8. SALES AGENT/ACCOUNTHOLDER COMPARISONS, 1998 

~J~ciplitl:ll~i~butof;r ·· •.• · 
· ··: No. of Licensed · 
· .• ·satesriie'ri>t;: ~'~ ?'if~fu~~ 5~1~ • ..•• ~}JC: ·:~'.'::4~~, <it. ··. ' 

<Aecounthotdei'S 

All Asia Asset Mgt., Inc. 12 All Asia Fund 8 

All Asia Fixed lnccme 9 

Ayala Finan'! & Insurance 12 Ayala Life Fixed lnccme 16 

Citisec Management, Inc. 30 Citisec Growth & lnccme 270 

ECC Asset Mgt., Inc. 5 ECC Growth & lnccme 103 

First Abacus Investment Mgt. 22 Abacus Growth Fund 184 

First Galleon Fund Mqt. Coro. 2 First Galleon Fund I 592 

Mutual Fund Mgt. Co. 4 MFCP Kabuhayan Fund i 745 

Philam Asset Mgt., Inc. 9 Philam Fund I 2,011 

Philam Bond Fund I 213 

Philam Strategic Growth I 288 

Phileguity_ Management, Inc. 20 PhilequityFund I 376 

UCPB Trust Banking Division 9 United Fund 75 

Wortdwide Investment 10 GSIS Kinabukasan Fund 1,382 

TOTAL 135 6,272 
.. 

Source. Investment Company Assoctatton of the Phtltppmes 

3. Financial Resonrces 

Table 9, Management Company Financial Resources, 1997; presents the financial 

highlights, based on the 1997 audited financial statements, of six management companies, or 

one-half of the current management companies. They are: Citisec Management, Inc. (CMI), 

The First Galleon Fund Management Corp. (TFGFMC), Philam Asset Management, Inc. 

(P AMI), Philequity Management, Inc. (PMI), Mutual Fund Management Company of the 

Philippines (MFMCP) and BPI Investment Management, Inc. (BIMI). 1
• In reviewing this 

information, it should be recalled that 1997 was the first year of the Asian Financial Crisis and 

that, with only a few exceptions, individual fund assets under management, like industry assets, 

have grown. 

Table 9. MANAGEMENT COMPANY FINANCIAL RESOURCES, 1997 

14 Four management companies were not included because they did not have full year operations in 1997, while 

the remaining two (UCPB Trust Division and BPI AMTG) are departments of their respective banks and therefore 

did not publish separate financial statements. 
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A quick glance at the major balance sheet items shows that all six management companies were adequately capitalized (at least with respect to meeting the J:1,1 0 million minimum required net worth under SEC ICA Rule 35-1) and none was highly leveraged. In fact, most were practically debt-free, with DIE ratios ranging from 2.44% to 16.58%. Liabilities were mostly accounts payable and taxes payable. 

A closer look at the composition of the Stockholders' Equity, however, reveals that two of the companies had incurred losses and had negative retained earnings. MFMCP, a relatively new player (1996), had a net worth of 54% of its paid-in capital. Industry pioneer, TFGFMC, also has negative retained earnings. Its position may be even worse than MFMCP's because Galleon Fund's net assets shrunk to P,8.3 million at June 30, 1999, while Kabuhayan Funds rose to nearly P,389 million during the same period. 

The Income Statements and relevant financial ratios of the six management companies for the year 1997, are set forth in Table 10, Management Company Income Analysis, 1997, below. Again, the impact of the Asian Financial Crisis should be considered in reviewing 1997 data. It is presented because it is the most recent complete data available and provides insight, among other things, into relative expenses of fund management, sources of income, efficiency and profitability. The data shows that: 

+ Three management companies (half of those listed) incurred losses; 

+ Management fees were the main sources of income of three companies (P AMI, MFMCP and BIMI) representing 50% of more of the total income of each; 

+ Only one company, PMI, also relied on commissions as a major revenue source, while two, CMI and TFGFMC, depended on other sources of revenues to augment their mcome; 

+ Only one company, BIMI (which manages the lone closed-end fund), generated sufficient management fees to cover its entire operating expenses; 

+ For five of the six companies, (except PMI), salaries and occupancy costs were the two largest expense items; 

+ Commission expenses as a percentage of commission revenues ranged from 0% to 46.67%. This indicates that the companies are retaining the bulk of the sales loads and means either that: 

1) the salesmen were compensated some other way (such as salaries and allowances); 2) the salesmen only got a small portion of the sales load; and/or 
3) management did most of the selling; 
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+ 1997 operating expenses (excluding commissions, covered by commission revenues) of 

each company divided by its management fee rate would determine the fund size 

needed to generate enough management fees for it to cover expenses (assuming that 

such level of expenses are maintained). Comparing the computed break-even fund size 

level with the actual year-end 1998 net assets of the fundls they were managing, three 

companies (P AMI, PMI and BIMI) were either close to or above their respective 

targets. CMI was about halfway while MFMCP and TFGFMC had a long way to go. 

+ The management companies that were losing money were those that managed the 

funds with the poorest investment results. There is a strong correlation between a solid 

record of fund investment performance and the profitability of the fund manager. The 

ability to attract and maintain investors will depend on how much or how little the value 

of their investments is enhanced. 

Table 10. MANAGEMENT COMPANY INCOME/EXPENSE ANALYSIS, 1997 

""·". . :,·:--.•· , .. , '""•CMI ·": -TFGFMC '·iPAMI • ''cPMI· ... 
' 

MFMCP: 'T< ABIMlc' ·.• 

INCOME STATEMENT I 

Management Fees 1,142,179 840,617 7,726.242 3,651.954 8.575.2391 13,243.334 

Commissions 480,439 0 972.000 3.237.008 2.598.557 0 

Other Income 1,837,171 2,760,752 1,935,716 2,114,280 1,100,767 371,994 

Total Income 3,459.789 3,601,369 10,633,958 9,003.242 12.274,563 13,615,328 

Salaries. Wages & Benefits 539,269 1,438,074 5.225,251 496.659 7,262,656 2,932.473 

Rent and Utilities 653,899 474,865 2,084,893 5,673,023 0 

Advertising & Promotions 0 145,908 342,845 1,026,836· 792,273 0 

Commissions 125,892 0 453,634( 956,099,1 0 0 

Depreciation & Amortization 321,005 332,092 850,3591 95,2971 Of 177,307 

Others I 505.8201 2.282,374 2,694,312 2.178,3371 2.981,363! 7,798.099 

Total Expenses I 2, 145,885• 4,673,313 11,631,294 4,898,8921 16.709.3151 10.905.879, 
' 

Net Income Before Tax I 1,313.904! (1,071.944) (997,336) 4,104.3501 (4.434.752)1 2.709.44911 

Provision for Income Tax ! 287,1111 . 397,9431 696,2791 -I 277,515!; 

Net Income 1,026.793' (1.071.944) (1,395,279)! 3,408,071: (4.434,752)1 2.431.934! 

I I 

RATIOS ! 
. I 

Mgt. Fees as% of Tot. i 
33.01%; 23.34%, 72.66% 40.56% 69.86"-'1 97.27% 

Income ' I ' 
Comm. As% of Total Income 13.89% 0.00% 9.14% 35.95%, 21.17%1 0.00'% 

Mgt. Fees as% of Tot. 53.23% 17.99% 66.43% 74.55% 51.32%' 121.43% 

Expenses 
Com. Exp. as % of Com. 26.20% n.a. 46.67% 29.54% O.(J{PA, n.a. 

Income 
Fund Size to Break-even 1107,294.250 233,665,650 581.564,700 326,592,800 1,113.954,33 727.058.600 

3 

Assets of Fundls Managed . 52.916.493 8,362,526 503.127,755 276.480,745 293.511.465 767.606.566 

Assets Managed as % of 8/E 52.39% 3.58% 90.02% 1 105.16"-' 26.35% 105.58% 

The limited profitability or lack of profitability of fund management companies may 

be explained by the narrow scope of their operations. Although subject primarily to SEC 

regulation, fund investment managers currently are inhibited by BSP Regulations on Trust and 

Other Fiduciary Business Activities from attempting to broaden their clientele. As interpreted 

by the BSP, managers of more than a single fund or investment company would fall under BSP 

jurisdiction as conducting investment management activities ("IMA"). The threat of dual 

regulation by the BSP and SEC has caused most fund advisers to limit themselves to managing 
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mutual funds, or perhaps only one mutual fund. Such dual regulation may also have 
discouraged potential sponsors or investment advisers from entering the mutual fund business 
because of the possible delays, expense and inefficiencies it could involve. 

The bases for the continuing BSP jurisdiction over fund investment advisers, which 
subjects them to dual SEC-BSP regulation, are the SEC-BSP Memorandum of Agreement 
("MOA") dated February II, 1999, and Section 414 of the BSP Memorandum to All Banks and 
Other Financial Institutions Performing Trust, Other Fiduciary Business and Investment 
Management Activities dated October 16, 1990. Those documents are attached as Appendix 10 
to this report. 15 Among other things, they require approval of entities performing investment 
management activities by the Monetary Board of the BSP and high paid-up capital. Delays and 
uncertainties are inevitable in obtaining the favorable recommendation of the Monetary Board 
since it has not established any procedures or guidelines for meeting its requirements. 
Uncertain BSP policies could require an investment adviser to register as a trust or other 
financial institution and to meet paid-up capital requirements that could exceed by far the 
current SEC requirement that fund investment managers maintain a net worth of P. I 0 million. 

The impact of BSP policies and regulation on the growth of the fund industry needs to 
be reviewed at a policy level. Currently, they prevent mutual fund investment managers from 
taking advantage of the benefits of scale that managing other mutual funds, pension funds or 
other private investment advisory clients would bring. This limits their efficiency and profit 
potential and discourages new entrants into the investment management profession. 
Discouraging or limiting fund investment advisers from providing such services deprives the 
securities market and pension and retirement fields of broader investment advisory resources, 
more vigorous mutual fund industry, the benefits of greater competition and broader choices. 
BSP restrictions on non-bank/non-investment house IMA should be high on the list of 
necessary changes to be worked out by the mutual fund industry, the SEC and the BSP. 

E. Market Potential 

Despite the Philippines 16 percent savings rate (domestic savings as a percent of gross 
income product "GDP," 1991-98), the lowest of its immediate neighbors, there is a large 

... 

... 

untapped market potential for mutual funds. In the best of all imaginable circumstances, the l.i 
total available pool of savings, based on an analysis of household savings, could amount to 
P.l76 billion per annum. Other analyses suggest an available pool in the range ofP.IOO billion 

15 The MOA was entered in response to Section 130 of R.A. 7653 which required the SSP to phase out 
its regulatory powers over finance companies without quasi-banking functions [Non-Bank Financial 
Institutions ("NBFis")] and other institutions performing similar functions within five years of its effective 
date, July 3, 1993. The MOA transferred six SSP functions to the SEC, but retained SSP jurisdiction over banking institutions, quasi-banks and certain other institutions, including NBFis authorized to 
engage in quasi-banking functions or in trust or other fiduciary business/investment management 
operations. Each of the other institutions, except fund investment advisors, could either accept deposits 
or make loans or was otherwise required by law to be regulated by the SSP. 
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to PI 50 billion. 16 A significant portion of either figure could represent the market potential for 

mutual funds . 

Analysis of Household Savings. As of 1994, some 103,305 families around the 

Philippines, representing the top echelon of income earners, earned on the average 

approximately P865,000 per year. Of this, they were able to save about 40% or some 1!347,000 

per family per year. This represents a total annual savings of P35.8 billion per year. This 

income group would tend to be well educated and more open to investing in mutual funds . 

Considering that at present, there are only a few thousand clients for the entire mutual fund 

industry, there is a potential for the industry to grow five-fold through strategic targeting of this 

top income earning group alone. 

Table 11. FAMILY INCOME, EXPENDITURES AND SAVINGS,1994 

Under P10,000 149,537 
0, )00-19,999 133,267 

tn 0-
140, 10-

nnn.s• qq9 

ooo 79,999 

10Q,000-149,000 

~· 1000 

tsnn nn~d over_ 

,311,055 
1 ,1_33,426_ 

1,074,314 
1,501,550 
1 OS4 063 

103.305 

_1SH4: on 
25 175. 

44 815. 
-54,827~00 

0 
89,418.00 

12.1 ,92.<1,00 
187,960.00 
327,0::1.00 
1f<'> ,;q,; nn 

16,795.00 

12,851. 
LO. 

4! :Hn on 
6( 114.00 
71 
98, i7.00 

144. too 
'.00 

_ 518,R3 1.00 

IO?Q.OO) 

l<l'i.~ )) 

0. 

_n,167, lQ 

__M7.057.00 

-12.02.% 
-6.02% 
1.95% 
5.91% 
8.84% 

_1_1.51 

14.6( 
19.00% 
2302% 

40 OC!Of. 

The top echelon is just the tip of the iceberg. In the next tier are 419,000 families, 

earning some P327,000 and saving P85,000 of this per annum (a savings rate of 26%). The 

total annual savings for this tier adds P35.9 billion. 

The next tier represents a million families around the country that earn an average 

1!187,000 and save P43,000, or 23%, per annum, a total annual savings of approximately P45.6 

billion. Assuming that this potential number of clients invest only an average ofPS,OOO each (a 

conservative amount), this would still represent a potential capital base of almost P8 billion. 

16 The lower estimate was arrived at by targeting 10% of J;l1 trillion, the M3 money supply. The 

rationale for this is that mutual funds are supposed to convert savings to long term sources of funds. To 

validate this figure, it was divided by the stock market capitalization of J;l1.4 trillion and the result was 

7.0%. This is lower than the figures for neighboring countries like Malaysia {11.52%) and Thailand 

{9.48%). Using the average of these two countries {10.5%) as the target for the Philippines, it yields 

the higher estimate of fl-150 billion. 
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These figures do not include the mass market of moderate wage earners, a potential 6 
million households with savings rates ranging from 8 to 19 percent and representing a 
combined savings pool of approximately F70 billion per annum. It consists of families earning: 

• PIOO,OOO to F149,000 per annum, saving 19% or F23,000 per year, for a total annual 
savings of P34.7 billion; 

• F80,000 to P99,000 per annum, saving 14.6% or FI3,000 per family, for a total annual 
savings of Pl4 billion; 

• F60,000 to F79,000 per annum, saving 13.3% or F9,300 per family, for a total annual 
savings ofF15.6 billion; and 

• F50,000 to F59,000 per annum, saving 11.6% or F6,300 per family, for a total savings 
of F7. I billion. 

The mass market, however, requires a different marketing strategy for distributing 
mutual funds. This market base resists the idea of investing F5,000 as a lump sum initial 
investment. A strategy involving the contribution of small monthly investments, especially in 
the form of wage deductions, may be more feasible. The most efficient way to accomplish this 
would be through the enactment of a government-sponsored savings program. Were these six 
million households to contribute some F200 each per month (a generally acceptable and 
conservative enough deduction for forced savings), the mass market would have the potential to 
yield capital infusions to the mutual fund industry of approximately Fl4 billion annually. 

F. Investment Opportunities for Mutual Funds 

1. Analysis of Fund Portfolio Investments 

Investment companies, by converting savers to long-term investors and pooling their 
funds, make available much needed capital to sustain the country's economic growth. As 
discriminating, sophisticated investors, mutual funds help in the efficient allocation of scarce 
financial resources by investing in companies that have good growth potential, but are in need 
of funds. 

Table 13, Philippine Mutual Fund Investments, !997 and 1998, below, indicates that 
P486 million or 23.52% of total industry assets as of year-end 1997 was invested in equities 
(primarily stocks listed in the PSE). By year-end 1998, this figure had grown to Pl.161 billion 
or 34.46% of total industry assets. In comparison, a 1993 survey conducted by the Financial 
Executives Institute of the Philippines (FINEX) revealed that only 2.7% of Common Trust 
Fund ("CTF") assets were then invested in equities. 

AGILE Page 34 

.... 



... 

l.liil 

Strengthening Philippine Mutual Funds 
Julv 31. 1999 

Table 12. PHILIPPINE MUTUAL FUND INVESTMENTS, 1997 and 1998 

1 !~~!f~~1-". ~~E~~~~i~~i;J~;;;~~~~~~~r~=f~~5Ji~,~~ 
STOCK FUNDS 285,195,583 811,805,906 1,097,001,489 728,302,578 573,957,242 1,302,259,820 

BALANCED FUNDS 201,407,253 689,452,052 890,859,305 433,254,202 1,214,812,539 1,648,066,741 

BOND FUNDS 0 80,958,265 80,958,265 0 420,105,736 420,105,736 

TOTAL INDUSTRY 486,602,836 1,582,216,22 2,068,819,059 1,161,556,780 2,208,875,517 3,370,432,297 

STOCK FUNDS 
BALANCED FUNDS 

BOND FUNDS 0.00% 

TOTAL INDUSTRY 23.52% 

77.39% 
100.00% 

76.48% 

100.00% 
100.00% 

100.00% 

26.29% 
0.00% 

34.46% 

73.71% 

100.00% 

65.54% 

100.00% 
100.00% 

100.00"/o 

The other assets of mutual funds were invested in various fixed-income securities such 

as Treasury Bills/Notes, commercial paper, bank deposits and deposit substitutes. Cash 

generally accounts for an insignificant portion of mutual fund assets (about 1% to 2%), but is 

necessary for meeting redemptions. 

As shown in Table 12, almost 100% of mutual fund assets are put into productive use to 

enhance the value of shareholder investments. In contrast, Pre-Need Companies set aside only 

44% (to 60%) of the total amount paid by their planholders for servicing their future 

obligations. Recent data indicated that 26.2% of pre-need trust funds are invested in real estate 

and another I 0.4% in direct loans. (See Differential Regulation, Lack of Effective Regulation 

of Pre-Need Plans, at pages 53-56 below.) Mutual funds usually do not invest in real estate 

(except REITs) because of valuation and liquidity considerations. Nor do mutual funds 

typically engage in direct lending because it unnecessarily exposes the fund and its investors to 

added credit and liquidity risks . 

2. The Equities Market 

a. Investment Opportunities 

The PSE 1997 Fact Book, describes the PSE as one of the oldest stock exchanges in the 

Far East. The Manila Stock Exchange (MSE) was founded by five American businessmen in 

August 1927. It was used as a model for the Stock Exchange of Thailand (SET) and the Kuala 

Lumpur Stock Exchange (KLSE). At that time, trading revolved around a handful of issues 

mostly from the sugar milling and mining sectors. 
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The Makati Stock Exchange (MKSE) was established in May 1963 and commenced 
operations in November 1965. It earned the Philippines the dubious distinction of being the 
only country in the world with two exchanges trading the exact same issues. This created 
problems for investors and made the market very inefficient (the same issues could be trading 
at different prices at any given time). Talk of unifYing the two began in 1992. In March 1994, 
then President Fidel Ramos ordered the SEC to revoke the licenses of both exchanges and issue 
a single license to the PSE. 

"Boom and Bnst." Table 13. PSE Listed Companies and Market Capitalization, 1989-
1998, shows market capitalization for the years ended 1989 to 1998, and the total value 
turnover for those years. From 1990 to 1996, the number of PSE listed stocks increased by an 
average of 10 companies per year and its stock market capitalization rose 13 times from +1161 
million as of year-end 1990 to +12.1 trillion by year-end 1996. If one were to label those 
"boom" years, the period of the Asian financial crises that began in early 1997, certainly could 
be considered "bust" years. Only five companies' securities were listed in 1997 and none in 
1998. Stock market capitalization had shrunk by 35% to +11.4 trillion (US$35 billion) by the 
end of 1998. Total value turnover also dropped dramatically from a high of +1669 billion 
(US$17 billion) in 1996 to only+1409 billion (US$10 billion) in 1998. 

Table 13. PSE LISTED COMPANIES AND MARKET CAPITALIZATION, 1989-1998 

1992 
1993 
1994 
1995 
1jl_96 
1997 
1998 

' In billions of 

169 
178 
189 
205 
2_16 
221 
221 
'Pesos. 

8 391.231 
9 1 ,ORR R?O 

11 1' 
16 1' 545.728 
11 2,121.763 

1.251.288 
1 ,373.7C 

oo~. "" '>'>''"" SiOCk' 

77.032 
182.180 
~297 
-378.983 
668.817 

408.679 

Despite boasting one of the oldest bourses in Asia, compared with its neighbors' the 

... 

Philippine Stock Exchange ("PSE") has remained relatively small. Only 221 companies and 
1 

i 
300 issues were listed in the PSE as of year-end 1998. Of this number, only 120 to 140 issues 1101 
are actively traded. More importantly, most analysts believe that only 30 to 50 issues can be 
considered investment grade. The 50 largest issues account for almost 90% of the total stock 
market capitalization of+!l.4 trillion. The 50 most traded securities account for over 80% of the iili 
total value turnover. 
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By comparison, the Stock Exchange of Thailand (SET) was established only in May 

1974 and commenced trading in April1975 with 21 listed companies. By the end of 1998, the 

number of listings had risen to 413 or nearly twice the number of companies listed in the PSE. 

The SET's year-end 1998 total market capitalization of 1.268 trillion baht (US$34 billion at 

recent exchange rates) is roughly the same as that of the PSE's US$35 billion. However, its 

1998 total turnover value of 855.17 billion baht (US$23 billion) more than doubled that of the 

PSE's US$10 billion during the same period. 

Malaysia is another Asian neighbor that has outpaced the Philippines stock market.. 

Although the history of the Malaysian Stock Exchange can be traced to the 1930s, the Kuala 

Lumpur Stock Exchange (KLSE) was established only in 1973 with the break-up of the Stock 

Exchange of Malaysia and Singapore (SEMS). At that time, the KLSE had 262 listed 

companies. By the end of its fiscal year (June 30) 1998, the number of listed companies has 

grown to 736 (450 in the main board and 286 in the second board). The KLSE's stock market 

capitalization as of June 30, 1998, and its total value turnover for the fiscal year then ended 

were RM 285.9 trillion (US$ 75 billion) and Ri\1253.5 trillion (US$66 billion). 

Additional capital, wisely invested, can help to build the Philippines market. While a 

developing mutual fund industry can help that market to grow, the ability of the market to 

absorb the investments that mutual funds could bring to it would help the fund industry to 

succeed. However, with only a handful of investment grade securities, 30 to 50, too much 

money could be chasing too few securities. The market's inability to absorb new investments 

could impede fund industry growth. It could hamper the development of new products (such as 

sector funds) and deter foreign players from organizing funds. In a word, the fund industry and 

the market are "interdependent." Thus, the development of the Philippines stock market, or the 

lack of it, is a serious concern for the mutual fund industry. 
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Figure 3. PHILIPPINE STOCK EXCHANGE MARKET CAPITALIZATION, 1989-98 
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Figure 4. PHILIPPINE STOCK EXCHANGE TOTAL VALUE TURNOVER, 1989-98 
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b. Investor Protections 

Among the ways that the PSE and the Philippine securities markets can become more 

attractive and offer more investment opportunities to the fund industry, would be for the market 

to become more efficient and reduce systemic risk. The PSE and its related organizations. the 

Securities Clearing Corporation of the Philippines ("SCCP") and the Philippine Central 

Depository, Inc. ("PCDI"), have made great progress over the past few years in improving the 

efficiency and safety of the market. Nevertheless, they still need to put in place a number of 

vital protections that would reduce systemic risk and make the markets more efficient, not only 

for mutual funds, but for all investors. To provide for greater safety and re-enforce the integrity 

of the markets, a comprehensive risk management system to identify and contain risks to the 

settlement process must be established. It should include a broad-based Clearing and Trade 

Guarantee Fund ("CTGF"). To strengthen the SCCP's CTGF, at a minimum, every settling 

broker must contribute to the CTGF. 

In late 1989, the Group of 30 published ten recommendations for creating world class 

securities markets ("G-30 Recommendations"). Markets were given two years to comply. The 

Philippines has met only one of the G-30 Recommendations, "Recommendation c." that it have 

an efficient and fully developed Central Securities Depository. Even here more is needed. For 

the PCDI to be fully successful a larger proportion of securities needs to be immobilized in it. 

Among the unmet G-30 Recommendations that would improve the Philippine market and 

thereby make it more hospitable to mutual funds and all investors are: 

a. To eliminate delays on comparisons of trades outside the PSE system, compare all 

trades by T + 1. 
b. To reduce risk, inefficiencies and costs of settlement, institutions like mutual funds 

should be members of a trade comparison system which achieves positive 

affirmation of trade details. 

c. The Philippines has an efficient depository, but a larger proportion of securities 

needs to be immobilized. 

d. To reduce risk and promote efficiency, study market volumes to determine whether 

a trade netting system would be preferable to trade-for-trade clearance. 

e. To minimize settlement risk for contra brokers, institute delivery vs. payment 

("DvP"), delivery of securities and simultaneous receipt of funds. 

In a rolling settlement environment, trades settle on every business day of the week on 

T+3. In the Philippines, trades settle every business day of the week at the SCCP, but on T+4 

or later. Many trades fail to settle on T +4 because registrars fail to return scrip in a timely 

manner. Checks for all purposes, including those used to settle transactions take three days to 

clear. 

AGILE 

f. All markets should adopt a convention of payment for settlement of securities. 

g. To make payment for settlement of securities consistent, a "same day funds'' 

convention should be adopted. For that to happen, the BSP or the banking system 

would need to develop an electronic cash/check clearing system. 
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h. A rolling settlement system should be adopted by all markets and final settlement 
achieved on T+3. 

1. Securities lending and borrowing should be encouraged to expedite the settlement of 
securities transactions and avoid strings of fails. 

J. To promote standardization, both domestically and worldwide, the International 
Organization for Standardization ("ISO") standard for securities messages and the 
ISN numbering system for securities issues should be adopted. 

3. The Debt Market 

T -Bills and FXTNs. The principal issuer of debt securities in the Philippines is the 
national government. Since 1986, the Bureau of Treasury ("BTr") has been conducting weekly 
auctions of 91-day, 182-day, and 364-day Treasury Bills (T-Bills). In 1995, the government 
also started issuing 2-year and 5-year Fixed Rate Treasury Notes (FXTNs), 7-year and 10-year 
notes in 1996, and 20-year notes in 1997. As shown in Table 14, Volume Of Treasury Bills 
Issued, 1995-98, and Table 15, Volume of Fixed Rate Treasury Notes Issued, 1995-98, below, 
the total amount ofT-Bills and FXTNs issued from 1995 to 1998 was P872 billion and P215 
billion, respectively. Although no details are available, an additional Pl46 billion worth of 
Floating Rate Treasury Notes (FRTNs) likewise had been issued by the government since 1995. 
As of February 28, 1999, the total amount ofT-Bills and T-Notes outstanding was P818 
billion.17 

Table 14. VOLUME OF TREASURY BILLS ISSUED, 1995-9811 

Source: Bureau of Treasury, Deparlment of Finance 

Table 15. VOLUME OF FIXED RATE TREASURY NOTES ISSUED, 1995-9811 

Source: Bureau of Treasury, Deparlment of Finance 

17 Aside from T-Bills and T-Notes, the government has also issued 10-year Agrarian Reform Bonds in 
substantial amounts through the Land Bank of the Philippines, basically as payment for landowners 
under the Comprehensive Agrarian Reform Program (CARP). 
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T -Bills and T -Notes are available from accredited government secuntJ.es dealers, 

generally banks and some investment houses. The PSE has entered a Memorandum of 

Understanding with the Bureau of Treasury that by June 2000 it would list T -notes under the 

SDT Program with maturities of 5 years. It is hoped that listing and trading these notes on the 

PSE will not only help to expand the secondary market for them, but perhaps, more 

importantly, provide a better benchmark for their proper valuation by domestic funds and other 

investors. 

Municipal bonds are virtually non-existent and are too small and too few to provide an 

investment opportunity for mutual funds. So far, only Cebu City and Legaspi City, Claveria, 

Sto. Domingo and Aldan have issued LGU (local government unit) bonds totaling only P 96 

million (excluding Cebu City). However, several LGU Bond issues: Palawan; Boracay; and 

Pangasinan are in the pipeline. 

Commercial Paper. As in the equities market, there is a dearth of private companies 

issuing debt securities. According to the Credit Information Bureau, Inc. ("Cffil"), which rates 

commercial paper issues, only about 40 local companies are issuing such securities. As shown 

in Table 16, Commercial Paper Issued and Outstanding, 1989-98, below, a large percentage 

( 69%) of the total of P206 billion worth of commercial paper issued from 1989 to 1998 was 

short-term paper. The total amount of commercial paper outstanding as of October 30, 1998 

(P48.3 billion) pales in comparison with the P767.8 billion total of T-Bills and T-Notes 

outstanding at December 31, 1998, and P818.3 billion outstanding at February 28, 1999. 

Table 16. COMMERCIAL PAPER ISSUED AND OUTSTANDING, 1989-9811 

Figures are in of Philippine pesos. 

Short-term (one year of less) commercial paper. 

Long-term (more than one year) commercial paper. 

~I As of year-end, except for 1998 (as of October 30, 1998) 

Source: Securities and Exchange Commission 

US Dollar-denominated Eurobonds. A handful of big corporations like Philippine 

Long Distance & Telephone Co. (PLDT), National Power Corporation (NAPOCOR), Ayala 

Corporation, San Miguel Corporation, and Benpres Corporation, issue US Dollar-denominated 

eurobonds, but these are traded by a few commercial banks and are not readily available 

locally. The minimum amounts are quite steep (usually US$1 million) making them 
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unaffordable even by medium-sized funds. The minimum transaction amount translates to 
about ~38 million. Because a domestic mutual fund can invest only a maximum of 10% of its 
net assets in securities issued by any one issuer, a fund would have to have total net assets of at 
least ~380 million before it could invest in such securities. 

Lack of a Broad Debt Market. In conclusion, the Philippine debt market is still 
relatively undeveloped with a limited number of debt securities to choose from in terms of type 
of instrument, issuer and tenor. From a fund investment manager's perspective, the lack of a 
broad debt securities market constricts investment opportunities and makes managing a fund 
more difficult. It impedes the development of specialized products such as government bond 
funds, corporate bond funds, municipal bond funds, and money market funds that can be 
attractive to investors. It also makes valuation of bonds more difficult because there are still no 
benchmark prices to provide a reliable reference point to value such securities on a mark-to
market basis. 

G. Attracting Global Expertise and Resources 

... 

'"" 

... 

"" 

... 

... 

I. Expand Mutual Fund Investment Opportunities "'' 

Attractiveness of investment opportunities and the depth of the potential market for 
fund shares are the first things that a potential fund sponsor and good businessman will think loio 
about when he considers whether or not to commit capital and resources to the Philippines or to 
any other market. Those are the sine qua non of an investment. If the market can't pass those 
tests, he will say "forget about it" and stay home or go elsewhere. i.i 

Critical Mass. As explained at pages 34 to 40, above, the jury may still be out on the 
question of whether the Philippines offers sufficient investment opportunities and reduced i.i 
systemic risk to attract international fund sponsors. One such potential international fund 
sponsor provided a cogent analysis of the need to expand investment opportunities for 
Philippine based mutual funds and suggested an easy means of doing so. It urged allowing such l-1 
Philippine based mutual funds to invest in securities of foreign issuers, includin~ establishing 
mutual funds that could be fully invested in foreign securities ("foreign funds"). 1 It explained 
that from a potential sponsor's perspective, ~I 

"for a mutual fund operation to be profitable, a basic critical mass of capital under 
management is required. This critical mass is in excess of the size of the whole Philippine ~ 
industry as it stands today. However, if this mass were to be achieved, it simply could not 
be invested in local (Philippine) securities markets alone, as these are simply too thin to 
support such volumes. Therefore, other outlets are required, and hence (investment in) liii 
foreign funds needs to be permitted." 

A competitive anomaly. It would be anomalous if Philippine investment companies 
were not also able to do what a Philippine bank, trust company, insurance company or shrewd 

18 See: May 17, 1999, letter of A. J. Belanger, Director International Investment Products, Sun Life of Canada, 
commenting on the March 10, 1999, Circulation Draft, attached as Appendix 11 to this report. 
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Philippine investor already can do. Banks and trust companies can and do organize common 

trust funds ("CTF's") that offer US dollar denominated foreign funds. The Insurance 

Commission ("IC") allows insurance companies to invest in foreign currency denominated 

investments, securities issued by foreign corporations and by foreign governments (IC Circular 

No. 9-97). The Social Security System has suggested that it should be able to invest Pl2 

billion, or seven percent, of its P170 billion total investible funds in off-shore portfolio 

investments . 

In the age of the internet and instant satellite communication, the Philippines, although 

composed of islands, can no longer operate with an island mentality. Philippine investors easily 

can find ways to invest directly in securities of foreign issuers and in offshore funds of well

known foreign investment managers with offices elsewhere in Asia. Hong Kong, for example, 

not only allows investment in securities of foreign issuers, including foreign funds, but 

encourages such investment through favorable tax treatment. (See, Part IV. B. 2 and 3, at pp. 

66-68, below, and Appendices 14 and 15, regarding the significant role that foreign funds, 

securities of foreign issuers and foreign currency-denominated assets have played in the growth 

and development of Japan's and Hong Kong's Mutual Fund and Unit Trust Industries. 

A warning. The comment warns that if Philippine mutual fund sponsors are not 

permitted to organize "foreign funds", "potential mutual fund sponsors, whether local or 

foreign, will not see the Philippines' market as a viable one for their operations. This will 

deprive the market ... (of) the product legitimization that results from the entrance of important 

'players' with credible names, well-established images, and large advertising and promotional 

budgets." 

The other shoe. Even if the secuntles laws and regulations permit investment in 

securities of foreign issuers and foreign funds, the tax laws may make such investments 

impractical or, at least, difficult. Not only is it important to expand available investment 

opportunities for mutual funds in order to attract strong sponsors and strengthen the industry, 

but also, if and when "foreign funds" and investment in securities of foreign issuers are 

permitted, it would be equally important that funds and other investors not be subjected to 

corporate taxes of 33 percent on realized capital gains on securities of foreign issuers as they 

currently would be. If forced to endure those high taxes, such "foreign funds" would suffer 

competitively vis-a-vis domestic funds. Most likely, they would have to adopt a "buy and hold" 

strategy to minimize realized gains. However, such a strategy could severely strain both their 

flexibility and marketability. They would be constrained in their portfolio management in that 

they probably would need to maintain a relatively larger portion of their assets in cash and near 

cash items to meet possible redemptions. They also would have to overcome potential investor 

resistance to buying into a portfolio \vith large unrealized capital gains that could be taxed at a 

33 percent rate (or 32 percent effective January 1, 2000) . 
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2. Provide Satisfactory Answers to Fundamental Questions 

Stability. Resolving issues regarding investment opportunities is just the beginning of 
the potential fund sponsor/good businessman's assessment. He will also ask some fundamental questions about stability: political and economic stability. When considering an overseas 
investment, a stable currency and control of inflation will help to hold his interest. 

Fairness of the marketplace. A potential mutual fund sponsor will also look at the 
efficiency, depth and liquidity of the capital market. He will want to know whether he will be treated fairly in the market place. He will ask whether the capital markets that are transparent and have as their primary objective the protection of investors. He will ask whether or not the rules are clear and, if he follows them, will he be treated fairly or arbitrarily. He will want to know how reliable, dependable and efficient the institutions of the capital market are. He will ask technical questions about controls on fraud, deception and manipulation, about delivery vs. payment and how long it takes for transactions in securities to clear and when they do, whether he will get clear title to the securities purchased. 

The regulatory environment. High on his list of factors that can make a difference will be his assessment of the regulatory environment "How capable is the SEC?" he will ask. He will be pleased if high standards of professionalism are encouraged in the fund industry and in 
selling fund shares and other securities? He will also be happy if sound and reliable valuation, accounting and auditing practices are in place. He will look to the mutual fund regulatory 
structure to limit opportunities for affiliated transactions, self-dealing and misleading advertising. He will want to know whether the regulatory environment makes for a "level playing field" in which all similar products and investors in them are treated equally. 

Can we do business there? His bottom line will be "Can we do business there?" "How 
much will I have to risk?" "How long before we break even?'' "How great is the upside potential and how soon can we reach it?'' His lawyer will ask, "How hospitable is the legal system to foreign ownership? How reliable is the judicial system, if we are forced to use it? Can we enforce an agreement? What is the tax system like? Does it encourage investment? Will it allow a businessman to make a fair profit? Will we be frustrated by corruption and cronyism? Is it worth the hassle?" 

H. Potential Fund Sponsors 

Two significant entities were poised to become fund sponsors during 1999. Far East 
Bank and Trust Company ("FE Bank") registered Far East Fund, Inc., an open-end investment fund with the SEC in February 1999 and Sun Life prepared applications for several new open
end funds, including some with novel features. Their entry into the industry will bring some degree of "product legitimization" to it: respected names, resources, expertise and distribution channels that will both benefit the entire industry and improve its public image and recognition. Waiting in the wings may be other significant fund sponsors from the banks, investment houses, stockbrokers and insurance companies. 
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ICAP conducted a seminar in November 1998, for companies that intended to establish 

their own mutual funds. The 25 companies listed in Table 17. Potential Investment Company 

Sponsors, November 1998, below, including FE Bank, Sun Life and Cocolife which is already 

a fund sponsor, were seminar participants. 

Table 17. POTENTIAL INVESTMENT COMPANY SPONSORS, NOVEMBER 1998 

Whether or how many of the other potential sponsors become players within the next 

year or two may depend on the changes in the industry and the capital market and upon the 

degree of implementation of the recommendations made in this and other studies of the capital 

market. 
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II. DIFFERENTIAL REGULATION 

Are their differences in the regulatory environment and taxation of mutual funds, bank 
common trust fonds, pre-need plans and insurance that help to explain the differences in their 
relative public acceptance? 

A. Introduction 

Investment companies or mutual funds issue shares that are securities. As issuers of 
securities they are subject to disclosure regulation by the SEC. The SEC is dedicated to the 
protection of investors. It requires adequate, accurate and current disclosure of all material 
information about securities sold to the public to enable investors to make informed investment 
decisions. It controls access to the market by professional participants in the market by testing, 
licensing and monitoring them. Because of the complex structures of investment companies, 
the Philippines Investment Company Act and the Rules under it provide a number of special 
protections to investment company shareholders against conflicts of interest and self-dealing. 

The SEC has not applied these same principles to the regulation of Pre-Need 
Companies and the protection of their plan holders. Instead, it has focused primarily on the 

... 

.... 

trust provisions of Pre-Need Plans and treated them somewhat like insurance. The primary 1.; 
concern of insurance regulation is to assure that the premises on which payment is based are 
sound and that the insured will receive the benefit of his bargain. 

Common Trust Funds ("CTF's") were described in a 1993 ADB Consultant's Report, 
"Developing a Bond Market in the Philippines" as "surrogate mutual funds." In Visiting 
Professor of the Asian Institute of Management, Akira Tsusaka' s "Developing the Domestic 
Mutual Fund Industry in the Philippines. Chapter ill, of The Philippine Mutual Fund 
Industry,Edited by Francisco L. Roman, Jr. and Hazel C. Sangalang, (August 1996), Professor 
Tsusaka refers to CTFs as "quasi-mutual funds" 

"***because of the many similarities between CTFs and mutual funds in terms of their 
economic functions (pooled investment vehicle, professional fund management, 
diversification of investment portfolios), kinds of investment instruments permitted, no 
assurance of rate of return, etc." at p. 67. 

The question might well be asked, "Why not regulate CTF's as investment companies, 
are they basically the same thing in substance with a different package and different regulatory 
protections? Banks and investment houses are permitted to solicit the public directly to invest 
through their CTFs. Indeed, in many, but not all banks, CTFs are sold at the same bank 
windows where tellers accept deposits. Like mutual funds, CTF' s permit a bank to pool the 
funds of small investors in a diversified portfolio of securities that they could not otherwise 
invest in through individual trusts because they would be too small. Because they are a bank 
product and have been used to increase bank depositors, they are regulated by the BSP or 
("Central Bank"). 
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Like most Central Bank regulation, the BSP focuses on the solvency of the individual 

banks, on the sufficiency of the individual bank's reserves and on the payment of deposits, not 

directly on protection of investors or full disclosure. The BSP permits CTFs to invest in a ,vide 

range of securities from government and commercial paper (mostly short term, 30-60-90 day 

instruments) high and low grade fixed income paper, equities mortgages and real estate. In 

1993, over 60% of their assets were invested in government securities, almost 30% in loans and 

discounted paper, and the rest in stocks. 

A comparison of the regulation and taxation of investment companies or mutual funds 

and their nearest competitors, Pre-Need Plans and CTFs will make clear that funds have 

suffered from differential regulation. This regulatory pattern has hindered the growth and 

development of the fund industry. It has also denied opportunities and protections to investors, 

prevented them from making informed choices among similar products and has impeded the 

efficient allocation of capital that a level playing field and a more open, transparent and 

competitive market would encourage. 

B. Regulation of Investment Companies 

1. The Philippine Investment Company Act ("PICA"), Rule ICA 35-1 and The 

Revised Securities Act 

Investment companies present a unique regulatory challenge. They involve large 

amounts of liquid assets often managed by persons not personally known to the shareholders 

and who may also be associated with larger enterprises involved in other businesses. In view of 

the possible conflicts of interest, which their structure can engender, fund shareholders receive 

special protections. PICA sets requirements for the registration of investment companies and 

the licensing of mutual fund solicitors. It prohibits transactions with certain affiliated persons, 

specifies contracts of advisers and underwriters, the size and capital structure of investment 

companies, requires investment companies to keep records and submit reports, etc. And it 

prohibits investment company shares from being sold with a heavy front-end load . 

Every phase of investment company regulation is guided by the broad general principle 

that investment company officers and directors, investment advisors and managers and the 

persons involved with them, like trustees, must observe the highest duty of loyalty to the 

shareholders who are essentially the beneficiaries of the trust. Investment companies must be 

administered solely in the interests of their shareholders, and any business practice that deviates 

from that basic fiduciary principle is not tolerated. 

The regulatory system sets standards for the licensing and regulation of those who 

would market and operate an investment company. The regulatory system provides rules 

setting the legal form and structure of such companies and the segregation and protection of 

investment fund assets. The regulatory system requires disclosure by investment funds that is 

necessary to evaluate the suitability of the fund for a particular investor and the value of the 

investor's interest in the fund. The regulations ensure that there is a proper and disclosed basis 

for asset valuation and the pricing and redemption of shares . 
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The Rules and Regulations governing investment companies under PICA were originally promulgated in October 1989, and amended in May I 998, as ICA Rule 35-1. Every aspect of mutual fund operations currently is subject to the most stringent regulatory standards: disclosure; sales agent training and qualification; sales load and expense limitations; advertising; protections against self-dealing; director independence; portfolio diversification and valuation standards. 

2. The Revised Securities Act and SEC Rules and Forms 

Because investment companies or mutual funds issue shares to the public, they are likewise regulated by the Batas Pambansa Big. 178 or the Revised Securities Act (RSA). This law basically provides for the registration and regulation of securities issued to the public. 

The Rules and Regulations of the RSA that the SEC implemented in 1996 present a basic policy shift to a "full disclosure" approach from that of "merit regulation," although vestiges of merit regulation remain. Under a merit regulation approach the regulator decides whether a security may be sold. Under a "full disclosure" approach the regulator assures that all relevant information is disclosed and the market decides whether or not to purchase a security and what value to place on it. The fundamental concept of this approach is that investors must be able to make informed investment decisions about whether to buy, hold or sell securities. To that end, greater emphasis now has been placed on the submission of registration statements and regular reports by issuers, affiliated persons, brokers, dealers, transfer agents and other persons involved in the securities business. 

Among the documents/reports which investment companies must file with the SEC under these rules are: 

• SEC Form 8-1, Registration Statement, must be filed by an investment company before it can offer its shares to the public. It includes information required in the Prospectus: a description of the fund and the shares to be issued; investment guidelines and restrictions; the method and basis for computing the net asset value per share; risk factors; minimum investment amounts, sales loads etc. 

• SEC Form 11-A, Annual Report, must be filed by all companies registered under the RSA. It includes audited financial statements. 

• SEC Form 11-Q, Quarterly Report, includes management's discussion and analysis of financial condition and results of operations and submission of pro forma financial statements. 

• SEC Form 11-C, Event Report, must be used to report any event (within 5 to 15 days from occurrence of the event) that materially affect the economic, financial or equity situation of the company (such as the resignation, removal or election of the fund's directors or officers, changes in certifYing accountant, loss of a significant part of the company's net worth etc.) 
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• Proxy Statement 

• Information Statement 

3. The Securities and Exchange Commission 

The SEC is responsible for registering, regulating and supemsmg investment 

companies and investment company managers. The Money Market Operations Department 

(MMOD) regulates investment companies while the Brokers and Exchanges Department 

(BED) supervises the investment advisers, distributors and investment solicitors of mutual 

funds. 

The Investment Management and Financial Services Division of the MMOD 

consists of one supervisor and eight technical staff. At December 31, 1998, it oversaw the 

operations of 178 financing companies and (as of June 30, 1999) of 16 investment companies. 19 

Only one person is assigned to audit and review the reports being submitted by the existing 

funds. The same person is responsible for reviewing the registration statements filed by new 

funds. As more funds are established, one person will find it increasingly difficult to properly 

monitor them. As shown in Table 18, Time of SEC Processing of Investment Fund Registration 

Statements, below, it has taken an average of 4.8 months since August 12, 1997, for the SEC to 

approve the registration statements of the last seven mutual fund applicants. 

TABLE 18. TIME OF SEC PROCESSING OF INVESTMENT FUND REGISTRATION STATEMENTS 

Source: Money Market Operations Department, Securities and Exchange Commission 

The Brokers and Dealers Division of the BED in March 1999, consisted of 21 

persons: one chief, three supervisors, and 17 technical staff. It was responsible for monitoring 

the activities of 167 PSE member brokers, 15 non-PSE member brokers, 49 government 

securities dealers, 59 investment houses and banks with underwriting licenses, and 13 mutual 

fund investment adviser/distributors. Aside from registering investment advisers and 

distributors of mutual funds, it administered mutual fund sales agent licensing examinations. 

During 1997-98, these exams were held every three to four months for from 70 to 120 

19 The registration of 16'" fund, Far East Fund. Inc. was completed in February, but the fund had not yet been 

launched by July 31.1999. 
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candidates per exam. Because of the limited number of qualified people available to check exam papers, it took about one month for results to be released. As more funds are established, 
the number of persons who take the licensing exam may be expected to increase dramatically. For instance, it is reported that one prospective entrant to the industry is planning to have 1,500 
of its insurance agents take the exam. At the request of ICAP, in accordance with the recommendation contained in the Circulation Draft of this Report, on June 21, 1999, the SEC agreed to transfer administration of the mutual fund sales agent licensing examination to the 
Capital Market Development Center, Inc. ("CMDCI"). 

C. Tax Policy Discriminates Against Funds and Their Shareholders and Inhibits 
the Growth and Development of the Fund Industry 

The Tax Reform Act of 1997 provided fundamental relief to mutual funds and closedend investment companies by reducing a great deal of the burden of double taxation of funds 
and their shareholders. 20 Still, a number of other tax provisions discriminate directly and indirectly against funds and their shareholders, particularly the documentary stamp tax on issuance of fund shares and the tax on dividends declared by funds. They and some taxes of 
more general application, such as the corporate tax on net gains on investments in securities of foreign issuers and the IPO tax, present major, probably unintended, obstacles to the development of the fund industry. This Report recommends amendments to the tax laws to 
ameliorate the prejudicial effects that these four taxes have on the mutual fund industry and its shareholders. 

1. The Dividends Tax 

An excessive tax. Individuals who are fund shareholders (unlike corporate shareholders) still are required to pay a dividends tax of 8% (10% after January 1, 2000) on fund dividends declared. The tax on declared dividends is required even though funds already pay: a 20 percent withholding tax on interest income; transaction taxes of Y, of 1 percent on sales of PSE traded securities; and taxes on net gains on sales of non-PSE traded securities, as described below. Taxing fund shareholders on dividends, under these circumstances, is excessive. It can inhibit the industry in designing payment plans to accommodate shareholders and result in practices (funds not declaring dividends) that may inconvenience investors or make funds less attractive, especially to those investors who are looking for regular income. 

Unintended consequences. Retaining the tax on dividends paid by funds is an excellent example of a self-defeating regulation because it is a major obstacle to the growth of 
the financial markets and to broadening of the pool of taxable income. Fund managers generally are able legally to prevent imposition of the dividend tax by simply not declaring dividends. Thus, the goverrunent is not able to collect the tax on fund dividends. More 
troubling, is a probably unintended consequence of the tax on dividends. It is an obstacle to the 
20 Until December 31, 1997, although funds paid transaction taxes on their listed stocks, shareholders, upon redemption of their mutual fund shares, were required to pay a capital gains tax of 10% on the first f!100,000 net gain and 20% on the excess, a form of double taxation which inhibited the growth of the fund industry. On the other hand, CTFs were subject to a one time 20% final withholding tax on trust income based upon gross yields on the CTF's investments, while investors' income from CTFs was tax free. 
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development of money market funds and through them to the growth of the fund industry in the 
Philippines. 

"For want of a nail ... " In the U.S money market funds have attracted many new 
individual, as well as corporate, investors and are a major engine of the growth of the U.S. fund 
industry. They accounted for $1.352 trillion or 24.5% of the total U.S. mutual fund industry's 
net assets of $5.525 trillion at year-end 1998. Establishment of money market funds in the 
Philippines would provide a major boost to the fund industry. Money market funds earn higher 
than regular bank deposit rates because they are invested in money market instruments. 
Shareholders usually have check writing privileges. Philippine money market funds would help 
to introduce many more investors to the fund industry and would not only add to its assets 
under management, but also to public acceptance of the fund concept. 

Maintaining a stable NA V requires money market funds to declare daily dividends. A 
key feature of U.S. money market funds is their ability, with rare exceptions, to conveniently 
sell and redeem their shares at a $1.00 NAV. They are able to do this because all of their net 
earnings are distributed as dividends daily and converted into new fractional shares. Subjecting 
such dividends, paid to individuals, to an 8% tax (10% beginning January 1, 2000) will reduce 
the net earnings of money market funds and make them less attractive to individual investors. 
Because Money Market Funds involve the appreciation of small differences, a difference of 8 
or 10 basis points because of a tax on dividends could make them less competitive and could be 
an insurmountable obstacle to the development of Philippine money market funds. 

2. The Documentary Stamp Tax ("DST") On Issuance ofFnnd Shares 

Taxing the heart of fund operations. The DST of P.2.00 per P.200.00 of the par value, 
on issuance of fund shares, is more prejudicial to an investment company than other enterprises 
because of the unique way mutual funds operate. The defining feature of an open-end fund is 
that it is required to redeem its shares at net asset value. Its redeemed shares then are cancelled 
and resold as original issues. Each time it does so, the fund again must pay the P.2.00 DST. The 
solution, proposed by the fund industry, would be more efficient and produce more immediate 
revenues for the Government, but would avoid taxation of reissued shares and, over the longer 
term, should reduce the impact of the DST on open-end funds. 

Pay more now, perhaps less over the longer term. The fund industry has 
recommended that the DST on issuance of fund shares be levied on the entire authorized capital 
of an open-end fund upon its incorporation, but at a lower rate, P.I.OO per P200.00 of par value. 
This proposal would benefit the Government in that collections would be sooner, more certain 
and more efficient. The Government would not have to rely on a fund's ability to market its 
shares. Although a fund would pay more taxes upon organization, in the long run it would pay 
less because it would not have to pay the DST on redeemed shares that are re-issued and the 
rate would be lower. It could also amortize its payment over five years as a pre-operating 
expense. 
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3. Other Taxes 

A heavier toll. Other taxes also impact differently, and in fact harder, on investment 

companies and mutual funds than on other issuers because investment companies are in the 

business of investing, reinvesting and trading in securities. Thus, any tax on securities 

transactions or on capital gains, even though meant to apply equally to all investors, will take a 

heavier toll on an investment company than on a non-professional investor. For example: 

• The DST on purchases of shares in the secondary market. Funds, like other 

investors, also pay a DST of Pl. 50 per P200 of par value of shares purchased on the 

PSE. 

• Stock Transaction Taxes of 1/2 of 1% of the transaction amount must be paid by a 

fund, in lieu of capital gains, on the sale of all portfolio securities that are listed and 

traded on the PSE. 

• Capital gains taxes on shares not listed and traded on the PSE. Funds also pay 

capital gains taxes of 5% on the first PlOO,OOO of net gains and 10% on the excess on 

sales of shares not listed and traded on the PSE. 

• Withholding tax on interest income. Funds and other investors, except tax exempt 

pension funds, must pay a 20% withholding tax on interest income on investments in 

fixed income instruments such as T-Bills, commercial paper, bank deposits and bonds. 

The uneven application of this tax is also detrimental to investment companies because 

it divides the market in such debt instruments between taxable and non-taxable 

instruments. 

• Corporate tax. The SEC soon may be considering applications for registration of funds 

that would like to hold all (90 %) or a portion of their portfolios in U.S or non

Philippine stocks. If the SEC were to approve such funds, any realized gains on foreign 

portfolio securities would be taxed at corporate tax rates of approximately 33 percent 

(32 percent effective January I, 2000). Such a high tax imposes a heavy toll that inhibits 

the creation of new more varied investment funds. (See, "The Other Shoe," Part I.G.l. 

on Attracting Global Expertise and Resources, p. 43, below) It would be more 

appropriate, provide greater opportunities for investment, diversification and 

profitability, and increased tax revenues if, instead of the 33 percent corporate tax, 

funds paid the same capital gains taxes on net realized gains on the sale of foreign 

securities as they would on shares not listed and traded on the PSE, 5% on the first 

P100,000 of net gains and 10% on the excess. 

• Initial Public Offerings Tax. Another tax, a 4% Initial Public Offerings Tax, although 

paid by issuers, inhibits listing on the PSE and thus also tends to constrict the choices 

available to a fund and all other investors. 
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• Special Benefits for Pre-Need Plans. Pending legislation would provide additional ta.x 

benefits to the Pre-Need Plan industry and its plan holders. According to Reporter 

Norman P. Aquino, writing in Business World, February 24, 1999, "Roco files bilL.." 

"Pre-need plan payments will be exempted from value-added tax (VAT) and 

documentary stamp tax. Benefits gained by plan holders will also be exempted 

from income tax. Meanwhile, corporate payments for pre-need plans will be 

considered expenses deductible from yearly income." Bus. World, Feb.24, at p. 13. 

While it is important that fiscal policy not impede the growth of the financial sector, it 

is more important that similar investment product be treated similarly and one not 

receive tax- favored treatment that the others do not receive. 

D. Lack of Effective Regulation of Pre-Need Plaus 

Similarities in Products/Differences in Regulation. The casual observer will 

immediately notice how similar a Pre-Need Plan Company is to an investment company or 

mutual fimd. Stripped to their essentials, both offer a security that entitles the holder to 

participation in a collective investment vehicle managed by a professional manager. Pre-Need 

Plans are marketed to many of the same investors as mutual funds could be sold. Both mutual 

fimds and pre-need plans are for long-term investors. Their investment goals often are similar, 

providing for education or retirement Both have been regulated by the SEC, but under different 

regulatory premises. 21 Their marketing programs and investor protections are very different 

Popularity. Pre-Need Plans are long-term investment or savings programs that have 

gained enormous popularity in the Philippines. As of 1997, there were 88 Pre-Need Plan 

Companies with total assets of ~78.8 billion. They had sold 3.5 million plans for a gross 

contract price of ~170 billion, with gross collections of ~0 billion and total benefits paid of 

only~ billion. Plan company paid-up capital was ~1.8 billion and total trust fimds were ~20 

billion. [Source: Philippine Federation of Pre-Need Plan Companies, Inc. ("Federation") 

Survey, Philippine Daily Inquirer, p.D.l, December 10, 1998.] 

Profitability. The Issuer/Distributors of Pre-Need Plans, the Pre-Need companies have 

been remarkably profitable. According to SEC documents: 

" ***during the past five years, the industry grew by an average 20 percent per 

year. Total assets rose at an annual average of 30.2 percent, 'vith net (pla11 

compa11y.] profit after tax posting an average increase of 28.2 percent per year." 

[Inquirer. Id.] 

The pre-need sales force is over 200,000 strong and extremely well compensated on a 

per sale basis. Sales agents receive 50 percent of the full first two-year's payments. Generally, 

21 Chairman Yasay of the SEC testified before the House Committee on Banking and Finance on February 16, 

1999, considering the Pre-Need Securities Code to the effect that if the SEC required Pre-Need Companies to 

make the kinds of disclosures for pre-need certificates that would be required for other kinds of securities. 'No one 

would buy them." 
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they do not sell competing financial products. They are located throughout the Philippines. Few are full-time. Most have other jobs and sell almost exclusively to their friends and relatives. They receive front-end loaded commissions that are 50% of the payments made during the first two years on an installment plan. There is a high turnover among them. Once they have sold their friends and relatives, they remain sales agents in name only. 

Pre-Need Plan sales agents may receive very little training. They are not subject to the more rigorous SEC testing and monitoring that are required of mutual fund and securities salesmen. The SEC Pre-Need Rules allow pre-need sales agents' licenses to be issued upon certification under oath by the issuer/distributor that the sales agent has been duly trained under a training pro gram approved by the SEC. The SEC Rules do not specify training standards. Nor has the SEC required disclosure of sales agent turnover rates or the compensation structures. 

The plan guarantee is its essential feature. Plans guarantee to pay a fixed sum five, ten, fifteen or other years in the future to meet a specific need of the plan holder. Three types of plans are sold: memorial plans: to be used for burial and memorial expenses; educational plans: to be used to pay some part of future educational expenses of a child; and "pension" plans: under which the proceeds are to be applied toward the plan holder's retirement. 

The market for the plans, other than for memorial plans, typically is composed of iloi newly-weds, young professionals, teachers, small entrepreneurs, shop owners and many other first time investors who are likely to have very little savings. They are risk averse. Therefore, the plans guaranteed payment is a strong determinant in their choice. 

Lapses. When hard times come, plans lapse. Although lapse rate data is not readily available, lapses are essential to the "success" of the plan. It is estimated that at least 50 percent of installment plans lapse before becoming paid. When they do, because of the way the plan is structured, plan holders suffer steep losses (from 95% to 60% of their investments). The SEC has not required disclosure to investors in an offer document of lapse rates, actuarial assumptions or the degree and incidence of losses which plan holders have suffered. 

The rate of return on a "typical plan" ranges between 3 and 7 percent per armum and averages approximately 5 percent. That is less than the 8 percent average rate of inflation over the past five years. Thus, the real rate of return on a such a plan would be negative. Under the plans only 40 percent of the total payments made by the plan holder must be placed in a trust to produce the guaranteed benefit, but actually only 5 percent of the first two years' payments is required to be placed in trust. The balance goes to the issuer/distributor to pay its administrative expenses, including high front -end load sales commissions. The SEC has not required disclosure to investors in an offer document of how much of their payments actually will be invested on their behalf or of what rates of return are on the total amounts invested. · 

Only a Small Percentage of total Pre-Need gross collections are invested in stocks. As of the end of 1997, of Trust Fund assets ofP.20 billion, just 26.9 percent, or P.5 or P.6 billion were invested in stocks industry-wide (based upon 24 companies accounting for 94% of 
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industry assets). Another 26.2 percent was invested in real estate. At year-end 1997, over 10 

percent of the value of the real estate was accounted for by increment in the appraised value of 

the real estate. The next most significant assets accounted for 37.4 percent of total trust fund 

assets: govermnent securities 17.0 percent; loans 10.4 percent; and cash/time deposits 10.0 

percent. The SEC has not required disclosure to investors in an offer document or annual report 

of the portfolio holdings of Pre-Need Plan Trusts. Nor has it required valuations that would 

require real estate which is worth Jess than cost to be marked to market. 

In the U.S. pre-need plans would qualify generally as investment companies under the 

U.S. "Investment Company Act of 1940" ("ICA"). They would qualify as "face amount 

certificate" investment companies if they promise to pay a fixed amount.22 

Cases have held the U.S. Scholarship Plans were investment companies. The U.S. SEC, 

relied heavily on full disclosure to protect investors while acting flexibly to grant exemptions 

under the Investment Company Act ("ICA") to allow the Scholarship Plan to continue in 

business without altering its basic form. See, Findings and Opinion In the Maner o(The T ntSt 

Fund Sponsored bv the Scholarship Club. Inc., ICA Rel. No. 5524, (1968 SEC LEXIS 563) 

(October 25, 1968). 

For the protection of investors and to level the playing field, pre-need plans could 

properly be classified and regulated in the same manner as "investment companies" or at a 

minimum subject to concepts of investment company regulation. Among other things, in 

addition to providing the utmost transparency to assure that investors have complete 

information on which to base an investment decision, those protections would: 

1. Prohibit various forms of self dealing; 

2. Provide economic regulation of the remuneration of affiliates; 

3. Restrict unsound capital structures; 

4. Require clear disclosure of investment objectives and policies; 

5. Protect the physical integrity of assets; 

6. Assure fair valuation of investor purchases and redemptions; and 

22 Section 3(a) of the ICA defines an investment company as any issuer which - "(3) is engaged or proposes to 

engage in the business of investing, reinvesting, owning, holding, or trading in securities, and owns or proposes to 

acquire investment securities having a value exceeding 40 per centum of the value of each such issuer's total 

assets (exclusive of government securities and cash items) on an unconsolidated basis.) 

"Investment securities" includes "all securities except (A) government securities. (B) securities issued by 

employees' securities companies, and (C) securities issued by majority-owned subsidiaries which are not 

investment companies. Section 3 (a) (2) defines it as any issuer which is engaged or proposes to engage in the 

business of issuing face -amount certificates of the installment type, or has been engaged in such business or has 

any such certificate outstanding.· 

Section (2) (a) (15) defines "face-amount" certificate to mean "any certificate, investment contJact, or other 

security which represents an obligation on the part of its issuer to pay a stated or determinable sum or sums at a 

fixed or determinable date or dates more than twenty-four months after the date of issuance, in consideration of the 

payment of periodic installments of a stated or determinable amount (which security shall be known as a face 

amount certificate of the installment type); or any security which represents a similar obligation on the part of a face

amount certificate company, the consideration for which is the payment of a single lump sum (which security shall 

be known as a "fully paid" face amount certificate)." 
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7. Assure that investors receive accurate periodic reports about the funds and what the 
funds invest in. 

Insurance Industry Concerns. The differential regulation of the pre-need industry has also alarmed the insurance industry. Asian Development Bank Report, R243-98, "Technical Assistance to the Philippines for Technical Assistance to the Insurance Commission" 31 December 1998, notes the similarity of pre-need products to insurance and states the following concerns: 

"***there is no actuarial supervision of the risks associated with pre-need products, and pre-need companies are not subject to the kind of prudential controls over investments, reserves and liability valuation that the (Insurance) Code imposes on insurance companies. Because of the advantages such as relative taxation, investment controls, and financial and operational aspects that pre-need companies have over the more regulated insurance companies, more domestic savings are placed in the shorter term products of pre-need companies than in long-term savings." (Emphasis added.) At p.2. 

The reiteration of the ADB's concerns should not be viewed as an endorsement regulation of the pre-need industry by the Insurance Commission. It is included because it confirms the need for ending differential regulation, protecting plan holders and investors and better allocating long-term savings. 

E. Regulation of Common Trust Funds ("CTFs") 

Like Pre-Need Plan Companies, CTFs can trace their growth, at least in part, to a continuing lack of effective regulation. 23 A 1980 Central Bank Study pointed out structural deficiencies in the trust business. Foremost was the failure to differentiate trust and investment management from other fund generating commercial bank activities which caused trusts to be used as funding sources for other bank commercial activities. Investors were not properly informed of the risks involved in CTFs. According to Sangalang and Norman Umali, "Evolution of Finance Services in the Philippines, " Chapter II, of The Philippine Mutual Fund Industry, supra, 

"*** many customers were of the idea that trust accounts were absolutely reserve-free, tax efficient, and an absolute source of high returns. Thus, investors were able to use trust and IMA (Investment Management Accounts) operations to evade the 35% net income tax as these were subjected only to the 20% final withholding tax." P.44. 

23 The analyses found in the studies cited is refuted by .R.P. Lirio, Managing Director, Supervision and Examination Sector (SE II) and Officer-in-Charge, Supervisory Reports and Studies Office (SRSO) of the BSP, in a Jetter dated April 23, 1999, commenting upon the Circulation Draft of this report. Mr. Lirio's Jetter is attached as Appendix 12 to this report. Essentially, it takes the position that CTF's have been more strictly regulated than mutual funds (describing protections) and that "the real reason for the (fund) industries' (sic) very slow development could be ... a. The industry itself failed to make its product acceptable to the public; b. The small investors' preference to relatively safe investments like CTFs over speculative ones like stocks and mutual funds." 
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The authors also cite a 1987 World Bank Review that noted that some commercial 

banks were using their CTF operations as another means of soliciting de facto deposits and 

deposit substitutes. In addition, they also note that a 1988 ADB Feasibility Study, On 

Establishing a Mutual Fund in the Philippines, stated that 

" ... banks had no or inadequate capital to back their CTF operations. They also lacked 

supervision from regulating agencies. Investment guidelines and restnct10ns were 

overlooked. Fee and commission controls were inadequate. Investors were entitled to 

very few rights and transactions were not fully disclosed to them by their custodian 

banks. For almost a decade of rapid growth the industry lacked clear rules on licensing, 

capitalization, and nationality requirements for enterprising companies." At p. 44. 

In October 1993, upon concluding that CTFs were being used to increase depositors, the 

BSP set a reserve requirement (adjusted from 10 % in 1993, to 15% in May 1995, 14% in 

January 1997 and 13% July 1997) on all peso denominated CTFs. In the CTF industry of 1998, 

with assets of I!90 billion, this 13 percent reserve requirement translates into a cash flow to the 

BSP of I!ll. 7 billion. This could be a substantial inducement to the BSP to maintain the statlls 

quo. The 10 percent reserve requirement of October 1993, prompted a mini-stampede, as the 

assets of CTFs initially diminished markedly. Banks countered by launching dollar 

denominated CTF accounts. A few banks and others began to form mutual funds. 

The BSP has been reluctant to permit banks to sponsor mutual funds. Ex-Governor 

Gabriel C. Singson of the BSP has recognized that 

"From a marketing standpoint, both CTF' s and mutual funds are similar \vith respect to 

the basic concept of pooled savings under professional management. With the CTF 

subject to reserve requirements ... , a mutual fund has become increasingly competitive. 

Banks therefore look at it as an alternative financial product to offer customers looking 

for better investment yields . 

But customers will not necessarily regard mutual funds as a close substitute to bank 

deposits. The risk /return profiles are different.. .. Yet such a substitute for deposits, 

deposit substitutes and CTFs on a significant scale, bears potential implications on the 

effectiveness of the reserve requirement as a monetary tool, but not necessarily on the 

overall effectiveness of the monetary policy. The BSP should still be able to maintain 

monetary control but at an increasingly higher fiscal cost." Chapter VII, Government 

Perspective and Policy, The Philippine Mutual Fund Jndustrv, supra, at p. 227 

A cynic might view the BSP as one of the few true believers in the future of Philippine 

mutual fund industry. Ex-Governor Singson outlined the underlying principles and conditions 

under which commercial banks should be allowed to manage mutual funds. Foremost was that 

bank management not be perceived by the public to be a guarantee on investments nor as 

liabilities of banks. To ensure this distinction, he proposed: 
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• the management company of the fund should not share the name, logo, acronym of the parent bank and its subsidiaries; 
• company personnel, facilities and premises should also be separate and distinct from those of the bank; 
• all advertising materials, particularly to prospective investors promoting the sale of mutual funds shares and stock certificates, must clearly declare that such investments are not the liabilities of the bank and its subsidiaries, and that they do not guarantee either the principal or income; and 
• state that mutual funds are not guaranteed by the PDIC. 

His bottom line was that "Mutual funds must stand or fall on their own intrinsic merits." Chapter VII, Government Perspective and Policy, The Philippine Mutual Fund Industry, supra, at p. 228. Although not formally adopted by the Monetary Board, the BSP has continued to enforce these policies on an ad hoc basis one application at a time. As recently as June 9, 1999, BSP Deputy Governor Alberto V. Reyes, by letter to Undersecretary Joel Bafiares of the DoF reconfirmed its view that ''using the parent bank premises to sell mutual funds gives the impression that the investor is dealing with the parent bank." As indicated at page 12, footnote 6, above, the complete letter is included as Appendix 8 to this report. 

Despite the efforts of the BSP, investors still are not properly informed of the risks of investing in CTF' s. The CTF investor signs a Trust Agreement. It is required to contain language similar to the following: 

"Nothing in this agreement shall be construed as a guaranty of return or income nor liol does it entitle the TRUSTOR to a fixed rate of return on the money invested for him in the FUND by the TRUSTEE. The TRUSTEE shall not be liable for any loss or depreciation in the value of the FUND or in the value of the TRUSTOR's unitholdings unless attributable to its act of fraud, willful default, gross negligence or evident bad faith." 24 

However, it will be part of a long tightly printed small font document that is filled with technical legal language. The surrounding environment promotes the idea that the CTF is like a fixed rate instrument that is guaranteed. On the floor of the bank there may be a sign that indicates that the "gross yield" on the CTF for 60 or 90 days would be 13% or some other figure. Investors and bank branch managers may not understand unit pricing where ''yields" are based on NA V. They may not understand or wish to explain to a prospect that the bank cannot state in advance the yield on an instrument that fluctuates in value. Yield can only refer to a yield that is already achieved, but may not be achieved in the future. 

On the other hand, it has been suggested that some CTF's may "play with" asset values to be able to suggest a fixed rate in 30, 60, or 90-day terms. This is possible because, unlike 
24 Such a disclaimer, indicating that CTF returns are neither fixed nor guaranteed, appears to run counter to the conclusion of the SSP's R.P lirio, ln. 22, above, that CTF's are relatively safer investments than mutual funds. Moreover, under the BSP Manual of Regulations, Subsec. X409.3.c., if fully disclosed to and authorized in writing by the client, the CTF could even invest in equities of or securities underwritten by, the trustee or fiduciary or a corporation in which the trustee or fiduciary owns 50% of the subscribed capital or voting stock. 
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mutual fund regulation which prevents playing around with valuation, CTF's have few rules 

on how they are valued and sold. Some may believe that because the CTF is based on the 

Trustee-Investor Relationship, the investment manager can actually do anytlring. 

To the uninformed observer, BSP policies may appear inconsistent. The BSP requires 

strict dissociation of banks from sales of mutual funds in order not to confuse investors who are 

assuming investment risks. At the same time it allows CTFs to be sold to investors at deposit 

windows on the floor of the bank. It begs the question, "Does the BSP reserve requirement, 

make it safer to allow CTFs, but not mutual funds, to be sold on a bank floor?" 

F. The Costs to Investors, the Capital Market and Public Confidence 

In part, because of these regulatory imbalances, the Philippines is losing out on the 

significant benefits that a strong mutual fund industry can bring to its capital markets and 

economy. The fund industry has remained too small to play its proper role as an engine of 

market growth. Mutual funds are one of the best ways to introduce Filipinos to the equity 

markets because at the same time that they offer investors professional management, liquidity, 

a variety of sound choices at relatively low prices, they also offer many opportunities to limit 

market risk. These regulatory imbalances have made it more difficult for Filipinos to share in 

the growth of Philippine industry and for mutual funds to stimulate more efficient capital 

allocation and capital creation. They also contribute to a lack of public trust and confidence in 

the fairness of the regulatory structure and its ability to protect investors in the capital markets . 
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III. THE ROLE OF THE INVESTMENT COMPANY ASSOCIATION 
OF mE PHILIPPINES ("ICAP') 

What role does the Investment Company Association of the Philippines ("!CAP") play in the 
development of the Philippine Mutual Fund Industry and how does it compare with the role of 
Philippine Industry Associations and of neighboring countries' fund associations? 

A. Establishment 

The ADB-AIM sponsored Mutual Fund Seminar in 1995 was the first time 
representatives of the investment managers of the then operating investment companies came 
together to discuss the future of the mutual fund industry. The Seminar not only created 
renewed interest in mutual funds, but more importantly, it spawned ICAP. Six months later, in 
November 1995, ICAP was created. It had five charter investment company members whose 
total assets were P515 million. In just over four and one-half years, at June 30, 1999, it had 
fifteen investment company members with total assets ofP4.4 billion. 

ICAP is dedicated to four primary goals: 

• influencing the regulatory environment (SEC Rules and legislation relating to 
investment companies); 

• raising professional standards (assisting in examination and licensing of fund sales 
agents); 

• promoting public awareness of investment companies; and 
• providing information to its members. 25 

B. Activities and Achievements 

Considering that ICAP has no staff or business plan, that its members pay an initial 
membership fee of P1 0,000 and annual dues of P5,000 per fund per year and that it has spent 

25 !CAP's Charter defines its primary purposes as: 

a. To formulate or assist in the formulation of rules, in cooperation with the Securities and Exchange 
Commission, for the purpose of increasing the efficiency and effectiveness of the services of investment 
companies; 

b. To circulate information that would be of interest to its members; 

c. To appear before any legislative body, committee, executive or regulatory authority, in the interest of 
investment companies and the general public; 

d. To work in conjunction with any legal body or commission now appointed or to be appointed for the 
consideration, formulation, amendment or alteration of any law or regulation affecting and relating to 
investment companies; 

e. To educate the public by conducting seminars, fora, and other related activities; and 

f. To assist in the examination and registration of salesmen of securities issued by investment companies. 
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from !!24,133 in 1996 to !!225,362 in 1998, for its fiscal years 1996-1999, ICAP has had a 

remarkable record of achievements . 

In the legislative sphere, one ofiCAP's stellar achievements was to successfully lobby 

for the inclusion in the Tax Reform Act of 1997 of provisions which ended the imposition of 

capital gains taxes on fund shareholders when they redeemed their shares. Because the funds 

paid transaction taxes, the shareholder capital gains taxes amounted to double taxation. It had 

made it uneconomical to invest in fund shares and retarded the growth of the fund industry. 

ICAP is continuing to participate in committees to further revise the tax code. It has testified in 

favor of, and is promoting a bill to create the tax benefited Personal Equity Retirement 

Account, (the "PERA''). It would be similar to IRA's in the US that have been one of the 

mainsprings of US mutual fund growth. 

ICAP is currently working for passage of the Revised Investment Company Act 

("RICA"). and the Securities Act of 1999 ("SA99"). It has commented extensively on draft 

Bills, put forth suggested amendments, attended public hearings and participated in technical 

working groups organized by the Philippine Congress to review RICA and SA99. It continues 

to participate in various multi-sector committees, task forces and other groups and to study 

capital market related issues. 

On the regulatory side, ICAP' s work with the SEC has also yielded excellent results. 

It has opened a regular dialogue with SEC Commissioners and Directors on areas of mutual 

concern. Among other things, ICAP representatives have helped to shape amendments of rules 

and regulations governing investment companies. ICAP also has helped the SEC to re'<iew 

registration statements of at least eight companies applying to operate as investment companies 

since 1996. It has also contributed to the restyling of the mutual fund sales agent examinations, 

and has provided SEC with questions for mutual fund salesmen licensing exams that focus on 

knowledge of the product and professional selling practices. 

To promote public awareness of investment companies in 1995 it persuaded 

Business World and The Manila Times to publish daily the Net Asset Value Per Share 

(NA VPS) of all funds. Fund NA VPS have also been posted on Bloomberg and Reuters since 

1997 and Maktrade since 1998. ICAP furnishes the information to them. In November 1998, 

ICAP conducted a highly successful seminar for companies interested in establishing their own 

mutual funds. 

To provide member information, ICAP representatives have regularly attended Asia 

Oceania Regional Meeting of mutual fund associations since 1996. 

AGILE 

C. Current Projects and Plans 

!CAP's highest current priorities focus on: 

• continued lobbying for enactment of legislation, specifically, SA99, RICA and 

PERA; 
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• improvement of the national retirement system, ICAP is participating in the DoF Contractual Savings Task Force and the Retirement Income Commission; 
• improvement of regulation, specifically in the area of sales agent examinations and licensing by promoting the transfer of the administration of mutual fund sales agent licensing exam to the Capital Markets Development Center, Inc.("CMDCI"), a change that was recently approved; 
• promoting higher professional standards by conducting workshops for fund administrators, auditors and the SEC on standardized accounting practices and procedures, and 

.... • providing more information to members and the investing public through the establishment of an ICAP Web Page with links to member funds. 

D. Financial Resources 

When ICAP was organized in 1995, each of the five original members paid a one-time membership fee of PIO,OOO.OO and annual dues of P5,000. Members took turns hosting monthly meetings. Miscellaneous expenses were covered by special assessments. ICAP ended the year with a Members' Equity of P75,000.00. In the succeeding years, new members have been charged the same membership fee and annual dues. Members also were charged additional assessments, :(:15,000.00 for those who joined in 1996, and PIO,OOO.OO for those who joined in 1997 and 1998. Costs of monthly meetings were subsequently charged to the Association, but members were assessed for special events kg_, attendance at the Asia Oceania Regional Meetings) and extraordinary expenses such as advertising. In November 1998, ICAP conducted a seminar for companies interested in establishing their own mutual funds which netted ICAP P278,000.00. At year end 1998, I CAP's total assets were P408,000.00. 

Table 19, Summary of ICAP Financial Information, below includes comparative information from ICAP's balance sheets and income statements for 1995 to 1998. 

Table 19. SUMMARY OF ICAP FINANCIAL INFORMATION 
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It is clear that ICAP has come a long way in a short time. Like the parents of any three 

year old its members have much to be proud of and even more to look forward to. To meet the 

challenges that lie ahead and accomplish the ambitious program set forth in this report, ICAP 

will need to continue to find ways to materially augment its financial resources . 
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IV. THE MUTUAL FUND AND UNIT TRUST INDUSTRIES OF 
NEIGHBORING ASIAN COUNTRIES 

A. Pages from Another Book 

All securities markets are not the same. They vary depending upon their location and 
stage of development. A country's securities market regulator, like its market will reflect its 
history, culture and customs. Its physical and legal infrastructure will affect the design, 
construction and role of its regulator and the institutions of its capital market. One style will not 
fit every securities market. With this caveat it is helpful to consider briefly some of the 
distinctive aspects of the fund industries that are developing in neighboring countries of the 
Philippines in the context of their securities markets, economies and population demographics. 
These would include: 

• the method and degree of government encouragement or discouragement of the fund 
industry; 

• the regulatory structure and taxation of funds and their shareholders vs. treatment of 
competing products; 

• the distribution channels available for merchandising fund shares; 
• encouragement/discouragement of foreign ownership, participation, resources, 

know-how, leadership and responsibility; and 
• the role of the mutual fund association as a self-regulator, proactive policy initiator, 

voice of the industry, unifying force; coordinator of investor education and designer 
of marketing strategies and the materials to implement them. 

B. "Best Practices" 

1. India 

One fund group, the Unit Trust of India ("UTI"), a government sponsored trust 
dominates the fund landscape and the capital market. Created by the government in 1964, and 
for 23 years a monopoly, UTI after 35 years in business, still has approximately 85 % of total 
industry assets and, with 85% of 1997 industry sales, of the market. When an Indian investor 
thinks of a unit trust or mutual fund, it is likely to be of UTI. (See Appendix 13, Indian 
Mutual Funds: Sales, Redemptions and Net Assets, 1997-1998, for a Indian mutual fund 
assets, sales and redemptions by UTI, Banks and other government sponsored institutions, and 
private sector sponsored funds.) 

UTI and the Indian government are to be complemented on successfully introducing 
Indian savers to the Indian Capital markets and converting them into investors. However, the 
Indian mutual fund playing field is not level. UTI has its own statute and is only in part subject 
to standard investment company regulation by the Securities Exchange Board of India 
("SEBI''). 
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Direct government participation in the fund industry can be a mixed blessing. In 1987, 

the government allowed seven state-controlled banks and financial institutions (i.e. public 

sector institutions) to create mutual funds. That enabled them to dedicate their distribution 

networks to the sale of their mutual funds. By mid-1997, they accounted for approximately 

10 % of fund industry assets. When they were organized, they too were virtually free of 

traditional Mutual Fund regulation. They created a series of "schemes" (equivalent of separate 

portfolios or corporate funds) which offered "guaranteed" returns and guaranteed redemption 

rates . 

When the market turned down during the mid, and later, '90s, they were unable to meet 

their guarantees. After protracted litigation, the government reached a costly settlement with 

investors in one scheme. The asset manager of another voluntarily paid relatively smaller 

amount to meet one of its scheme's guarantees. Indian market prices continued at low rates, 

additional guaranteed schemes were about to mature over the next two years at less than their 

"guaranteed" prices. Their sponsoring banks and ultimately, the government, faced difficult 

decisions. Any failure to pay or delay, would have further detract from the credibility of the 

Indian fund industry. In fact, UTI's flagship scheme Unit Scheme 64 ("US 64'') had run up a 

deficit ofRs. 10.98 billion ($258 million) in June 1998. That led to large-scale redemptions that 

contributed to a stock market slump. The possibility of a further run on the funds, especially US 

64, would have threatened the entire market. 

The crisis triggered a dramatic rescue by the Government which was presented in the 

announcement of the Budget for 1999-2000. 

• US 64 was restructured through the creation of a new fund and the issuance of 

Government Bonds worth Rs.48. 1 billion ($1.13 billion) to it."6 The new fund in 

tum was to buy an equivalent amount of holdings of US 64 with the bonds. 

• A three-year exemption from the 10% dividend tax was granted for all income from 

UTI and all other open-end funds with more than 50% of their portfolios in equities. 

• Capital gains taxes were reduced from 20% to 10% . 

• To attract additional investments by non-resident Indians (''NRls"), their ability to 

invest in mutual funds was extended and simplified. 1) A post facto reporting 

mechanism was adopted; and 2) NRis were given access to broker terminals abroad 

to enable them to invest directly in all mutual funds, not just UTI funds, as was 

previously the case. 

In response to the government's announcement of the rescue plan, the Bombay Stock 

Exchange's "Sensex" Index of 30 stocks, a leading market index, rose from a low of 3215.69 

on February 27, 1999, to close at 3640.42, up more than 13 %, on March 3, a few days 

following the announcement. At July 30, 1999, the Sensex closed at 4542.34 (up 1326.65 

26 Rs. lcrore = Rs. 10 million. Exchange rate as of July 30, 1999, $1.00 = Rs. 43.230157. 
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points, or more than 41%, above its February 27, 1999 low). It reached its historic high close of 
4728.78 on July 22, 1999. 

India offers several innovations that are worthy of consideration and may qualify for a "Best Practices" list. In 1992, as part of a market liberalization program, the government 
permitted private sector-sponsored mutual funds. This opened the way for a number of large domestic companies and well-known foreign institutional investors ("FIIs") to sponsor funds. 
Although with one notable misstep, the FII' s through their adherence to international standards, know-how, and resources tended to improve competition and up-grade professionalism in the fund industry. 

.... 

India's fund association, the Association of Mutual Funds in India ("AMFI"), a trade ... association, has also begun to effectively represent the industry in regulatory matters, in up-grading the professionalism of its members, and implementing investor awareness and sales agent training programs. The Association has approximately 30 asset management company "" members, including UTI. AMFI, has a paid president, a business plan, a comprehensive strategic plan and a Code of Ethics. It has recognized the importance of good regulation and 
establishing a climate of compliance. To that end it has built a working partnership with SEBI which enables it to help to influence its regulatory framework by participating in the formulation of regulations, commenting on proposals and working closely with SEBI to improve regulation. 

2. Japan 

The Japanese mutual fund or investment trust industry reached approximately $369 billion in total assets at year end 1998, an increase of approximately $18 billion over 1997, but still not back to its 1996 size of $420 billion.27 Over those three years, Japanese investment trusts increased the amount of foreign currency-denominated assets they held from Y2,888 Billion ($ 24.9 billion) in 1996 to Y5,228 billion ($45.1 billion) in 1998, an 81% increase. The ratio of foreign currency denominated assets to total investment trust net assets also increased from 5.9% to 12.2% over the same period. At the end of 1998, Japanese investment trusts held 
foreign stocks of 39 different countries and foreign bonds of 23. Offshore funds have been permitted to offer their shares in Japan since December 1972. At year-end 1998, there were 185 offshore funds with total net assets ofY2,783 billion ($24 billion). 

The "Asian Financial Crisis" raised concerns that banks were not satisfactorily performing intermediation functions. Japan responded with its own version of the "big bang" in the financial markets. Mr. Hitoshi Tonomura, Chairman of the Investment Trust Association of Japan, described the purpose of the reform program as intended: 

"to make the Japanese Financial system more flexible and fairer, ... to promote 
competition and to establish the necessary conditions for such developments. In other 
words, the major purpose of these reforms is to provide a more reliable framework, 
which offers easier access for existing and potential users of the Japanese financial 

27 The conversion rate used throughout is $1.00 =Y115.70 at December 31. 1998. 
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system. The reforms are characterized by three key concepts of 'Global', 'Free', and 

'Fair,. 

Investment trusts are a priority within this reform program. The intention is to increase 

the convenience, clarity and reliability of these products so that everyone in Japan is 

encouraged to gain an understanding of the importance of savings and investments .... .It 

is also important to foster the recognition that investment trusts are core products within 

an efficient investment portfolio of personal financial assets." Presentation of Mr. 

Tonomura, 4'h Annual Asia-Oceania Conference, Hong Kong, April 28-30, 1999 

("Oceania Conference"). 28 

As part of a reform program to develop more direct financing alternatives, in June 1998, 

the Japanese Government amended its Securities and Exchange Law. It put in place a nwnber 

of broad reforms that affected its investment trust industry. Among other things, it removed 

restrictions that had prevented commercial banks from operating and distributing mutual funds. 

Supervision of such bank-sponsored mutual funds was placed in a new agency under the 

Ministry of Finance, rather than a bank regulatory agency and in December banks and 

insurance companies were allowed to distribute investment trusts. 

Professor Akira Tsusaka, of the Asian Institute of Management ("AIM") and the 

University of Marketing and Distribution Sciences, in Japan, believes that "these events will 

bring about a new era in Japan's Mutual Fund industry." Commercial banks, including Mitsui 

Trust Company and the thirteen other major "City Banks," already have become active in the 

fund industry and have also contracted with local banks to distribute their funds. Because the 

banks were not accustomed to selling risk products and considering the depressed state of the 

Japanese securities market, the public's reception of the bank funds has not immediately met 

expectations. However, bankers and others in Japan believe that over the long term, mutual 

funds and deposits will become the two major elements of Japan's banking industry. 

Among other significant reforms of Japan's fund industry, resulting from amendments 

in Japan's Investment Trust Law and Securities and Exchange Law, were the introduction of 

corporate-type investment trusts and privately placed investment trusts; permitting investment 

trust management companies to outsource management; applying the disclosure requirements 

of the Securities and Exchange Law to investment trusts; and requiring the financial statement 

of investment trusts to be audited by public accountants or accounting firms. 

The Investment Trusts Association functions as both an SRO and the national 

association of the investment trust industry. As an SRO it makes rules regulating the business 

conduct of its members and settles investor complaints regarding its members business 

conduct. Among its activities as a national association, it promotes knowledge of investment 

trusts among investors and, taking a longer-term approach, advances education on securities 

and investment trusts in schools. 

28 The full text of Mr. Tonomura's presentation and of the Japan Country Report presented at the Oceania 

Conference are attached as Appendix 14 to this report 
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3. HongKong 

Hong Kong has an active and successful Unit Trust Association. In 1984, a small group 
of unit trust sponsors came together to persuade the government not to tax mutual funds. Their 
success was totaL Funds now accumulate capital gains and income is tax free. Investors pay no 
personal tax on benefits received from funds. As a result Hong Kong has a thriving mutual 
fund/unit trust industry. As of March 1999, there were 1,475 authorized Hong Kong mutual 
funds and unit trusts with total assets approaching $183.09 billion. The 905 equity funds 
accounted for $124.8 billion or 68% of total fund assets. (See Appendix 15, Report of the Hong 
Kong Investment Funds Association ("HKIF A"), prepared for the Oceania Conference, 
including numbers of Authorized Mutual Funds and Unit Trusts, for a breakdown by type of 
funds oftotal fund assets.) 

The Hong Kong Mutual Fund and Unit Trust industry, in terms of numbers of funds and 
total assets, is comprised overwhelmingly (98%) of funds that are domiciled offshore and that 
invest in foreign stocks, bonds or other foreign currency-denominated assets. In other words, 
authorized funds that are invested solely in Hong Kong equity or solely in Hong Kong money 
market instruments accounted for less than 2% of the industry total both in terms of asset size 
and numbers of funds. Hong Kong domiciled funds accounted for just 1.2% of total assets. 

Another reason for the success of the mutual fund/unit trust industry in Hong Kong is 
that banks, especially retail banks, have assumed an increasingly important role as mutual fund 
and unit trust distribution channels. In fact, banks accounted for 48% of the industry's gross 
sales in 1998 up from 41% in 1997. 

4. Republic of Korea 

Korea's investment trust industry was among the first to begin its recovery from the 
Asian Financial Crisis. At year end 1998, assets held in investment trusts totaled 196 trillion 
won, an increase of 118.2% over 1997.29 In dollar terms, perhaps because of currency 
fluctuations, the increase was an even more dramatic, 155.7%, from $63.6 billion at year-end 
1997 to $162.6 billion at the end of 1998.30 Assets of money market funds accounted for 47.3% 
of total investment trust assets at year-end 1998. The Korea Investment Trust Companies 
Association ("KITCA"), in April 1999, attributed the huge increase in assets of its investment 
trusts as 

"due to their characteristic of providing high, short-term returns compared with other 
financial products. Specifically, ... through the establishment of bond funds with high 

29 Unless otherwise stated, the source of the data about Korea's investment trust industry is the Country Report of the Republic of Korea to the Oceania Conference ("KITCA Country Report''). 
30 The Asian Wall Street Journal in a front page "Heard on the Street "article, "Mutual Funds Offer Value In Jumping Korean Marker by Hae Won Choi, May 28,29, 1999, p. 1, \AWSJ") put the assets of the Korean Investment Trust Industry at two trillion won on that date, citing Korea's Financial Supervisory Service as its source, but put the US dollar equivalent at ($1.68 billion) (actually $168 billion). The KITCA Country Report and the AWSJ article are attached as Appendix 16 to this report. 
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credit ratings and high yields that were issued during the first half of 1998." Republic of 

Korea, Country Report to Oceania Conference. 

The Asian Wall Street Journal, May 28-29, quoted Korean investment trust 

management companies that attributed the industry's performance to investments in Korean 

"blue chip" stocks which have led the stock market's rally. 

Two regional investment trust companies and five investment trust management 

companies were shut down as a result of industry restructuring in the midst of the Asian 

Financial Crisis. KITCA reported that in April 1999, there were "four investment trust 

companies and 20 investment trust management companies in business." The Asian Wall Street 

Journal of May 28-29 referred to 22 "mutual funds listed in South Korea", six on the Korea 

Stock Exchange and 16 on the over-the-counter Kosdaq. 

Korea has two kinds of foreign or international funds: Overseas Investment Funds-for 

domestic investors that invest in securities of foreign issuers (1998 year end assets $848 

million); and Foreign domiciled funds, registered outside Korea, and permitted to be sold 

domestically since January 1, 1997. 

Like Japan, during 1998, Korea adopted a number of significant legislative changes that 

should strengthen its fund industry. In September 1998, it revised its Securities Investment 

Trust Business Act and enacted the Securities Investment Company Act. Recognizing the 

importance of a strong distribution system, banks were permitted to distribute investment trusts. 

Minimum capital requirements for establishment of an investment trust company were lowered 

from 30 billion won to 10 billion won. Privately placed funds were also permitted and allowed 

to invest without diversification limitations. Investment Trusts were permitted to invest in 

futures (both domestic and foreign). Funds established after November 1998, were required to 

value bonds by "marking to the market," as distinguished from using the amortized cost 

method. ''Mark to market" valuation for all funds is scheduled for July, 2000. KITCA was 

required to disclose the performance and unit prices of funds. Fund management companies 

were permitted to exercise the voting rights of equity stock held in trusted assets. Criteria for 

registering qualified fund managers were introduced . 

Corporate type funds, as distinguished from investment trusts, were permitted, but only 

closed-end funds. Open-end funds will be allowed within five years per Presidential Decree. 

According to the A WSJ, the government plans to allow them as early as 2000. The A WSJ 

pointed out that like other closed-end funds, Korea's have a fixed number of shares, and trade 

either on the Korea Stock Exchange or in the over-the-counter Kosdaq market. As does the 

Philippines' closed-end FFI, the Korean closed end funds trade at a discount to their net asset 

value. The AWSJ identified one trading at a 14% discount from its NAV (considerably smaller 

than FFI's average 27.3 discount. Perhaps the explanation for the relatively modest discount is 

that, unlike closed-end funds in other countries, the law calls for Korean funds to expire just 

one year after they are listed, though they can be extended for another year. That means that 

investors who buy at a discount now will be able to redeem at the funds' full NAV per share in 

less than a year or less than two years at the most. Another reason for a modest discount is that 
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at least some of the funds have compiled significant gains in NA V, more than the rise in the Korean Stock Price Index. 

5. Malaysia 

The Malaysian unit trust (mutual fund) industry is dominated by 12 large government sponsored funds that accounted for 83.5 percent of total industry assets at year-end 1998?1 The number of funds almost doubled in four years, from 47 at the end of 1994 to 89 at the end of 1998.32 Of these, 77 were private sector sponsored, compared with only 39 at the end of 1994. There were 32 investment management companies at the end of 1998. Total year-end industry assets peaked at the end of 1996 at RM 59.96 billion, declined to RM 33.57 at year-end 1997 and had climbed back to RM 38.73 at the end of 1998. Perhaps, a more telling indicator of the relative growth of the Malaysian fund industry are the changes in the ratio of total fund assets to the market capitalization of the KLSE. That ratio has climbed from 7.0% at the end of 1994 to 10.3 at year-end 1998. (In the Philippines it was 0.02 percent on the same date, seep. 15, above.) 

All of Malaysia's unit investment trusts are permitted to invest in securities of foreign issuers, subject to the specific approval of Bank Negara Malaysia ("BNM"), the Securities Commission ("SC") and other relevant authorities. No specific data is available on the extent of such investments, the FMUTM believes that most funds are largely invested in domestic securities. Privately placed investment funds are permitted, but domestic funds denominated in foreign currency and selling off-shore funds are not permitted. 

The FMUTM is an industry trade association devoted to enhancing the professional standards and image of the unit trust industry. It emphasizes: 

a improving the regulatory, fiscal and legal environment for unit trusts; 
a formulating sound and ethical business practices to promote interest in the unit trust 

industry; 
a providing information, assistance and other services to members; and 
a promoting public awareness of the benefits and risks of investing in unit trusts. 

It aspires to become an SRO, which it envisions as including 'regulating and licensing the various distribution channels in the marketing and distribution of unit trusts and implementing compliance and disciplinary procedures. 

Among the regulatory initiatives taken by the BNM and SC with respect to maintaining confidence in the Malaysian capital markets were the release of a Corporate Governance Report by the Finance Committee on Corporate Governance that sets forth a comprehensive action plan, including: 1. Developing a Malaysian Corporate Governance Code containing principles 
31 Source: The data on the Malaysian fund industry is based upon the Malaysia Country Report to the Oceania Conference by the Federation of Malaysian Unit Trust Managers ("FMUTM"). That report is attached as Appendix 17 to this Report. 

32 The FMUTM also reported that there were 89 open-end funds and five closed-end funds at December 31, 1998. 
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and best practices for corporate governance; 2. Formulating effective enforcement mechanisms 

that involve reforming the laws, regulations and rules to strengthen the regulatory framework 

for public listed companies, including enforcement of good corporate conduct; and 3. Training 

and education to expand the pool of persons suitable for appointment as company directors. 

6. Singapore 

The unit trust or mutual fund industry of Singapore has changed dramatically in a few 

short years. In 1992, private fund managers entered the market. At year-end 1997, local and 

foreign financial institutions in Singapore offered 101 unit trusts with total assets of $125 

billion in local and foreign funds, nearly double the value in 1994.33 By year-end 1998, 

Singapore offered 116 unit trusts, including 23 global equity funds, 42 regional funds and 34 

single country funds. There were also 12 bond funds, three balanced funds and two gold funds. 

Foreign firms managed 50, nearly half, of the unit trusts at year-end 1997. Over 90 percent of 

the funds managed in Singapore came from foreign investors, including perhaps 50 percent 

from Europe and the U.S. Although almost 70 percent of those funds were invested in equities, 

only about 10 percent were invested in Singapore. 34 Unit trusts and funds are regulated under 

the Singapore Companies Act by the Registry of companies and businesses of the Ministry of 

Finance which screens and approves trustees. There are no barriers to foreign-owned financial 

institutions offering Singapore based unit trusts and funds 

In September 1997, The Investment Management Association of Singapore was 

established. As of January 8, 1999, it had 84 members and a very complete web site. The roster 

of its members reads like a "Who's Who" of the international banking and asset management 

companies. (See Appendix 18, IMAS Organization, Objectives and Members and United States 

Embassy, Singapore's Securities Industry Report, August 1998, Unit Trusts and Funds). It 

provides a model for a well-run association, addressing such maters as a code of Best Practices 

and Standards for the industry, investor education and training programs. 

Singapore's fund industry is unique because of the government's Central Provident 

Fund. Although it siphons off considerable employee income through a hugely successful 

forced savings program, it has established a pattern of savings which is a necessary 

precondition for a fund industry. The public sector also provides support for fund managers. In 

1998, the government announced that it would allocate $35 billion in public sector funds to 

Singapore-based private fund managers over the next three years . 

33 Source: United States Embassy, Singapore's Securities Industry Report, August 1998, Unit Trusts 

and Funds, pages 6 and 7, attached as part of Appendix 18 of this report. 

341d. 
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7. Republic of China (Taiwan) 

Taiwan had 44 funds with total assets of$23.1 billion at year-end 1998, an increase of 
over $6 billion, or 3 5 percent over its 1997 total. 35 Of these 17 were closed-end funds which accounted for $1.9 billion of the 1998 total. During 1997, the number of closed-end funds decreased by four and total closed-end assets dropped by 41.09 percent. This is because 
Taiwan has a unique way of limiting the discount on closed-end funds. According to the Regulation of the Securities Investment Trust ("RSIT") Law, if the market price of a closedend investment company falls below 90 percent of its per share NA V, it must open and accept 
customer redemptions. 

Taiwan permits international investment funds that are sold there and invested abroad. At year-end 1998, there were 21 such international funds, an increase of four over 1997. Equity funds accounted for $1.272 billion of the almost $1.3 billion of international equity and bond funds. It does not permit privately placed investment funds or domestic funds denominated in foreign currencies. Offshore (foreign) funds are not permitted to offer, market or sell their 
shares in Taiwan. However, an investor with $5 million may invest directly in an offshore fund through a "non-discretionary trust account" with a bank in accordance with the regulation of the Central Bank of China. 

The Securities Investment Trust & Consulting Association R.O.C. ("SITCA") 
succeeded the Securities Investor Trust of Taipei Association ("SITTA") on October 8, 1998. It is composed of officially licensed government and private organizations that are engaged in the securities trust and consulting businesses in Taiwan. Under amendments to the Law of 
Securities Transactions all securities investment trust companies will be required to become members of SITCA. As of April, 1999, SITCA had 177 members, 33 securities investment 
trusts and 144 securities investment consulting firms. 

SITCA describes itself as a self-regulatory organization ("SRO"). It states that its most important function is to "enhance the notion of self-regulation among member firms, to take the initiative to set up a sound internal control system for the purpose of earning the trust of the investor and acquire broader business development." It believes that better protecting investor interests will boost the positive image of the industry. It collects information from its members 
and acts as a "show window" for the two industries it represents. It also describes its role as acting as "the bridge between government, society and our members." As a promoter of its industries SITCA focuses on "breaking down information and technical barriers, strengthening international exchange, bringing in professional know-how, assisting members in business 
development and breaking new ground that keeps in line with market trends." Finally, it offers professional training to its industries. 

35 Information about Taiwan's Mutual Fund Industry is based upon the Country Report of the Securities Investment Trust & Consulting Association of the R.O.C. ("SITCA") to the Oceania Conference which is attached as Appendix 19 of this report. 
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Banks play a major role in the sale of domestic funds, accounting for most fund share 

transactions. Some investment trust companies have initiated monthly savings programs 

through banks through which a fixed amount is transferred monthly from a bank account to a 

fund account. The Securities Futures Commission ("SFC") also permits distribution of mutual 

funds through the internet by individual companies with SFC approval. 

Taiwan undertook a number of legislative reforms affecting the investment trust 

management business in 1998. One of the most important was to permit securities investment 

trusts and advisory companies to conduct discretionary investment businesses. SITCA, in its 

role as an SRO, will be authorized by the SFC under the amended RSIT to review initial 

applications for discretionary investment business. The SFC also revisited the regulation of 

fund portfolio turnover. It had previously removed its ceiling on stock fund turnover rates, 

however, it will now require the three funds with the highest turnover rates to disclose the 

reasons for such rates. Effective January 1, 1998, Taiwan combined its personal income tax and 

business income tax into what SITCA described as the "fair-taxed." Under it a company must 

set up a separate account for dividends and investors will not be double taxed. 
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V. ANALYSES: STRATEGIES FOR REACHING LONG TERM 
GOALS 

A. Why Aren't Funds More Popular In the Philippines 

"Nowhere to go but up. " 

From what we have seen above, funds started on the wrong foot and kept going. In 
short, the industry is to some extent still a victim of its history, scandals, disappointed investor 
expectations, the eighteen year hiatus in registering funds and the rise of competing products, 
(CTFs and Pre-Need Plans), during the hiatus. When the industry started again in the 90's, it 
suffered from double taxation, differential regulation, lack of a long-term track record, lack of a 
distribution network, lack of a media relations program, and of a well-funded group of 
sponsors. 

B. Working Professionals' Perceptions of Mutual Funds 

The Perception Survey, conducted among working professionals based in Metro 
Manila, was designed to identify their perceptions about mutual funds, especially as compared 
to other investment options. 36 

Among its findings were the following: 

+ Fifty five percent (55%) of urban professionals claim to have heard about mutual funds. 
This awareness of their existence, however, does not necessarily translate into actual 

... 

.... 

knowledge about what they are, but simply a familiarity with the term itself. Thirty two lioi 
percent (32.2%) of urban professionals did not know what a mutual fund is; 

+ A majority (65.4%) of urban professionals perceived that mutual funds were already t.1 
available in the country (even if they might not have known what exactly they were); 

+ A third (33.3%) of urban professionals perceived mutual funds to be high yielding 1111 
investments, while 13.5% disagreed. More than half (53.2%) either did not know or 
had no opinion about yield; 

+ Almost forty percent (37.2%) of urban professionals did not know where or how to 
avail of mutual funds. A third of them (34%) assumed that mutual funds can be availed 
of via banks; 

36 N.B. Findings of this study are limited to urban professionals within the Metro Manila area, who are generally the primary target of mutual funds upon their introduction, and cannot be applied to a mass market base. The survey was conducted using purposive stratified sampling, whereby the researcher deliberately selected offices within the Metro Manila area to spread out the sample base. Stratification was done based on position in the company (i.e. top management, middle management, and staff). Of 300 questionnaires distributed, 156 valid and completed forms returned. This number was deemed large enough to generate reasonable conclusions at a 95% level of confidence. Frequency tables were generated and further analysis was performed using cross tabulations. The ChiSquare Test was used to establish the significance of the results. 
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+ While half of urban professionals did not know what the minimum required amount was 

in order to invest in mutual fund, 14.7% thought that is was around ~ 100,000 and 2.6% 

assumed it was a million pesos. Only 6.4% correctly expected the minimum required 

amount to be ~5,000. 

When asked to compare mutual funds with other investment options, urban 

professionals believed mutual funds ... 

+ ... offered an average level of risk, being riskier than pre-need plans but far less risky 

than stocks; 

+ ... offered a rate of return that was at par with common trust funds, above bonds and 

pre-need plans, but below that of the stock market and of real estate; 

+ ... were relatively less convenient to access than most forms of investment, even less 

than real estate; 

+ ... provided a below-average level of liquidity to investors, well below that of common 

trust funds and the stock market, and far below that of time deposits; 

+ ... are only about at par with stocks and pre-need plans and stocks as far as being 

recommendable to other people (most urban professionals say that they would most 

likely recommend time deposits as an investment of choice). 

Most urban professionals generally prefer to invest in time deposits or real estate, and 

only four percent expressed a likelihood of investing in mutual funds. 

The expected rate of return on investment. The primary consideration for one-third of 

urban professionals in choosing an investment vehicle was the expected rate of return on 

investment. Another third prioritized the trustworthiness or credibility of the investment tool 

itself. Only fifteen percent prioritized the financial risk involved (i.e. whether performance will 

actually meet expectations) and only twelve percent were concerned with liquidity. 

Marketing strategy for urban professionals. The Perception Survey can help the fund 

industry to tailor its marketing strategy for urban professionals. It tells us that awareness about 

mutual funds exists, but that actual knowledge about the product is lacking. This means that 

any industry promotion can focus on clarifying the benefits that mutual funds offer, as opposed 

to promotions that focus on telling the market that mutual funds do exist in the first place. 

Emphasize a solid track record of investment results. This survey result reinforces the 

viability of a strategy of first building a solid performance track record. It could include: 

highlighting the performance history of a few "star" players in the mutual fund industry, or of 

industry average returns by types of funds, and then using this to emphasize the advantages of 

AGILE 
Page 15 



Strengthening Philippine Mutual Funds July 31. 1999 

mutual funds to establish mutual funds in the urban professional market, the most likely 
market during the introduction and growth stages of the fund industry. 

Low Minimum Investments. The Perception Survey also tells us that any industry
wide promotional effort should highlight the minimum investment amount for mutual funds. In 

... 

light of the growing success of the GSIS fund and of some of the Philippines Asian neighbors ""' 
with low minimum investment amounts, it also suggests the need to persuade the SEC that a 
fund's minimum investment amount should be a matter of business judgment for the directors 
of the mutual funds, their investment advisers and underwriters, and not a regulatory matter. 

Bank Distribution. The fact that a third of the urban professional market expects banks 
to carry mutual funds also emphasizes the opportunities available in opening up the banking ... 
sector as a means of distribution for mutual funds. In addition to the resistance of the BSP to 
distribution of mutual funds through banks (see pp. 53-56, above and Appendices 9 and 12), the 
market can also be expected to resist the idea of moving from traditional investment tools (such "" time deposits and "assured" returns) to mutual funds. This inertia will be difficult to break 
unless the industry is able to emphasize a powerful benefit, such as solid history of investment 
returns. 

Establish the trustworthiness of the mutual fund industry. Over the long term, 
building industry credibility will not only attract investors, but will help to keep them during 
difficult times. Product trustworthiness can be built by creating reasonable expectations and 
fulfilling them. Establishment of well-functioning higher yielding money market funds, as 
discussed at pages 50-51, above, offers an excellent opportunity to build trust and confidence in 
the product. Promoting and enforcing high professional standards through Codes of Ethics and 
Advertising Guidelines, continuous training emphasizing professionalism and fostering a 
climate of compliance, adherence to industry-wide standards and identifying the fund 
industry's interests with investors' interests can help to build confidence in the industry. 

C. The Best of All Possible Worlds 
' • 

For the Mutual Fund Industry to prosper and grow to the point where it can play a role 1./ 
as a catalyst to the development of the Philippines capital markets, it will need to fashion a 
strategic plan and marshal the resources to educate the public, as outlined above, about what 
investment companies are and how Philippine investors and savers could benefit by investing 
in mutual funds. 

A key element in such a plan is to develop a coordinated, industry-wide sales program iloi 
and a broad based mutual fund distribution system to implement it. It will need to mobilize 
army of well-trained sales agents and support them with sales literature and a strong sustained 
media/public relations campaign. 37 

• 

37 Such a campaign could be based, among other things, upon an understanding of the market; the predilections of l.oi investors, their risk tolerances; their willingness to invest for long term goals. It should strive to differentiate mutual funds from their principal competitors' products: pre-need plans, CTF's, time deposits and the Government's new 
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Few of the eleven current industry players have the sales forces, resources and 
experience to devote to such a campaign. To optimize its chances for success it should be 
carried out through ICAP. For ICAP to mount such a campaign on a wide scale the number of 
fund sponsors and ICAP member funds would have to expand dramatically, and, depending 
upon the numbers, the fund sponsors might have to increase the amount of their membership 
fees or special assessments to ICAP. 

In a sense, this suggestion begs the question, "What will bring more potential fund 
sponsors into the industry?" The answer, in one word, is "opportunity." Local and 
international sponsors will emphasize questions such as: 

)> Will we find sufficient investment opportunity? 
)> How much money will be at risk for how long? 
)> How soon might the operation expect to break even? 
)> What is the extent of upside potential? and 
)> When might it be reached? 

They can be expected to go through some of the same analyses as described above in 
Section I.G, Attracting Global Resources and Expertise, which involves sufficiency of 
investment opportunities, improving the fairness and integrity of the market and ultimately 
turns on the availability of investment opportunities, the quality of the legislative and 
regulatory framework and the climate of compliance. 

D. Keys to Change 

"I am the opposite of a stage magician. He brings you illusion in the fomz of truth. I bring you 

truth in the form of illusion. " Prologue to "17ze Glass Menagerie. "TeiZIZessee Williams 

1. Magic Wands 

At least five solutions, any one of which, if it didn't change the industry overnight, 
could have an immediate positive almost magical impact on it, might already have occurred to 
the reader.38 "What if ..... 

91-day 13% Treasury Bills and could also identify funds with investors' interest. as investors who are working to 

improve the markets. 

Mutual fund advantages such as limiting risk and higher long-tenn perfonnance should be stresse<l: percentage 

fully invested on shareholder's behalf {Cf. Pre-Need Plans, only 40-44%: CTFs. 87% after reserve): tax advantages 

{PERA). if any, in addition to the basics, i.e. liquidity, professional management. low acquisition and maintenance 

costs. 

38 The Philippine Government were to authorize and sponsor a national investment fund ala The Unit Trust of India 

and have it distributed through Bank Offices like its new 13 percent short-tenn T-Bill program or to enact a 

govemment·sponsored savings program? 
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>- banks could sell mutua/funds on the floors of their branches throughout the country; 

or 

>- pre-need plans couldn't be front-end loaded, had to make full risk disclosures and 

their sales agents could be retrained, upgraded and licensed to sell mutual funds; or 

>- foreign institutional investors found the Philippines an attractive place to sponsor 
mutual funds and invest; or 

>- the Philippine Government were to enact a coordinated series of tax incentives, such 
as those recently proposed in the 1999 Budget of the Government of India, including 
measures to attract non-resident Filipinos, to stimulate the growth of mutual funds or 
to enact a government-sponsored savings program; or 

>- the Philippine Government were to authorize and sponsor a national investment fund "" 
ala The Unit Trust of India and have it distributed through Bank Branch Offices like 
its new 13 percent short-term T-Bill program or to enact a government-sponsored 

savings program? 

Wouldn't that immediately strengthen the investment company industry and improve its 
public image? 

2. Second Thoughts 

"Beware of your wishes, they may come true." Confucius. 

Any of the above solutions could have a dramatic effect on the mutual fund industry, 
enlarging its potential to a greater or lesser degree, giving it many more outlets and 
opportunities to educate the public, and forever redefining it. Although each may strengthen the 
industry, each comes with a price. None can be ruled out. None offers a totally positive 
solution. However, none appears imminent. 

A fund industry dominated by banks. Having banks sponsor and distribute mutual 
funds raises many of the concerns expressed by Ex -Gov. Singson (See, Part II, Differential 

Regulation, Regulation of CTFs, at pp. 56-57, above). Depositors must be shielded from 
underwriting losses; "fire walls" will be needed to prevent the flow of information between 
bank operations and fund managers; and precautions taken to avoid investors thinking that 
mutual fund investments are insured like bank deposits. In addition, it raises the spectre of 

funds being operated as an arm of the banking industry and a more complicated regulatory 
structure with funds subjected to a greater extent to BSP regulation as well as SEC regulation. 
These objections are not insurmountable. Serious attention should be paid to satisfying these 

concerns. 

i 
IIIII 

Funds sold by Pre-Need sales agents. Some have suggested that closer identification l,j 

of the fund industry with the Pre-Need Industry, may not enhance the fund industry. 
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Nevertheless, the ability of the funds to reach the public would be increased if it were possible 

retrain and qualify pre-need sales agents, to develop them into a corps of professional 

"financial counselors" who would, among other things, sell fund shares. Of course, by the time 

the retraining and qualification was completed, there probably would be far fewer of them. 

Moreover, to increase impartiality, compensation for selling one or another product should not 

be disproportionate. Such sales agents, like any other securities sales agents, would need to be 

strictly monitored. 

Foreign Institutional Investors as fund sponsors. Foreign institutional investors could 

bring resources, know-how and international standards and practices to the fund industry that 

would raise the level of competition and spearhead a promotional campaign. Would they also 

bring "hot money" that could leave as quickly as it comes? Or would they make the necessary 

commitment to hang-in for the long run? This can be a fruitful area for industry development. 

A government sponsored mutual fund distributed through branch banks. The fund 

industry works best when it is run by the private sector. Where the government has run funds, 

those funds' operations and performance has not equaled that of the private sector. Even in 

India, perhaps because the legendary and mammoth UTI enjoyed a less regulated existence, it 

resulted in a lack of transparency, questionable practices, unfair competitive advantages and 

ultimately, a massive government bailout. UTI and several public sector bank managed funds 

have had to be bailed out by the government because of business losses. 

A government-sponsored forced savings program. Singapore's forced savings 

program is the bulwark of its economy. It has succeeded beyond the country's greatest 

expectations. However, Singapore is a very disciplined country and has a small and fairly 

homogenous population. Savings invested through the Central Provident Fund, while 

benefiting the economy are not invested in mutual funds or uni-trusts. As the U.S. Embassy 

reported, more than 90 percent of the funds managed Singapore are from foreign sources. 

Whether such a program could work in the Philippines would depend on a number of cultural 

and political assessments. On the other hand, creating opportunities and savings consciousness 

can also help. The Philippine Government's new 13 percent, P10,000 minimum, 90, 180, 360 

day T -Bills, provides such an opportunity. While a great benefit to investors, it could either 

provide an enormous competitive challenge to mutual funds, especially to bond and balanced 

funds, as T-Bills become more available and until a secondary bond market develops here or an 

investment opportunity for the funds, providing a new source of investment in the bond market 

and an index to permit better valuation of debt instruments. 

A government tax incentive program to encourage investment in mutual funds, 

including measures to attract non-resident Filipinos. This could be the best of all possible 

worlds in that it could stimulate investment in the fund industry and the capital market. 

Questions will be raised as to discrimination against other financial products, favoritism to the 

affluent and the overall benefit to the economy. Nevertheless, such a proposal merits serious 

consideration. At the very least, tax laws that discriminate against funds and their shareholders, 

specifically the DST on issuance of fund shares, the tax on fund dividends and the corporate tax 
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on net gains on sales of foreign securities, should be reconsidered. Nor should the tax laws 
favor one or another form of investment 

3. Legislation and Regulation 

a. Securities Laws 

Many things can and should be done to promote some of the benefits of the more 
dramatic changes described above. However, with the exception of requiring disclosure to Pre
Need Plan investors under "SA99," they are unlikely to happen in the near term. Immediate 
"here and now" fund industry priorities for effecting change lie in legislative and regulatory 
reforms and in educating sales agents and the investing public. 

At least four pieces of pending legislation are of vital importance to the development of 
the fund industry. Two which relate to regulation of securities: SA99; and the Code; have been 
designated as "priority legislation" by President Estrada. 

• SA99 is the foundation for reform of the regulatory framework of the capital market It 
would authorize restructuring of the SEC and creation of SROs and resolve issues that 
have been hanging over the market for five years. It has passed the Senate, is currently 
under consideration in the House and is expected to pass early in the Second 
Congressional Session. 

• The Code offers the opportunity to provide for a more level playing field. It should lool 
provide for full disclosure, valuation standards, prudential standards, protections against 
affiliated transactions, limitations on sales commissions and losses to investors that 
could readjust the competitive balance vis-a-vis the fund industry. The House has held lioi 
an initial hearing and is considering alternative proposals. However, it has been 
removed from the category of"priority legislation." 

• RICA provides an updated law and guidelines for the operation of the fund industry. 
Several draft bills have been submitted in the Senate and House and ICAP has already 
commented on, and is closely following, House and Senate drafts. RICA has been 
designated priority legislation and is expected to be enacted by year-end. 

b. TaxLaws 

Other ICAP legislative concerns cluster around fiscal policy, promoting a retirement or 
pension program through tax incentives to benefit investors in certain funding vehicles, 
including investment company shares, and relief from provisions which discriminate against 
funds and their shareholders or hinder the development of the capital markets. (See pages 1 0-11 
and 50-53, above, for a discussion of those provisions.) 

The PERA. A fourth Bill, denominated the "Personal Equity Retirement Account" or 
"PERA'' would create personal tax benefited retirement accounts. PERAs, like the US's 
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Individual Retirement Accounts ("lRAs''), would encourage investment in tax deferred 

retirement plans, thus promoting long term savings and easing burdens on the social security 

system. With an amendment to the pending Bill, a PERA could be funded, among other things, 

by mutual fund shares. If that were done, the PERA could provide an enormous shot in the arm 

for the mutual fund industry, as retirement investments, including Individual Retirement 

Accounts ("lRAs"), have in the United States. 

A 1998 Retirement Survey of the Investment Company Institute (ICI) indicated that 

$1.86 trillion or 17% of the $10.9 trillion U.S. retirement market was held in mutual funds. 

This figure represents 34% of the total U.S. mutual fund industry's year-end 1998 net assets of 

$5.25 trillion. Almost half of the $1.86 trillion, $930 billion, was accounted for by Individual 

Retirement Accounts ("IRAs''). The $930 billion in mutual fund IRAs was 44% of the total 

$2.1 trillion IRA market. 

The Senate held an initial hearing in February and a comparable Bill was introduced in 

the House in July 1999 by Majority Leader Mar Roxas. Enactment of the PERA Bill was 

initially among President Estrada's priorities, but has not remained near the top of the list. The 

Bill needs to be broadened, or companion legislation enacted, to provide for employer 

contributory plans such as the US 401(k) and H.R.lO plans. The PERA should be considered in 

the broader context of reform of the national retirement system in order that issues such as the 

balance between public and private sector retirement programs and regulatory protections may 

be resolved. Enactment of such legislation, with mutual funds as a funding vehicle, should be a 

high priority for the fund industry. 

c. Regulation 

ICAP' s goals in the regulatory arena revolve around: 

• upgrading professional standards 

• providing a regulatory environment that fits the fund industry better by helping the 

SEC to: 
• better understand the operations of investment companies 

• become more efficient and knowledgeable, and 

• "leveling the regulatory playing field." 

Upgrading Professional Standards. ICAP saw the administration of fund sales agent 

licensing examinations as an iropediment to the growth of the industry. ICAP found that often 

the questions were heavily legally oriented and at odds with the practical standards, 

understanding of investors and fairness that a sales agent must have. As a result its value was 

liroited. Only a relatively few applicants were able to pass the exam (seven out of 42 in 1996).39 

Second, processing the exam appeared to overburden the SEC's resources. Therefore, ICAP 

39 Following this exam. industry representatives consulted with the SEC and provided sample questions that they 

believed would be more appropriate. The SEC adopted certain of !CAP's suggestions. However. subsequently, 

according to industry sources, the exam has not been as relevant as !CAP would like. 
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has worked successfully to transfer its administration from the SEC's BED Division to the Capital Market Development Center, Inc.("CMDCI"). 

Training the SEC Staff. In addition to helping the SEC and, now the CMDCI, to 
prepare a more meaningful sales agent's exam, ICAP representatives have assisted the SEC in writing rules and reviewing registration statements. To develop greater SEC expertise, it would 
like to provide regular training programs to the SEC on the operation of investment companies and of the fund industry, such as the planned program on accounting standards. It would also 
like to see the SEC organize a separate unit to regulate funds. 

Bangko Sentral ng Pilipinas ("BSP" of the "Central Bank"). ICAP has also recognized that it will need to reach some policy accommodation with the BSP if it is to improve the chances of bringing banks more actively into the fund industry. However, it has 
not actively pursued the matter because Governor Singson and others at the BSP have taken a strong position. ICAP is considering alternative strategies. 

Market forces may soon begin to play a stronger role in bringing the banks further into 
the fund management business, even in a way that is already permitted under the BSP's policies. As the Government's new small denominated Treasury Bills, SIPs and Treasury Notes, SDT's, minimum ~,000, become more broadly available, their attractive rates, 
including the initial SDT T -Note launch at 13 percent, may begin to draw investors out of competing vehicles such as CTF's and may also start to draw from bank deposits. To maintain 
their competitive positions, banks may be forced to establish mutual funds under the BSP's current policy restrictions or may bring pressure on the BSP to modifY its policy in order to strengthen the financial condition of the banks. 

Leveling the Playing Field. ICAP has not taken a position on the regulation of the Pre-Need Industry. It has limited its regulatory and legislative goals to those that relate directly to the regulation of funds and their management companies. Several ICAP fund sponsors are part of organizations that also sell pre-need plans or act as trustees for pre-need plans. However, as indicated above, just as the Pre-Need industry has benefited, the fund industry has suffered, from differential regulation. ICAP must remain aware of the impact of 
the regulation of the Pre-Need industry on the fund industry, in order that pre-need not preempt the market for mutual funds. 

4. Strengthen I CAP 

As the Fund Industry Association, ICAP is the only organization that is solely devoted to promoting the interests of the fund industry as an industry. It has close ties to the regulatory structure, understands the needs of its members and of all arms of the securities industry. The stronger ICAP can become, the better able it will be to move the levers of change. On the other 
hand, real change will not come from outside the industry, It will be up to ICAP to prod the government, help to train the SEC, lobby the Congress, promote higher professional standards and deliver the message that mutual funds can help investors reach their goals. 
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The dramatic, industry transforming, goals envisioned by tlris report will be possible 

over the long term if at least one entity can identify, prioritize and work toward them. That 

entity must constantly oil and tend the engines of change, prodding the legislature, training the 

regulators, educating the public and improving the funds and the markets. That is the role of 

ICAP. It must be the starter, the spark plug of change. The recommendations that follow, 

though not restricted to ICAP, depend in large measure on ICAP's ability and potential. They 

are a practical approach to suggestions for ICAP to more fully realize that ability and potential. 
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VI. RECOMMENDATIONS: STRENGTHENING THE MUTUAL FUND INDUSTRY AND IMPROVING THE PUBLIC'S PERCEPTION OF MUTUAL FUNDS 

Approximately one dozen concrete steps, primarily in the legislative and regulatory -areas, could be taken over the next nine months to facilitate the growth of the fund industry. 

A. Legislation 

Enactment of four key Securities/Pension Reform Bills, currently under varying degrees of active consideration by Congress, could have significant direct and indirect beneficial effects on the fund industry. This Report strongly supports their enactment, with the amendments recommended. They are: 

• The Securities Act of 1999, ("SA99"); amended to include a broad definition of a statutory "underwriter;" to clarify the need for the application of traditional SEC disclosure" to Pre-Need Plans; and to assure better financing of the SEC; SA99 is the foundation for reform of the regulatory framework of the capital market. It would authorize restructuring of the SEC and creation of SROs and resolve issues that have been hanging over the market for five years. It has passed the Senate, is currently under consideration in the House. 

• The Revised Investment Company Act ("RICA"); RICA provides an updated law and guidelines for the operation of the fund industry. Several draft bills submitted in the Senate and House contain provisions that relieve funds of burdensome provisions, including limitations on management of more than one fund. 

• The Pre-Need Securities Code ("Code"); The Code offers the opportunity to provide for a more level playing field. It needs to provide for full disclosure, valuation standards, prudential standards, protections against affiliated transactions, limitations on sales commissions and losses to investors that could readjust the competitive balance vis-a-vis the fund industry. It should also provide means of easing the impact of an industry consolidation on pre-need certificate holders and surviving pre-need companies. 

• The Personal Equity Retirement Account ("PERA''); PERA would create personal tax benefited retirement accounts. Such PERAs, like US Individual Retirement Accounts ("IRAs"), would encourage investment in tax deferred retirement plans, thus promoting long term savings and easing burdens on the social security system. Among other things an amendment to the pending Bill is necessary to permit a PERA to be funded by shares of registered investment companies (mutual funds). That could provide a big boost for the fund industry. An ICAP representative is already deeply involved as a member of the DoF Contractual Savings Task Force. It is shaping recommendations to the Retirement Income Commission that ultimately will help to 
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determine the kind of PERA legislation that will be recommended, the kind of 

retirement system the Philippines will have, and the role of the fund industry in it. 

B. Fiscal Policy 

Although The Tax Reform Act of 1997 provided fundamental relief to the mutual fund 

industry by reducing a great deal of the burden of double taxation of funds and their 

shareholders, there are a number of other tax provisions that discriminate directly and indirectly 

against funds and their shareholders. The Report recommends amendments to the tax laws to 

correct the prejudicial effects these taxes have on the mutual fund industry and its shareholders, 

as explained below. 

• The Documentary Stamp Tax ("DST") on issuance of fund shares should be 

modified. The DST is 1:!2.00 per 1:!200.00 of the par value on issuance of fund shares. 

It is more prejudicial to an open-end mutual fund than other enterprises because of the 

unique way mutual funds operate. They redeem and then reissue their shares. The DST 

attaches to each re-issuance. The solution, proposed by the fund industry, would be 

more efficient and produce more immediate revenues for the Govermnent, but would 

avoid taxation of reissued shares and, over the longer term, should reduce the impact of 

the DST on open-end funds. 

• Specifically, the fund industry has recormnended that the DST on issuance of fund 

shares be levied on the entire authorized capital of an open-end fund upon its 

incorporation, but at a lower rate, Pl.OO per 1:!200.00 of par value. This proposal would 

benefit the Govermnent in that collections would be sooner, more certain and more 

efficient. The Govermnent would not have to rely on a fund's ability to market its 

shares. Although a fund would pay more taxes upon organization, in the long run it 

would pay less because it would not have to pay the DST on redeemed shares that are 

re-issued and the rate would be lower. It could also amortize its payment over five 

years as a pre-operating expense. 

• The tax on fund dividends should be repealed as excessive. Although funds pay a 20 

percent withholding tax on interest income, transaction taxes on sales of PSE traded 

securities and capital gains taxes on non-PSE securities, fund shareholders still must 

pay taxes of 8% (10% after January 1, 2000) on fund dividends declared. The tax on 

dividends received by individual mutual fund shareholders should be repealed, as was 

the tax on dividends received by corporate fund shareholders in 1997. The withholding 

taxes funds pay on interest income, transaction taxes on PSE traded securities and the 

capital gains taxes on non-PSE transactions are sufficient. To again tax dividends in the 

hands of individuals is excessive. Moreover, because of its impact on the operation of 

money market funds, it is impeding the development of the fund industry. 
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Other taxes also have a greater impact on the mutual fund industry than on other issuers. Because mutual funds invest and trade in securities, any tax on securities transactions or on capital gains, even though meant to apply equally to all investors, will take a larger toll on an investment company than on a non-professional investor. The DoF is conducting an ongoing review of financial sector taxation. As part of that review, in order to remove obstacles to the development of the fund industry; to raise additional tax revenues by encouraging additional investment; to rationalize the tax system; and to reduce the tax burden on the capital market; it is recommended that: 

• The IPO Tax should be repealed. To encourage listing on the PSE, the IPO Tax should be repealed. 

• Capital gains on foreign securities of Philippine funds should be taxed like gains on securities not listed and traded on the PSE. In order not to discriminate against investments in foreign issuers; to broaden investment opportunities for all Philippine investors; and to provide an additional source of tax revenues from mutual funds: the corporate tax on capital gains of Philippine domiciled mutual funds or investment companies on securities of foreign issuers should be the same as the capital gains tax on net gains on sales of shares not listed and traded on the PSE: 5% the first Ill 00,000 of net gains and 10% on the excess. 

• The tax treatment of similar investment products should be equalized. Some policy makers have suggested that tax preferences be given to different kinds of investment products, (e.g. pre-need plans). Tax treatment should not favor one similar investment product over another. All should be treated equally. 

C. Regulatory Reforms 

1. The Securities and Exchange Commission ("SEC") 

This Report strongly recommends that the SEC initiate internal structural reforms and training programs as follows: 

• SEC Investment Fund Unit. To improve efficiency and develop greater expertise, establish and increase staffing of a separate SEC Investment Fund Unit within the SEC's Money Market Operations Department (MMOD). After enactment of RICA, draft rules to permit a wider variety of investment companies. [See Appendix 7, Excerpt from PricewaterhouseCoopers Monograph, "Building A Securities Market Regulator in An Emerging Market," The Division of Investment Management.] 

• SEC Pre-Need Unit. To transform the disclosures and regulation of the Pre-Need Industry, establish and adequately staff a separate Pre-Need Regulatory and Disclosure Unit within the SEC to fully regulate the activities and disclosures of the Pre-Need Industry. Include at least one Senior Level Actuary to supervise and train the staff. 
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Draft Reporting Forms regarding Prospectuses and Annual Reports and a Pre-Need 

Advertising Code to standardize information disclosed to the public and assure that it is 

not misleading. 40 

2. Bangko Sentral ng Pilipinas ("BSP") 

Permit Banks to Sell Fund Shares. Perhaps the single recommendation that could 

have the greatest effect on strengthening the Philippines investment company industry is to 

modifY the BSP's inconsistent ad hoc policy that prevents banks from distributing fund shares. 

The BSP allows customers to sell risk investments, Bank CTFs, on the floor of Branch Banks 

throughout the Philippines. It prevents banks from selling funds for the announced reason that 

it could mislead investors. No doubt sales of fund shares could be properly and unmistakably 

identified as risk products. Banks throughout South East Asia, including most recently in Japan 

and Korea, are allowed to distribute fund shares. Appropriate fire-walls and other protections 

against transfer of information between bank departments and insulating depositors from 

underwriting risks can be established. 

Transfer BSP regulation of investment advisers to the SEC. BSP policies and 

regulations relating to Investment Management Activities ("Il\.1A") also. unnecessarily impede 

the growth of the fund industry. Currently, they prevent mutual fund investment managers from 

advising more than one fund. This prevents them from taking advantage of the benefits of 

scale that managing other mutual funds, pension funds or other private investment advisory 

clients would bring. This limits their efficiency and profit potential and discourages new 

entrants because it makes it uneconomical to enter the investment management profession. 

Discouraging or limiting fund investment advisers from providing such services deprives the 

securities market and pension and retirement fields of broader investment advisory resources, a 

more vigorous mutual fund industry, the benefits of greater competition and broader choices. 

The SEC should be the sole regulator of registered investment advisers and of the mutual fund 

industry. 

D. I CAP's Comprehensive Strategic Plan 

The balance of the recommendations in this report focus, in large measure on a 

comprehensive strategic plan that will provide a vision for ICAP, given its limited resources, to 

help the investment company industry realize its potential as a catalyst for the development of 

the Philippines capital market. 

!CAP's Comprehensive Strategic Plan, builds upon its Charter and the kinds of 

activities it has already initiated solely through the voluntary activities of its members. It sets 

four goals and provides examples what can be achieved under each: 

'"'The recommendation contained in the Circulation Draft regarding transfer of mutual fund salesmen licensing 

exams to the CMDCI has been deleted because it has already been implemented. 
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1. Influence the Legislative and Regulatory Environment. This includes 
promoting passage of critical legislation: 

>- The Securities Act of 1999, ("SA99"); 
>- The Revised Investment Company Act ("RICA"); 
>- The Personal Equity Retirement Account ("PERA'') amended to include 

investment company shares as a funding vehicle for tax benefited PERA 
accounts; and 

>- Rationalizing the tax structure; and 

Training the SEC and its staff that regulates investment companies, including 
updating SEC (and BSP) rules to permit a wider variety of mutual funds.41 It should 
also include promoting bills and rules to "level the playing field" to correct, as much 
as possible, the discriminatory effects of differential regulation. 

2. Raise Professional Standards among Members, Investment Managers, 
Distributors and Sales Agents. This includes: 

>- Upgrading and Standardizing Testing, Licensing, Registration and Monitoring 
of Sales Agents and Principals of Distributors of Funds, Insurance and Pre-Need 
Plans 

>- Providing Continuing Education Programs for Portfolio Managers and Traders 

>- Training Investment Company Independent Directors 

>- Adopting an ICAP Code of Ethics 

>- Adopting ICAP Model Guidelines, including: 
i. A Compliance Manual 
ii. Advertising Code; and 
iii. Accounting and Valuation Guidelines 

... 

>- Becoming a Self-Regulatory Organization as envisioned in Section 42 of RICA 
(Senate Bill). 42 

i.J 

41 Such new funds might include: money market funds; variable annuities; index funds; dollar-denominated funds or cross border investments. Such rules should also help the funds to take advantage of changing technology such as facilitating telephone and electronic share purchases and redemptions; check-writing privileges for redeeming mutual fund shares; and comprehensive quarterly or monthly account statements to investors covering all of their securities holdings and transactions, including funds. 

42 Such SRO activities could include: initial review of investment company registration statements, including prospectuses; training, testing, licensing and monitoring sales agents, brokers and dealers in securities not sold on the PSE; setting standards for and reviewing all mutual fund advertising; setting rules for the operation of mutual funds, and conducting joint inspections of mutual funds and their advisors with the SEC. 
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3. Create Investor Education and Media Relations Programs. This includes 

);> Adopting an !CAP Mission Statement which identifies !CAP with: protecting 

investors, promoting professional standards, educating investors and 

strengthening the Philippines capital markets. 

);> Developing sales literature and media campaigns aimed at investors 

i. Advantages of funding a PERA with mutual funds 

ii. Tax Benefit related sales 
iii. Understanding investment risk 
iv. Goal related campaigns: education; new home retirement 

v. Long term performance 
vi. Product differentiation 

);> Designating a Training Officer; Develop Sales Literature, Training Materials 

and Courses for Sales Agents 

);> Designing and executing a Media Relations Program, including providing 

!CAP: 
i. press and media releases 
ii. comments on capital market developments 
iii. annual journalist awards 
iv. a website 

);> Publishing an !CAP Membership Directory 
);> Setting up an ICAP Speakers Bureau 
);> Creating Educational Programs for Students 
);> Focusing media campaigns on the track records of"star" performers in the 

industry. This would help emphasize the most attractive benefit of mutual 

funds, which is its potential to provide better than average rates of return on 

investments. 
);> Educating investors about the minimum investment amount to participate in a 

fund, as well as where and how to find them. 

4. Develop an Economic and Marketing Analvsis Capabilitv. This would include 

building an ICAP Data Base to enable it, among other things, to: 

);> monitor markets 
);> understand investor psychology 
> analyze comparative performance and expenses of funds and competing 

products 
> perform long and short term economic analyses 

> study the importance of investment allocation 
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Implementation. This ICAP Comprehensive Strategic Plan sets forth an ambitious 
program. At this point it is more of a "Strategic Vision" than an operable plan. Whether and to 
what degree ICAP will be able to accomplish these goals and tum the vision into a program 
will depend on its ability and willingness to: attract new members; raise additional funds; and 
accept continued international donor assistance, if offered. Raising additional funding and 
receiving technical assistance would help to carry ICAP through its organizational or "start up" 
years. 

An indication of ICAP's willingness to help itself would be for it to adopt a Business 
Plan which identifies short (one year) and long term (five year) objectives and the resources 
and staffing necessary to achieve them. Consideration should be given, over the longer term, to 
defining and filling two ICAP staff positions: a full-time President who could act as an 
advocate/lobbyist and a Director of Education and Training. 

The success of the fund industry will not depend solely on ICAP. Investors and the 
markets need a strong investment fund industry, just as investors and the industry need fair, 
transparent and liquid markets that provide a broad range of investment opportunities. The 
concurrent development of other institutions of the capital market would also promote the 
development ofthe fund industry. 
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EXECUTIVE SUMMARY 

A survey was conducted among professionals (office workers or white collar personnel), both management and staff, based in Metro Manila. The purpose of the study was to identitY market perceptions that are currently harbored with respect to different forms of investments and specifically, to mutual fimds. The primary objective was to establish a comparative stunding as to how the market perceives mutual fimds as compared to other investment tools. 

Survey Population 

This survey is therefore limited to findings about office professionals in Metro Manila, which is still a significant market for investment tools. It does not as yet include findings about different segments of the potential market, such as homemakers. blue collar workers and personnel working outside Metro Manila. These however can be the scope of future studies on the matter. 

The office professionals who are the focus of this study, however, is a significant source of data because they represent the supposedly more financially educated cluster of the population. And since the base objective of this study is to identitY perceptions about mutual fimds, this segment is supposed to provide leading edge indicators in terms of opinions about mutual funds since they are supposed to have more exposure to such tools of investment as compared to other sectors of society. Considering that mutual fimds are still an "emerging" industry, such leading edge indicators provide a more focused source of information rather than, say, if a sampling of the general Philippine population was surveyed since such a vast population would most likely yield little information considering that most would not likely have heard about mutual funds at all. 

Thus, the following results are limited to the perceptions and opinions of office professionals in Metro Manila, which represents the most likely initial target market of mutual fimds at its growth phase. 

Some 300 survey forms were distributed around the areas ofMakati City and the Pasig!Ortigas business district, both being strong concentrations of office professionals. Of these, 156 forms were received and considered valid 

Results 

Awareness about lvfutual Funds 

Half of the respondents claimed to have heard about mntnal funds, hence establishing that there is awareness of such a form of investment. However, awareness merely implies knowledge about the phrase "mutual fimds" and does not imply a more in-depth level of knowledge about the product. 

A third of the respondents categorically stated that they did not know what a mutual fimd is. However, at least sixty percent of the respondents believe that mntnal fimds are already available in the country. 

A third of the respondents believed mutual fimds to be high yielding investments, while about thineen percent disagreed Twenty percent believed it to be a risky form of investment. 

Almost forty percent of the respondents did not know where to find mutual funds. A third however, expected hanks to be carrying them. 

While half of the respondents did not know what the minimum investment amount for mutual fimds is, fifteen percent thought that a minimum ofPlOO,OOO was required. ln fact, three percent thought that the minimum amount required was a million pesos. Only six percent knew that the minimum amount required was P5,000. 
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Comparison with Other Investment Options 

Mu!Ual funds were perceived to be instruments that offered an average level of risk It was perceived to be 

riskier than pre-need plans. but far less risky than stocks. It was thought to give a rate of rerum that was a 

little above average. at par with common trust funds. above bonds and pre-need plans, but below that of the 

stock market or of real estate. 

Mu!Ual funds were thought to be relatively less convenient to access than most forms of investment eo.·en 

less than real estate. In fact. only bonds rated lower in tenns of convenience. 

Mu!Ual funds were perceived to offer a below average level of liquidity, v;ell below common trust funds 

and the stock market, and far below that of time deposits. 

Most people, if asked to recommend an investment option. would still strongly recommend time deposits to 

their friends. Next would be treasucy bills and real estate. The recornmendability of mu!Ual funds were just 

at par with stocks and pre-need plans. 

Behavioral Characteristics of Respondents 

Most of the respondents would generally prefer to invest in time deposits or real estate. while only four 

percent e.""]J!"eSSed a likelihood of investing in mutual funds. At present, a third of the respondents have 

current investments in time deposits, and another ten percent had placements in pre-need plans. Only two 

percent of the respondents currently bad mutual fund placements. 

For a third of the respondents, the primary consideration for choosing an investment vehicle was the return 

on investment Another third prioritized the trustworthiness or credibility of the investment tool itself. Only 

fifteen percent prioritized the financial risk involved (i.e. whether its performance will meet expectations) 

and only twelve percent were concerned with liquidity. 

Results also seem to imply that a common misconception that the troubled history of mutual funds (dating 

back to the 1950's) affects the current performance of the industry can be put to rest It appears that most 

respondents are not even aware about the history of mutual funds in the first place. 

There is a statistically significant relationship between the respondents' rank or position and where they 

tend to invest their money. The most likely conclusion is that as the respondents rise in rank. they rely less 

on sa~ings accounts and time deposits and tend to move on to real estate or the money marl<et 

There is also a strong observed relationship between the amount of funds available for investment and the 

type of investment that the respondents currently have. The data seems to show that the higher the available 

funds for investment the greater the movement towards real estate. 

Conclusions and Recommendations 

Generally forty percent of the target population appear to have no opinions at all about the natnre of mutual 

funds. There is. however. an awareness of its existence. Therefore. if awareness e.'<ists. but knowledge does 

not, then any promotional thrust of the industry can focus on c~ing the benefits that mutual funds can 

offer to the target population (as opposed to promotions that focus on telling the marl<et that mutual funds 

do exist in the first place). 

Since much of the target population appear to prioritize an investment tool's rate of rerum. such an 

educational effort could focus on the performance history of muntal funds as compared to the stock marl<et 

emphasizing the annual rate of return that the industry bas offered in the past (without exactly promising 

guaranteed rates of return for the future). Such a promotional camJ:Wgn in itself will also take care of 

establishing the credibility of the industry. which is another significant criteria for the market 

3 



----·---

The industry need not wony about the troubled history of mutual funds in the Philippines, so there is no need for "damage control" with regard to the industry's history. It is rather recommended that the industry focus on its inunediate history (i.e. performance). 

Since a third of the market expect banks to carry mutual funds, appropriate legislatnre'to make this come to pass can facilitate the distribution of mutual funds and bring the immediate benefit ofvalidatiog the expectations of one third of the market in terms of where to find mutual funds. 

While the minimum placement for mutual funds is only P5,000, it shonld be noted that much of the respondents had far more than this amount to invest, so while small investors are still a valid target market, there is also a substantial market composed of people who are able to invest far more than the minimum. Apparently, the factors that are stopping them from invesring in mutual funds are primatily lack of information. incongruent perceptions and simple inertia (cultural or otherwise) that direct them towards real estate and time deposits. In this case. the convenience of access to mutual funds, along with its liquidity, can become factors contributing to such market inertia 

Thus, there is resistance in moving from traditional, convenient investment options (banks) to a nontraditional form such as mutual funds. In order to propel this market into moving towards mntual funds, a powerful benefit needs to be emphasized by the industry. At present, it is still the promise of a higher level of returns that can be the best motivator for the market to do so. 
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PROFILE OF RESPONDENTS 

Most of the respondents were of age 35 and below, an effect of the fact that there "'ere more barriers to 

access to the more senior management-level personneL More to the poinL however. much of the personnel 

in the companies that were approached belonged to this category as they comprise the front-lines and 

middle management. 

About forty percent of the respondents were front-line staff (secretaries. clerks. etc.). 'Thirty pertent were 

junior executives. while fifteen percent belonged to middle management and eight pettent belonged to 

upper management. These percentages more or less approxintated the stratification of jobs in office 

hierarchies and, therefore. is more or less proportionately distributed against the acrual population. Some 60 

percent of respondents were women. 

A third of the respondents had monthly incomes in the range of from Pl5.000 to P30.000. About 28 petteD! 

had incomes from PS,OOO to Pl5,000, and about 9 percent stated their monthly income to be from P30,000 

to P50,000. Four percent of the respondents had incomes from P50.000 to PlOO,OOO. while another four 

percent had monthly incomes above P!OO,OOO. 

About thirty percent of the respondents saved up to ten percent of their incomes. Another 26 pettent saved 

up to 20 percent of their incomes. while another 12 pertent of respondents saved up to 35 pettent. Some 15 

percent of the respondents stated that they were not able to generate sa~ings at all. 

Of the !56 respondents. more than half (56%) stated that they had an average knowledge of investments_ 

while some 24% stated that they were f.rirly knowledgeable. Only 6 percent said that they were highly 

knowledgeable about investments, while 8 percent claimed that they did not know much about investments 

at all. 

Of the !56 respondents, only 8 (5 percent) stated that they had investments in mutual funds. 

The following is a summary of the general profile of the respondents: 

By Age 

Age Respondents Percent 

24 and below 38 24% 

25 to 35 88 56% 

36 to 45 19 12% 

46 to 55 7 4% 

56 and above i 4 I 3% 

By Gender 

Sex I Respondents 1 Percent I 
Male 1 64 1 41% 1 

Female I 92 159%1 
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By Position 

... Position Respondents Percent 
Staff 61 39% 
Junior Executive 43 28% 
Middle Management 24 15% 
Upper Management 13 8% 
Not Applicable/ No Answer 15 10% 

Personal Income (Monthly) 

Monthly Income Respondents Percent 
to P8,000 18 12% 
to P15,000 43 28% 
to P30,000 51 33% 
to P50,000 14 9% 
to P100,000 6 4% 
Above P100,000 6 4% 
Not Applicable 18 12% 

Percent of Income Saved 

Savings Respondents Percent 
None 24 15% 
to 10% 45 29% 
to 20% 40 26% 
to 35% 18 12% 
to 50% 11 7% 
Above 50% 8 5% 
Not applicable 10 6% 

Amount Available for Investment 

Available Respondents Percent 
No answer 8 5% 
None 39 25% 
to P10,000 18 12"/o 
to P25,000 23 15% 
to P40,000 13 8% 
to P80,000 19 12% 
to P240,000 14 9% 
above P240,000 22 14% 
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Knowledge about Investments 

Knowledge Respondents !Percent 

No answer 91 6% 

Not much 12j 8% 

Average 871 56% 

Fairly knowledgeable I 381 24%, 
I 

Highly knowledgeable I 10! 6%! 

"Do you have iove31ments in mutual funds?~ 

Yes 8 5% 

No 147 94% 

No answer 1 1% 

... 

ilil 
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. _____________ , 
DESCRIPTIVE STATISTICS 

Familiarity with Mutual Funds 

"Which of the following investment tools have you heard about?" 

The first question in the survey seeks to make a simple determination of the target respondents' awareness of the existence of mutual funds, and to benchmark this against their general awareness of other investment options as well. 

Note that awareness by itself does not imply a deeper level of knowledge. It simply means that, at the very least, the respondent has heard the term at one time or another. 

While some 96% of the respondents 
were aware of the existence of Time 
Deposits as investment tools, only 
55% knew about the existence of 
mutual funds, which meant that 
some 45% of the target population 
are not aware about what mutual 
funds are. Tilis is not necessarily bad 
and, in fact, implies that half of the 
targeted population may have heard 
about the phrase "mutual fund" at 
one time or another. 

By comparison, about 60% have 
heard about pre-need plans. Note, 
however, that the actual number of 
people who may know about pre
need plans may be much larger: a 
considerable bias is introduced by 
the fact that a number of pre-need 
companies do not call their services 
"pre-needs" but rather as 
"educational plans." 
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"Which ofthefollmving best describes a mutua/fund?" 

The purpose of this question is to lift minor feedback about how knowledgeable the market may be 
regarding the definition of a mutual fund While the result was moderately surprising, post-survey 
assessment revealed that the way the question was constructed may have introduced a significant bias. i.e. 
the number one answer was most likely an educated guess based on the profundity of the phrase itself: 

It is a way of indirectly accessing a wide variety of investments 53.9% 
I really don't know 32.2% 
It is a form oftime deposit 8.6% 
It is a form of government security 2.0% 
It is a high risk investment portfolio 2.0% 
It is a form of bond 1.3% 

It is therefore decided that since the number one answer may be affected by this question· s bias. then this 
percentage may not be significant for generating findings. Much of the results could be the result of 
·"educated guesses." 

However. it should be noted that despite 
the bias. at least 32 percem of the 
respondents have nevertheless stated that 
they do not know how to describe a 
mutual fund 

The actual figure of pecple who do not 
know the definition may be larger than 
this once bias for the number one answer 
is corrected 

Describe Mutual Funds 
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Basic Perceptions about Mutual Fonds 

The next set of questions seek to gauge the respondents' basic perceptions about mutual funds. To 

accomplish this, the respondents were asked to agree or disagree "ith the following statements. 

"Mutual funds are hard to avail of" 

Disagree 
Don1 know 
Not sure 
Agree 
No answer 

41.0% 
25.6% 
21.8% 

7.7% 
3.8% 

This flrst question addresses perceptions regarding the accessibility of mutual funds. Accessibility is used 
in a broad sense here, encompassing issues of distribution and ease of access for individual investors. 

The hypothesis was that people would perceive mutual funds to indeed be hard to avail of, in which case it 

was expected that the majority of respondents would tend to agree. Surprisingly, however, some 41% of 

respondents disagreed with this statement and only 7. 7% agreed 

"Not sure" and "Don't know" however, when taken together, implies that some 47"/o of the target 

population (ahnost half) do not have any opiulons with regard to this matter. This may be a stronger 

indicator about the level of knowledge that the target population has with regard to mutual funds, and ties 
in with the 45% who are not aware about what mutual funds are all about. 

"Mutual funds are not yet available in tlte country" 

Disagree 65.4% 
Don1 know 16.7% 
Not sure 13.5% 
No answer 2.6% 
Agree 1.9% 

The purpose of this question is to reinforce any flo dings regarding the level of knowledge that the target 

population has with regard to mutual funds. For the respondents to agree would be to imply that these 

respondents know what mutual funds are but that they really are not aware of existing mumal fund 

providers in the country. On the other hand, for them to disagree would be indicative of some knowledge of 

the existence of mutual fund providers in the country. 

Some 65 percent believed that mutual funds are indeed available in the country. Thus, regardless of their 

level of knowledge about mutual funds, this is still an indication that these respondents are aware, to some 

degree. about the existence of mutual funds. 
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"Mutual funds are high-yielding investments" 

Agree 33.3% 

Dont know 25.6% 

Not sure 24.4% 

Disagree 13.5% 

No answer 3.2% 

This question serves to identify perceptions regarding the returns from mutual funds. At the very least. any 

move to agree on this statement could serve as an indication about the kind of reputation that murual funds 

may have generated through history or by other means. 

The phrase "high-yielding" is nevertheless a broad statement that merely presents indications about returns 

on investment without implying anything about risks involved 

A third of the respondents (33%) perceive mutual funds to be high-yielding investments while only 13.5 

percent perceive otherwise. Half of the respondents. however, either don't know or have no opinion about 

this particular attribute of mutual funds. 

"Mutual funds are risky" 

Disagree 
Dont know 
Not sure 
Agree 
\No answer 

30.1% 
23.1% 
22.4% 
20.5% 

3.8%\ 

This question segregates the issue of the risk involved in investing in mutual funds. 

A third of the respondents do not believe mutual funds to be risky investments. A fifth (20.5%) of the 

respondents. however, agree that mutual funds are risky investments. 

Around forty five percent, however, either do not know or have no opinion about the riskiness of mutual 

funds. 

"Mutual funds have an exceUent track record" 

Not sure 
Don't know 
Disagree 
Agree 
No answer 

42.3% 
29.5% 
14.7% 
10.3% 

3.2% 

This question seeks to draw out any perceptions that the respondents may have regarding the history of 

mutual funds. The statemem is pwposely left in broad come"'t in order to simply assess general perceptions 

rather than specific knowledge about the histol}· of mutual funds. especially in the local conte>.t 

Seventy perceut of the respondents do not know or do not have an opinion as to whether or not mutual 

funds have an excellent track record. About 15 percent however. disagree with the statemem and believe 

that mutual funds do not have an excellent track record. Only I 0 percent agreed \\ith the statement 
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"lfyou had extra fundY to J~pare, where will you mo!ftlike{l' inve~t it?" 

Time Deposits 26.3% 
Real Estate 21.8% 
Don't know 10.3% 
Common Trust Fund 9.6% 
T-Bills 9.0% 
Stocks 7.7% 
Paintings/Jewelry 4.5% 
Mutual Funds 3.8% 
Others 3.8% 
Savings Account 1.9% 
Pre-need Plans 0.6% 
Bonds 0.6% 

Beyond simple awareness, the marlcet' s intentions also have to be assessed. Thus, this question attempts to 
gauge the target population's preferences in terms of selecting their investment option. 

The question is purposely left vague in terms of giving feedback as to scale of investment In other words, 
'"extra ftmds" is a flexible term that may encompass small amounts as well as substantial ones. 

Note that two of the selections given for this question, namely "Paintings/Jewelry" and "Real Estate," are 
investment options that are not traditionally provided by financial institutions. These were nevertheless also 
included because of empirical observation that the target population has inclinations to invest in such non
financial instruments. 

A fourth of the respondents (26.3%) 
e>.--pressed that any excess ftmds that they 
may have will most likely be invested in 
time deposits. The second most popular 
choice was real estate (21.8%). Every 
other investment option was relatively 
marginal. Ten percent of the respondents 
cited common trust ftmds, and ouly eight 
percent considered placements in stocks. 

Only 4 percent stated that they may place 
their excess ftmds into mumal ftmds. 
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"Where are the bulk ofyour investments placed. if applicable?" 

Time Deposits 28.8% 
Not applicable 22.4% 
Savings Accounts 12.2% 
Pre-need Plans 10.9% 
Real Estate 9.6% 
Money Market 5.8% 
Stocks 5.1% 
Mutual Funds 1.9%1 

!Paintings/Jewelry 1.9%! 
IT-bills 1.3%1 

One of the purposes of this question is to assess the current investment prnctices of the respondents, 
especially as compared to the question about which investment tool they were most likely to invest in. 

Almost a third of the respondents (28.8%) 
stated that the bulk of their funds are invested 
in time deposits. All other investment options 
yielded marginal responses. 

Twelve percent of respondents stated that their 
funds are kept in savings accounts, while 
eleven percent stated that they have placed 
money into pre-need plans. 

Five percent of the respondents had substantial 
amonnts in stocks, while only two percent 
stated that they had money in mutual funds. 
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"What is your primary con~ideration in choo~ing an inve~tment vehicle?" 

Retum on Investment 
Safety, trustworthiness 
Risk involved with Investment 

Liquidity 
No answer 

36.5% 
32.7% 
15.4% 
12.2% 

3.2% 

Tills question seeks to identify the most important criteria that the respondents have for selecting a tool for 

investment. 

Note that "Safety, trustworthiness" is different from "Risk involved with investment." The latter is more 

concerned with risk in tenns of the probability that the investment will indeed provide a positive return, 

while "safety, trustworthiness" is more abont the legitimacy of the investtnent tool itself. 

Some 36 percent of the respondents 
stated that their primary consideration 
for choosing an investment would be its 
rate of return on investtnent Coming 
close at 33 percent are respondents 
whose primary concern involves the 
trustworthiness or legitimacy of the 
investment vehicle. 

Fifteen percent of the respondents were 
primarily concerned with the financial 
risk involved with the investment, while 
only twelve percent were primarily 
concerned abont keeping their 
investments liquid 
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"Where can you find mutual funds?" 

Investment Houses 
Dont know 
Banks 
Personal dealers 
Insurance brokers 
Central Bank 

40.4% 
37.2% 
34.0% 

5.8% 
5.1% 
2.6% 

This question seeks to identifY existing perceptions of the target population about how murual funds are 

distributed or made available to the public. The primary purpose is to e:>.1I3C! ideas about possible 

misconceptions that the target population has regarding how mutual funds are made available. 

Forty percent believed that if they were to look for murual funds. these can be found in investment houses. 

However. it should the noted that in this conte>."t. "Investment Houses" may present an inherent bias by 

nature of its wording: it sounds like a correct answer for educated guesses and. therefore. this particular 

percentage may be greater than normal due to guesswork by the respondents. 

Another 37 percent of the respondents categorically stated that they did not know where to find murual 

funds. 

A third (34%) of the respondents, however, believed that mutual funds are offered by banks. Ag;rin, since 

the question thrives on perceptions, it appears that a third of the target population perceive banks to be the 

most logical way to distribute an investment tool such as murual funds. 
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~~u'hat in your estimate is the minimum inve~tment amount for mutual fund.-.;?" 

Don't Know 42.3% 

100,000 14.7% 

No Answer 9.0% 

10,000 7.7% 

40,000 7.1% 

5,000 6.4% 

No Minimum 5.8% 

20,000 4.5% 

1 million 2.6% 

This is another question that aims to assess the target JX>pulation' s perceptions about the nature of mutual 

funds. In this case, it is their perception about what the minimum amount required for investment is for 

mutual funds. 

Forty percent (42.3%) of the reSJX>ndents did not !mow what the minimum amount for investment in mutual 

funds is, a figure which almost ties in with the percentage of resJX>ndents who generally do not !mow what 

a mutual fund is in the first place. 

About fifteen percent (14. 7%) of reSJX>ndents, however, thought that the minimum amount required is 

PIOO,OOO. It can be concluded, therefore, that this and much of the other figures were derived from 

guesswork. 

Only six percent (6.4%) of the reSJX>Udents correctly stated that they believed the minimum investment 

amount to be 5,000 pesos. It is JX>Ssible, however, that at least some of these reSJX>ndents also simply 

guessed at this particular amount. 
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RANKINGS 

The following group of questions seek to assess the target population's perceptions about different kinds of 

investments, ranking them according to a given set of criteria. The purpose of this set of questions is to 

identify how the target population 'iews mutual funds as compared to other substitute forms of 

investments. 

The questions asked panicipants to rank the different investments for each criterion on a scale of I to 5. 

with 1 being low and 5 being high (with 3 generally acknowledged as ·'average-). While the results at this 

range setting were interesting enough, it was decided that to ma"<imize the effects of each number's 

respondents, the scale had to be collapsed To put it simply. the scales of l to 5 were compressed into scales 

of 1 to 3. with 1 being low, 2 being average and 3 being high. This way, each category would ha\1: more 

significant ~loadings." Also note that for the purpose of extracting relevant means. responses of-Don't 

Know" were filtered out 

Level of Risk 

When the means of the respondents' rankings of the various investment tools are compared in terms of 

perceived risk. the following chan is compiled 

Stocks 
Mutual Funds 

Real Estate 

Bonds 

2.735 
2.141 
2.038 
1.926 
1.837 
1.823 
1.730 
1.349 
1.294 
1.142 

Perceived Levels of Risk 
Note that "risk" here implies financial 

risks. as in the ability of the investment 

to assure a rate of return. as opposed to 

safety and trustworthiness of the 

insrrument itself. 
3 = Highest Risk 

l = Lowest Risk 

Pre Needs 

CTFs 
Paintings etc 

T-Bills 
Time Deposit 

Savings Accts 

The next highest in terms of percei\-ed risk are 

mutual fimds and real estate. which come close 

together and are perceived to be of about 

average risk. 

Bonds. Pre-need plans. Common Trust Funds 

and paintings are clust~red below the midpoint 

while the least risky investments are the 

benchmark Treasury Bills. Savings Accounts 

and Time Deposits. 

Sa,ings accounts were perceived to be the least 

risk-laden investments, possibly supponed by 

the fact that most pecple have experience with 

these already. 

The fact that these are all perceptions is 

highlighted by the fact that the universally 

acknowledged "risk-free'' treasury bills have 

higher perceived risks than both sa\ings 

accounts and time deposits. 

The investment tool that is perceived to 

hold the highest risk are stocks. which 

was ex-pected to be a direct result of 

traditional perceptions regarding the 

stock market as being unpredictable. 

1 _ Perceived Risk 

SaW!gs Accls • 
~ 

TomeDepo .. -
l 

T-Bils ... 
1 

Paintings etc [!!11!!!!!!!!!5!!!!!!!11 

CTFs ----

Bonds 

Real Estate - -· . --- --~-"---- ::."---

MrtualFunds - - --==--- --- _-=:;;; 
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fO'{. 



···----·····-·-------------· 

Return on Investment 

This set of ratings assess the perceptions ofthe target population with regard to the expected rates of 
returns on the different iovestment tools below. 

Real Estate 
Stocks 
Paintings etc 
Mutual Funds 
CTFs 
Bonds 
PreNeeds 
T-Bills 
Time Deposit 
Savings Accts 

2.597 
2.473 
2.181 
2.163 
2.136 
1.923 
1.872 
1.827 
1.768 
1.167 

Perceived Rates of Return 

3 =Highest 
1 =Lowest 

Surprisiogly. the target population 
perceives real estate to provide the 
highest rates of return on their 
iovestment. Comiog io second was the 
stock market. 

Mutual funds were closely tied with 
paiotiogs. jewelry and other 
appreciable objects. as well as with 
common trust funds. 

Bonds. pre-need plans and treasnry bills. as well as time deposits. were more or less expected to provide 
similar rates of return (a bit below average). while savings accounts were acknowledged to provide the least 
amount of returns for their funds. 

I 
i 
I 
' ! 

I 
I 
i 

I 
i 
i 

Paintings-etc-· 

1 
Stocks /mBB!l!l!!l!l!!il!l!!ii!il!l$!!1!!ii!ll!!ll 

1 i:. -
Rea/Estate 

1.000 2.000 3.000 
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Convenience 

The follo"ing scale presents the perceptions of the respondents with respect to how convenient it is to 

place funds into the following investment tools. 

Savings Accts 2.788 
Time Deposit 2.710 

Savings accounts and time deposits were 

PreNeeds 2.367 
Convenience perceived to prmide the most convenient 

means of investment of funds. This may be 
Paintings etc 2.311 3 =Highest attributed to the fact that these two are 
T-Bills 2.152 I =Lowest common and regularly availed of. and that 

Stocks 2.117 banks provide the sufficient le.-el of 
CTFs 2.115 convenience and access for these tools. 

Real Estate 2.091 
Mutual Funds 1.870 
Bonds 1.827 

Pre-need plans, paintings. jewelry etc. surprisingly come next in terms of convenience. The latter tangible 

objects can be justified by the fuct that investing in these is simply a maner of acquisition. Pre-need plans. 

on the other hand may also be perceived to be convenient due to their similarity to insurance policies and 

the like, which implies the convenience that is pro,ided by salesmen . 

. 1:000 2000 3.000 
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Considered to be of average convenience are 
real estate, common uust funds, stocks and 
treasury bills. That real estate should be 
considered in this category is surprising when 
one notes the nature of real estate as being 
investments that cannot be acquired on 
impulse and which require much paperwork. 

Mutual funds and bonds were perceived to be 

the least convenient forms of investments 
among the stated options. That mutual funds 
would be categorized as such is surprising. 

considering that entry and participation here 
does not entail much more than placing the 
funds in. 

Tills perception of mutual funds as being 
relatively inconvenient compared to other 
investment options. however. is bound to be 

the result more of the lack of information 
about mutual fund than of anything else . 
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Liquidity 

The next group sununarizes the respondents' perceptions about just how liquid (ease of conversion to cash) 
each of the given investment tools are. 

Savings Accts 2.832 
Time Deposit 2.506 
T-Bills 2.252 Liquidity 
Stocks 2.215 
CTFs 1.976 3 =Highest 
Mutual Funds 1.798 I =Lowest 
Bonds 1.672 
Paintings etc 1.640 
Pre Needs 1.613 
Real Estate 1.450 

The target population perceives savings accounts 
to be the most liquid form of investment (again 
due to the pervasiveness of savings accounts), 
with time deposits coming a close second 

T -bills and stocks were perceived to offer a 
similar level ofliquidity (above average), and 
common trust fimds come next with almost 
average liquidity. 

Uquidity 

2 

While real estate rightly offered the least perceived liquidity, pre-need plans apparently ranked with 
paintings and bonds along the same category (odd consideriog the nature of pre-need plans as being long
term holdings). 

Mutual fimds were perceived to be more liquid than bonds, bnt less liquid than common trust fimds, and far 
less liquid than stocks, time deposits and savings accounts. 

Again, since these are perceptions, a matter of market education can do well to reposition such perceptions 
about mutual fimds. 
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Quality of Service 

Respondents were then asked to rate the different investment tools as to their perceiYed quality of sen ice. 

Time Deposit 2.372 
Stocks 2.305 
CTFs 2.266 

Savings Accts 2.260 Sen ice 

Real Estate 2.216 

PreNeeds 2.168 
3 =Highest 
1 =Lowest 

Paintings etc 2.100 

Mutual Funds 2.072 
T-Bills 2.049 

Bonds 2.009 

The results show that as far as the target 

respondents were concerned. service quality 

seemed to be similar among the different 

investment options. with all the options 
clustered at or slightly above average. 

Time deposits had a marginal advantage over 

the other investment options. but not by much. 

Service 

Bords 
1 

T-Bills 
1 

M..(ual Ftros 
1 

Pairli'9S etc 

PreNeeds 
j 

Real Estate 

Savings Jlcds 

CTFs 

Stoc!<s 

TIJTle Deposit 

2 

Mutual funds were practically tied with T-bills, paintings and bonds at the average end. 

3 

Homogeneity of perceptions is a sign that the market is practically indifferent to distioctions in the ways by 

which these different investment options provide senice to the customers. Level of senice, howeYer. is 

different from ease of access and finding these investments in convenient locations . 
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Recommendability 

Tile next set seeks to gauge general satisfaction levels of the target population with respect to the different 
investment options available. In order to do this, the question was phrased as follows: 

"If you had a friend with extra funds, which of the following would you most likely recommend as an 
investment?" 

Respondents were then asked to rate each of the options as per their "recommendability," the premise being 
that the investment with the highest chance of being recommended may be the one that provides the 
respondent with the best overall set of benefits in his or her point of view. 

Time Deposit 2.636 
T-Bills 2.301 
Real Estate 2.188 Recommend 
Savings Accts 2.072 
CTFs 2.025 3 =Highest 
PreNeeds 2.000 1 =Lowest 
Mutual Funds 1.980 
Stocks 1.941 
Paintings etc 1.905 
Bonds 1.858 

Time deposits were most likely to be 
recommended by the target population as a tool 
for investment In other words, in terms of 
liquidity, risk, convenience and other relevant 
factors, time deposits may provide the 
respondents with the best mix of benefits that 
they could recommend to other people. 

Treasury bills come next, although the barriers 
to obtaining T -bills have not been factored into 
the discussions. 

T.SI!S 

T ure Q;p::sit 

2 

It is interesting to note that the next most recommended investment medium is real estate (in spite of, or 
maybe because of, the fact that the real estate market was in a slump during the time of the survey). 

Savings accounts were given a fairly average recommendability rating, as well as pre-need plans and 
mutual funds. All others were given almost average ratings in this category. 

Apparently, time deposits are still the generally preferred media of investment, most likely due to their 
convenience, perceived safety and basic familiarity. 

Note that in an earlier question. the respondents have also stated that if they had extra funds to spare, they 
would most likely invest in time deposits, followed by real estate. 
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CROSS TABULATIONS 

This section seeks to identify any possible correlation between some of the dependent variables (specific 

perceptions) and the independent variables of the respondents (such as age and other demographics). 

Whether or not such correlations do emerge. these shall nevertheless be findings about the sample· s 

attributes. 

The follov.ing are three sets of hypotheses which propose possible relationships between some 

demographic information about the respondents and a specific response that they have generated. Such 

hypotheses are then tested using cross tabulation at a 95% confidence interval 

Considering the number of respondents who answered "Don't know" or who did not have any answer for 

the following questions, the cases have been filtered so that ouly respondents who answered with" Agree

or "Disagree" are tested below. 

Hypothesis 1: The target population's age influences its perception of the availability of motual 

funds. 

This hypothesis is brought about by the possibility that the more senior respondents may be more aware of 

the existence of mutual funds. while younger personnel would not yet have sufficient exposure to 

information about it. 

Result: At a 95% confidence interval the null hypothesis that there is no relationship between age and 

perception of availability of mutual funds is accepted 

Conclusion: The data does not show any relation between age and perception of availability. TherefOre. the 

first hypothesis that age influences perception of availability of mutual funds is rejected 

Hypothesis 2: The target population's age influences its perception of the yield of mutual funds. 

Again, this hypothesis is brought about by the possibility that the more senior respondents may have more 

knowledge about the characteristics of mutual funds. while younger personnel would not yet lw.-e sufficient 

exposure to information about it 

Result: AI a 95% confidence interval, the null hypothesis that there is no relationship betw-een age and 

perception of yield of mutual funds is accepted 

Conclusion: The data does not show any relation between age and perception of yield. Therefore. the 

second hypothesis that age influences perception of yield of mutual funds is rejected 

Hypothesis 3: The target population's age influences its perception aboot the history of mutual funds. 

The premise for this hypothesis is based on the common presumption that the rather rumulruous hislo.y of 

mutual funds in the Philippines. dating back to the 50's. may be partly responsible for pe1ceptions about the 

trustworthiness of mutual funds. The first step is therefore to test if the respondents are indeed aware of any 

questionable histo.y on the pan of mutual funds. Titis is then analyzed in order to assess whether the more 

senior age groups are indeed more aware of this history. 

Result: AI a 95% confidence interval. the null hypothesis that there is no relationship betw-een age and 

perception of a questionable histo.y for mutual funds is accepted 

Conclusion: The data does not show any relation between age and perception of a questionable history. 

Therefore. the third hypothesis that age influences perceptions about the histo.y of mutual funds is rejected 
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Behavioral Findings 

The following are statistical conclusions about the behavior of the respondents, derived through further cross tabulations between imposed dependent and independent variables: 

I. There is a statistically significant relationship between the respondents' positions and where they are currently investing their money. Visual observation of the data suggests that younger executives tend to place their money in savings accounts and time deposits, while more senior managers have their funds placed in real estate or the money market, although the data may not be sufficient to support such specific conclusions; 

2. There is a strong statistically significant relationship between the respondents' amount of funds available for investment and the type of investments that they currently have. Visual assessment of the data seems to suggest that the greater the amount of funds available for investment, the less the reliance on savings accounts and the greater the move towards real estate: 

3. There is no statistically significant relationship between age and where the respondents are currently investing their money; 

4. There is no statistically significant relationship between the amount of personal income and where the respondents are currently investing their money; 

5. There is no statistically significant relationship between the percentage of income that the respondents save and where the respondents are currently investing their money; 
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SPECIAL NOTE REGARDING CURRENT MUTUAL FUND HOLDERS 

It should be noted that the survey yielded eight respondents who currently have placements in mutual 

funds. While this number is too small to establish significant conclusions v.ith. their responses to the survey 

questions may still be of interest to the industry. Note that .a .future study can be made that primarily focuses 

on the perceptions and opinions solely of murual fund clients. 

Since there are ouly eight respondents with mutual funds. their comments shall be noted down in full 

below. 

"On a scale of one to jive, how happy are you aith the overall performance ofyour mutual fund 

investment?, 

VERY UNHAPPY 2 
Moderately unhappy 2 

INDIFFERENT I 
Moderately happy 2 
Don"tKnow I 

None of the respondents were very happy with the performance of their mutual fund This may. however. 

be the result of the fact that during the time of the survey, they may have been under the mercy of a do\\n 

market 

"How did you learn about mutua/funds?" 

• Through agent: Filipino Mutual Fund, and through newspaper: Philarn Fund 

• In a newspaper 
• Bank commercial (!) 
• Abroad 
• Through a friend 
• Partofmyjob 

"What are problems or complaints that you have with regard to mutual fund investments?" 

• Did not grow as expected Down when the market is down 

• Decreases v.ith stock market 

• Negative returns 
• High risk, especially equity 

• Poor performance due to crisis 

• Hard to monitor 

Apparently. complaints center on the perceived lackluster returns of their investment in mutual funds. while 

one respondent noted the difficulty in monitoring his investment 
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AWARENESS OF EXISTING MUTUAL FUND PROVIDERS 

"What companies are you aware of that provide mutual fond investment services?" 

Again, the following are quoted verbatim from the survey fonns [except brackets which contain notes], 
\l<ith the ptimary purpose of presenting current levels of awareness or, in some cases, misconceptions by 
the respondents about current providers of mutual funds. 

Each line represents the answer of an individual respondent, except when bmckets show multiple responses 
(i.e. [2x]) which means that more than one person gave the same answer. 

• Abacus 
• First Abacus 
• Deutche Bank, Citibank [NOTE: These are foreign funds] 
• P&G [!]. 
• Filipinas Mutual Fund, Philam, Filipino Fund 
• l?hilam Fund [3x] 
• BPI 
• Asia Pacific [?l 
• Filipino fund 
• Brokers, bankers 
• Brokers, insumnce 
• Philam, BPI, MFCP, Clemente Capital 
• Kabuhayan Fund, Standard Chartered 
• Kabuha)lan Mutual Fund 
• Citisec, Philequity, Kabuhayan, Abacus, All Asia 
• Abacus, Citisec, Wealth, Philam, Mutual Fund, JF, lNG, ABN 
• Filipino fund, Sino Philippines 
• BPI, UCPB, Phil am, Phileqtlity, first Galleon 
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At'fflEX. CROSS-TABULATION TABLES 

AG~ Age by OPl H~rd co 3Vail of 

OPl 
Co~nt 

I Acree 

1.0 
_;;.GE 

1.0 
24 below 

P:::qe _ c: ! 

iJisaq::ee 

2.') 
:<.c,... 

':'•::r:.a;. 

21 
2'7.6 

+--------+---------
2.0 

25 -::o 35 

3.0 
36 above 

34 

+--------+--------+ 
1.3 

+--------+--------+ 

H 
53.9 

19 . .: 

Co lure=. 
Tocal 

!.2 
15.8 

64 
8·L2 100.0 

Chi-Square 

Pearson 
Likeli~ood Ra~io 

Mantel-Eaenszel test :o~ 
linear association 

Minimum Sxpected !requency -

·;a:.ue 

1.0056'7 
1.1.637"" 

.77556 

2.21.!. 

Cel:s ~ith Expected Frequency < 5 - 2 OE" 

Statistic 

?hi 
Cramec•s V 

Value 

.1:.503 

.11.503 
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33.3%: 
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HYPOTHESIS 2: Compare age vs. perception of yield of mutual funds 

AG~ Age by OP3 High yielding 

0?3 Page l of 1 
Count I 

IP...gree Disagree 
Row 

l.O 2.0 Total. 
AGS 

2 4 belm.; 

25 to 35 

36 to 45 

-----------------~--------~ 

l.O 17 2 

+--------+--------+ 
2.0 28 14 

+--------+--------+ 
3.0 7 s 

+--------+--------+ 

19 
26.0 

42 
57.5 

12 
16.4 

Column 52 2::. 73 
Total 71.2 28.8 100.0 

Chi-Square 

Pearson 
Likelihood Ratio 
Mantel-Haenszel test for 

linear association 

Value 

4.48685 
5.05312 
3.98928 

Minimum Expected ~requency - 3.452 
Cells with Expected Frequency < 5 -

Statistic 

Phi 
Cramer's V 

Value 

.24792 

.24792 

1 OF 

28 

DF 

2 
2 
1 

6 ( 16.7%) 

ASEl Val/.Zl..SEO 

Significar.ce 

.10609 

. 07 993 

.04579 

Approximate 
Significance 

.10609 *l 

.10609 *l 
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hi..:.::. .r..ge by 0?6 Ques-::::.onabl.e ioca.i his<:.O!:'y 

CD' .c Eao;e 1.. af 1 

Count 

1.0 2.0 

--------~--------+--------· 
:i..O 3 7 

24 below 
~--------~--------+ 

~-0 8 18 

25 <:.0 35 
63.-l. 

---------~---------

3.0 5 3 8 

36 above 
:::-.,:. 

~--------~---------

Column 
Total 

16 
39.0 

25 
61.0 :oo. 0 

Chi-Square 

E'earson 
Likeiihood ~atio 
Mantel-Haenszel test :o= 

linear association 

Mi~imum ~xpec~ed t=equency -

Value 

:.-503~'3 

.109.;5 

2.732 

Cells with Sxpected ~requency < 5 -

Sta;::.stic 

Phi 
Cramer's V 

Val:.le 

.253J8 

.25373 
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RELATIONSHIP BETWEEN POSITION AND CURRENT INVESTMENTS 

~OSN Current Position by PLACE Placement 

PLACE Page 1 of 2 
Coun~ I 

ITS 
I 
J 1. 0 

TD 

2.0 

SA 

3.0 

Preneed Mutual f 
unds 

4. 0 5. 0 
POSN --------+--------~--------+--------+--------+--------+ l.O 18 ?- 2 

F::ontline 
+--------+--------+--------+--------+--------+ 2.0 1 10 8 8 l Junior/New 
+--------+--------+--------+--------+--------+ 3.0 1 7 1 4 

Middle mgt 
+--------+--------+--------+--------+--------+ 4. 0 6 

Upper mgt 

+--------+--------+--------+--------+--------+ Column 
{Continued) Total 

2 
1.8 

41 
37.3 

18 
16.4 

09 May 99 SPSS forMS WINCOWS Release 6.0 

POSN Current Position by PLACE Placement 

PLACE 
Count 

)Stocks Money rna Real est 
I rket ate 
I 7.0 I 8.0 9.0 

14 
12.7 

Page 

Painting 
s 

10.0 
POSN --------+--------+--------+--------+--------+ 

1.0 3 1 3 2 

2 
1.8 

2 of 2 

Row 
Total 

39 Frontline [ 35.5 +--------+--------+--------+--------+ 
2.0 3 4 2 

Junior/New 

+--------+--------+--------+--------+ 3.0 4 5 
Middle mgt 

+--------+--------+--------+--------+ 4. 0 2 4 
Upper mgt 

+--------+--------+--------+--------+ 
Column 8 9 I4 2 
Total 7. 3 8.2 12.7 1.8 

Chi-Square Value OF -------------------- -----------
~earson 37.39620 24 Likelihood Ratio 44.26623 24 
Mantel-:-taensz~l test for 3.35746 ' linear association 

Minimum ~xpected ~requency - .218 

37 
33.6 

22 
20.0 

12 
10.9 

110 
100.0 

Cells with Expected ?requency < 5 - 31 OF 36 86.1%) 

Statistic 

Phi 
Cramer's ·; 

Value 

. 58307 

.33663 
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ASE2. Val/ASEO 

Row 
Total 

39 
35.5 

37 
33.6 

22 
20.0 

12 
10.9 

110 
100.0 

Page 16 

Significance 

.03993 

.00710 

.06690 

}l.pproximate 
Significance 

.03993 ... 
• C'3993 
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RELATIONSHIP BETWEEN :FUNDS AVAILABLE AND CURRENT INVESTMENTS 

?~.cs. 

~c.: .::.-. 

-. :) .;.-. 
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2 
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IH:\P P?>irion Paper 

ur. :he "'utual Fund lndusttv Studv Submitred h,· AGILE 

Tttc l:wcsm:c::: Hou:;<::; Association of the Philippines (lHAP> ~;.s ,...";~-wee t!l:: ;:ape:

subrru:t::=d by .-\GILF. on L~e mutua! fund industry. IHAP cc~::_.~ a..'ld m;por:s tb: 

rccv.r.rn~~~ of . .\Gn..E ::JS presemed :n their report. Spc::it!cally, !!--.:A? agrees w'i!h. 2l:d 

r"-comm<='.C.1 tl-.c tollowillg mode of acticn. 

l. Legislative . .>,~da: On th=:lc:gislativc front, J.Ll'_oUJ e::rlorscs =i suppottS ti::,,C,e tO 

pusit fer th~ cnacunc=t of several key Capital Mar'.<Zt ¥.c= Bills. These :iacl~ ~-. 

Securi::ks .o\cr or !999, the Rtvi!cd Invcm-.em Compcny Act. lto.e P,.,..~=i S;._,rit.., 

Code, and tht- Personal £.."'U.'t),· ~ A=:uni am. 

A) PERA Bill: Spccifcaily, lHAP is in e.vor ::! ~ lhe eove:age of !!:e Pc:Senal 

Equit'/ R.cim.'=It .~:..'"lli!t Bill. ~its cum:nt n:n:m, tb PERA Bll!iw ~~ · 
.. . . . . - . --- -·~-- -:·:: ·._: . 

th:n may be\:pcn to~-

!HAP is suppor:..'vc of the move ro .,;::en !he SCQPC of av:Ulabh: i=i~::ie:itii ._o· ~ 

include act'cniy !'llll!mtl funds but also ctbcr instr.mu..-tU.·lik: .-\sse:_~ ~iiie-s: 

.o\mmity bS:ru='.IS; . P:e-Need ·l'ro<!lw.s, !nst:r;3ilec PrcdiU:ts: ~~ Tr:_~' a,ni~ 
. 

others. 

·- ------- ;_ 

B) Res-..rictions on Direemrs.and Officers: IHAP'~Id ~ a·.=lcw a."lli'ninwJJz3rirn' 
. -. - .... 

of !he 1es~::tian on- officers ~ di..~ of i:w~ ~:-~ ~;i ~~ ~ =s

and office.s of ii!vCSllr'.c!It COillllllllie:s and ::mtua1 :fimds. We ·be!ie-:e :hat: :!lis ri-sn:ib:in. - - --

-- .-_- -·"· .. -- •. 

C) Role of Dania and Otller F"uumcial Iaatitmlom.: !HAl' !eceUw:euds. ¢" 
-~ 

rationaiizaticn <:f tl:e role fuat banks ami ~- fil!l:n~.3i instimtiom ':Jiiit·~·- in·.tile'.; 

dcvclcpmc:It oi mutuai :;.u,oc in. tile co=:::· sp:e.::.-ny. ~ ~liKe·-?-~~-~~ 33£_" 

:ci== on th: ;rrchibiticn t!::t l=ks :cd ctl:= fu>aneia! m.~ cat=< Sell or be:_ 
:nvolved m !he sale of=ai-funds. 
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2. Fi~ca.i Poli~y iP .. AP is supportive of t.~e move to reccnuncnd a.m~ndm<.-nts to the :ax laws 

m order to com;c: prcjudic:ai dfc:::s t!J::se may have to mutual funds !HAP "'ltiorses the 

u:ove t" lobby a:ld er.courage actions sc-.;king libernli:zn.ticn :uui :>mcndrn=s to pr.vailing: 

ux !aws • .,;pcc:a.Jly those consistent '\\lth iu vision of stn:nl,<the:'ing domocic:~ and: 
undel"ltriti:rg o.ctivities. 

3. Regulatory Reforms ; IHAP. is supportive of the. move to recommc;Jd a.ni!' ;b;i:iat~· inle:ual; 

st:1zcruml. ie!Or.ns in the Securities :md Exchange C=miSsiOn:~: in tlle';~~-~~:U:' 

ng Pi!ipiilas in ord:r to improve its regula.iory !IIld ovorsigl!: nmc"..i:ill$ ~er the~-
, . . . ~-,. ·: ,. -··-·.·. . .. .· .. ·.;··· 
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From 
Date 
Re 

tvl.r. Ping Francisco 
Mr. Bobby Atendido 
Mr. Bing Matoto 
Mr. Noel Borlongar. 

.Mr. 7 erry Coronel 
April:ZO, 1999 
ProposedtH.<Ui Position Paper Ql1 the.Murual E=i -r~ai;a<ey, :· -

- .·. 

·-
We are pleased to attach the proposed position paper c£ ;he ·:rm.~e::i .,HcU!e. 
Assc~.a:;on of tile P!illipjliiles for yclln:cmments. . . .. n •• 

T :"'JSti.'lg thar it me::ts your zequirelnent . 

~ 
Terry Coronei 
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l)osit.ion P;:oer o( the Investment Hou~;es Aa.~oeiat.ion of the Philinpines 

on the Mutual Fund Industrv 

A. The State oi tile Philippine Mutual Fund Industry 

As tbe !'hili;::pmes lmproves its infrastruct'Jre support to meet :he der.:ands ofa. '9bust. 
domestic economy, there is a need for its inveSU'!lent requirements to 'be mat~d.~ · 
long !ernJ sources of domestic financing. The shorra5e of such do~~~c Jt.~6itini : .. . .. , ... . 
must be addressed immediateiy to .avoid the oc.--u.'Tence of an. uns\ll>-::ti.'llibkie\iel.'of. 
tbreign debt and to lessen the vUlnerability of the ecc~omy !J8ai!lst \·o,fa,iilifci;ci~~ 
capitaL 'Nl-.lle t.'le national government has be~ succes3fui in. geri~~~ ~;ca.!; . 

: : ··-·.· .... ; .·,,· .. : 
surpluses in the past through the proceeds it generates from its privatizati.m effi)r:t$,a_s· 
well a~ titrougl: bcrr~wings from .abroad, .there is .an immedi~7 fleed t~ ~P~~·~Jcli·:. 

entities. 

. .. ::· '~ .:·;_~·: .. :.~~: 
. .:. ·:: ... :. . 

A k::y ele:n~ in the rapid dey.elopment of other COUDtrics iil a:.dY!lilmiC; clipitat_m~,;i,(et;,_ . ~ ,_. ·- ' .::·(-~-- :~-:::-._::_ :>::._i·-~:i'";-~~-'-~t that will ;:rovide the impetus and.sustaL-red finarii;:ing for preserit.:and fi.m:u:C eeoiloitrii:i . : . - . . _· - .. -:_:_ .-· ~ . :.-_ ... :.: ".:". f./':.?!-:,·';f.~-:~,:,-7;.i.:)-requirements; This is traditionally co~ through ~he Stock~=ts;; . .f.m.a:IIICO'U!eL · · · · ; - _~. · _:: : ... · · ·;; . .< T ~:'J'i ;:r_~·:.·_:=~-::~::·~-:fT::~:i .'_ :; __ : Markets and . the Mutual Filnd !nciuscy. While the Philippines'·~- 1m ii!S. >,Vay :tm¥ard8c . . .. ' -. -~-' ' r. <: . . .:)''• .. • .• •: . ·-:,_ 
developing and improving the state of its Sto~.~ket.S and ~d-In~C,Jri.e Ma£~,; . ' . ... . . ' . ~-. 

the Mutua.!' Fund Industry is one sector which ~uld merit corll!fd~iC::·~il.' -,. : 
: :"' . . -' ·:. ':·: '-~;-~-:.-::.'·_ ::·." -:·:·. -:. ) -~.:' 

The Phi!tppine Mt.'t!.la.l Fund industry is still too smail,. too .~"loown,:Jactdrig in:' 
resources, young and \Jnprofftablc. While the industry does. ~XiS:; it hr::f:if fi:~& ~i 
viable and vibrant mutUal fund marketS which ha~e played kc-; .;cl::s L'l ~dt;·.~uirtri'~s; 
A successful.mu!'.utl fund industry can be an engine for the ci~velCpmept,of P.hili!l!lm6 
capital market :hrough the provision of liquidity .in th~ seco~mar~~: r¥s idded' . . . . . :. -· , ___ .. ·: .. , ... 
liquidity will help e.'lcoutagl!' new public offerings, pro~ide via,Qle alternatiVe prodticts 

. ' .. . .. :. ·--
and services;. improve intermediation, capital all a Clition amltor::mtiQn,. and•lill:iil)atciy/ 
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;~;;.:e :~i;::!·i:~t~~:t·'an~~~~it!1~~~~ 
Invescnen: RCl.!ses AssoCiation o-f the Philippines in :e= oflrufll ~vmi-'-rlte }.a!'~ br : 
capital m.a.!"k~~ h1 the Philippines. . _ ~-- _: .. -- -t _::· ___ ;·:_{ :~ 

- . - . . ,., 

·.'B. The MutUal Fund lndustry'!·Underperlbrmancc . 
. .. · -~ 

7' • •• - • -

.. ., ·--~- ·.:.: 

One cf the >e::SO!l3 for the disappointing perfo=nce of· t!::c ~,;·~ · b _ 

a..-:ributcd to- the ::egative percet!l.ion it has gained -tbro-u&. 'il:e v~: Tni~~~;;,J) 
- -. . -- - - .__ . : .• - ·. ....;~ •• :c; 

high front end foads dur'.ng -~ inr~ ym have cCmriDUted:'~tti~ ~6r ~' 

disappcintm=. as- well as ro ~verty roic: _g~ !~cili,ns._- ,;:~~:;: ~o:'' 
- - - -· . - . . ., 

goverrune!lt decided to allow the mutu31 fwld imiilstry tocy~again:ffi.-&-~·~-:i 

th: indUSU": has now been Jiamoc::.:.:! by ming~ reg>Jlati~-~ ~sci _of-lo~~-: 
.... .. --· - -"" . - :- -- ·.- .. 

track reccr:!,-the lack: cf well fur.cied sponsors, =i 'the lackc d er-"niSe; ..:eu:: 00:-fue· 
. - ·. -·:··-:_ --. ·_----~--·-~--<'•>:::·:o 

mvestor, spcnscr and gove=ent Sectors. - - _--_--·_., .. :-
- .:·:-..·:: 

._ -~··- - .. ·:·-· 
. . ... 

Mut'..lal fund ind!;stries in :nany ~o=ries- itllr"..ed. in !he 1S70i c~'t aa~ciri:i;~ the~ 

1950s. th~ Philippines. altaady !iad+..s fu-st mcruai 'rund. The·~mel ~~'\;.;;~~~L 
·•· . ·:- -. - .·· - ; :- ·- ~-- ... ~~·:_...,. ::: --~:...- ... 

P!:ilit>tline =al 5.mds in eacitv i:JVest.me:Il! reftec:ed--tl:e· ~s ~ 
•• • ~. • • - ·-: :.:· z' __ ·~:~- .... -;:·.:,_ :-. 

policy towards !h:: developlllCIIt of:thc ind!lstry. :':o _- .- ;~ -~~ __ 

Economic s~ility in ,the 1910s !ed to a gro-wil:g:middl~ cla.ss';bat.30ugiri di~ei~ei!: 

investment ve!-.icles with higher ~es of' ~j- This has i;,i:~; -.g;.2_&i ;;iid'~f 
agr~:necur~ween illvesters :ind the iarger eomnierc:al ;:amtS; ailli ·to ~ lib.!t. Of.tliCi 

·; . -_ - ·.. . __ , .. - - .... _: ... ~:· .:- ·:.~:..;- -~ -, ___ :-:--- -----

C<Jil'.mon trust fund$ (CTF) .. Wbilethe C!Fs '"'-e:-.,ooJc tile pert"cro:ancaor_the'poptilar, 
. - . - --- ;:" - - - . ... .. 

dep<lsit ac::our.ts. they did not .perform all the t'.mc:icm of a lm.ttuar fimd· ~cll; 

'n:::i-ude puCiic :!isclosur: of inVestment poiicics,.:=nspan::n..'J-of invemn.endwrmngs;-. 

and :Jet asset •;alues, investmem in publicly listed: stoeks. etc. The CTF:;c J:iecame~vety 
-- . ·- -· 

pO!)u!ar becal;se of :he absence of.a re~erve re'i!Jireme::t from' :lie C~ B~- Tne 

imnosi:ion. :::£the r=rve r:qui.~t on C !.l:'S ~vely haiied ~- ;.pid growm;:_· 
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<.mJ t~.~ ass<:< li.:vels dropped to J>70 billion by 1995. The irr~'11ensc asset base of the 

CJ F at its h~ight definiteiy point to the ll'W'ket p<Jr.ential icr mutua.! tur.ds in. the 

COll~ll) 

With subst;;r.JpJ improvements in economic func!ame::1als and the rece~·success oft!i~ 

?hil:ppin~: Steck E~ha.'lge, t.l:e regular Filipino investor 1s .:ow mor~ collfidd~ fn 
. . ... ·· . ' '. 

exploring various investment alter:wives, one of which u::.v be the. mutual :tfuiii 
~ . . . ' ., .. 

industry. With the appropriate gov=ment support, funds ir. tile· CTF. b~-~- i:aii 

otherwise be ~hanneiled into deveiopiDg a proper mu!'.lal fund industry, .that .. willb~. . . - .. . 

mere open and transparent .. This next step will defuritely be a milestone. in the ·.furi'her: 

development cf the Philippine capital markets. 

C. Tbe Investment Banking Industry and the Mutual Fnnd-~Witry c:·· •.. 

. . ' ·. 

There is no· doubt mat the eventual success of the mUtt.ta:J tiJnd in~: ;ii"~ iJl~i 

Philippines Wul mean a tremendous improvemC'Jit hi the state of:tlie c~i;;J:~~~s,':: 
. .. . •' ·. . ... ..-·: : y~:::·;~:_- .... ~ :::,::;:':':-·.:>. 

and to Investment Banking in generaL The I~stp!ent .. H\'lw<;li Ass§af;:imi •¢'the:' 

Philippines, d>.rough its metnberi, v..ill be one· 6£ the pri:ne b~;fic~~~jf';~~h.:k· 

improven:= through the following: .. . . . . ·. 'c / : :,~_-_r ~ :'· 
.( ::_::· ·: ... 

1. Increased .liquidity iu the r~cial sysmn will serve :llO:~pJncef'.~IVe/'*•~ei', 

creation cf new f"~eiaUnstrnments. At p~, the Plti¥p,pine c~p~al ~~k~,i~ 
. . ·. ' ' . . · .. '· ~ 

hes a litr.irec .number of invcstttient vehicles to cater to. the silallsiz~~rife ~~; . 

Even thoush the Philippines ha$ one of the oldest stock exciumgc .inA;siii; Y.,~ only: 

have 1 zo~-140 issues actively traded, and cut of Which only5~ iSsu~~·can_,~~~~

for almost.90% of the tmtire stock market capltallzati~n. Tllis pales,iiT ~~~~~ 
. 

' : . .; . ' ,. --~-;' - .,.. . 

to Thailand's 4i3 iSsues orlWafay!ia's 736 issnes listed and> traded. Th=i~i:;:eased. 
. 

. .· ' ....... ·. 

liquidicy generated from the mobilization ai .·funds. throu~ muma!; '~--Wll!·• 
. . ''' ' .. · ........ , .. 

inccntivize :.:sers to ;ap the capital markets ::h:'cugil new issuance~ aticl'lllstrim!ents; ': 

therefore ;:rc,iding additionai activities and buSiness fix invesw.,eot hcm~es. 
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~ Opportuuitie! (or Investment Houses to become •pousor; of f>.Jnda. Anomer 

nppumu;i;y whe:-eily invemnenr houses can actively pa.-riC::pare a::a l:-e::zcfu from 

lht: :nutua! fund industry is thrnugt the Organization az::.d !Cr::-o.aticn of In~e:tt 

Companie:;. At ;:rese:lt 'tiler-~ are severai i.TJest:nent hous~ who have aire.ady tak:!!t 

l~e ir>i:i:ltiv~ to orgacize their :JWn fuads and aBBer lr..:lllage!:l.mt conmacies. 
. - . . 

3. InCTC:!Sed professioaalism of_ the illdustry..will have a·-cury.over~ea ilito.the 
.. -~ . - --~--

capital markets. Tne regeneration of the illutual-: .fund indusuv. will difunteiv . 
. ~ . ·-. - - -

attrac: g!obai expertise, :alem and resow-.es iltto the Philippines. Tfic.:d.zi; JsUc!i 
.. 

. . - , . -~:-- ... .-

professic:lai~, ei-ther as emPioyees or through joint V<mtures _-wlm · ~e;mc·. 

corporations will inCirec".iy result in ::cbnology t=~-fer am!iRtile ~~f'tte:'· 

skiHs ar.C ber:c~-ks for our own do=stic ~strv- Tnis:will ~~~~~~in-' 
. 

. .. . .·-: "'• •o.• ·-

UJe adoption of best practi~ at competitive pncing-. Ail •ms. will ;i.c;;t.n;.._i~ -~e~ 

bencfu of industry particip~ and investo~ inc.'uding !lit im:es~~ ho{~i;: 

ge::er.!l. 

' ::. - --~- . ·-.·;,. . . ~- ·. -

4. Inc:ressed•inve:rtor sophisUeation wifi·.open:up- opportu~.for_,..ic,_~·~iire,·· 

and iruro~alive produw··Wf:$trvl_ ·w. Wrth:·the ~~~--~f~~' " . .. ... . . 

ge11orn! llUbiic through mutual fullds. it is ~ected lihat..!i>'~e- P.ii: ,;;;: \!ie;WiJlJ: 

becor.te ~ere familiar with the &~ailable inve~~~~~ ~ ThJ,WiJt~;{-.... -·;. _-. :. . ~- - . 

pubiic men: educated and willing to evaluate potemiel -~·-::tst::="C='~)e. · 

~t:u.::ured.by il:Ye=nt houses. Increased _s<:phlstication will-~ ~e : 

ti'.e pubiic' s pro::cnsity to tty And ado~ new =thods;. pnctiF_es',and ~.:ce_niS.tor 

tl!e market . 

i. 
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5. Wid.:r p:micipatian into t!Je capital markets will detrease ''olatility, thereby 

redl:cing ;ung term risks from underwriting activities. One main criticiSm Of 

the P!!Jlippinc market is that we arc higrJy depend= 011 the whims of forclg:i. 

;J<mfo1io investments. With the occum.'7ce of eveq boom or bus~. the marQet::~ari 

po:;sihiy sw .'ng wi!dly in one direction or the other. ofren having adve."Sc ~~ on · 

the h(1idings of the individual rilipino. With the greater participation o£;Fiijpin'os I~: 

the investment arena through mutual funds, we can hopefuJ.ly mitigate ana b~ce· · 
. ·.·-. ·-·. - .... 

the overpowering influence of foreign funds through a he!l.lthy do~ ~-· · 

This will reduc~ volatility in the markets, and will eventual,ly lower th~.risk~ tieing 
.... 

faced by ir.vcst:nem houses in their underwriting activtties !ea~g,':S. to loWer:. 
interrnedia1.ion costs in the future. 

D. ln~estment Houses Association. of the Philippines (IlUJ.>) ~n ' · ·-·. 

~-· :-~> 

~ascd on the above :nen.tioned arguments, the .}nvestment #ouse_s Assqci~tlCii;o(the,·~ 

Philippines c6ncurrs a:Jd SUppOrts' the recommm}diU'on~ ~ -~QiLE ~2~~~';;;( 

their report fer the Murual Fund lndust:Y.. Sp~~y, ~,;,ocld lik~?;i~;:ih~./ 
·: . . . . . .:· .·. ... ::'·'::--<· :.=; ·:.~::: .. :;!'.::.:.:~ 

following mode of ac+..ion. . .. ; .... :-~ :~.:' ,_. ,: :: 

1. L<>gi.sllttlv~ Agenda : On the legislative front, Il-'..Al? endo=s andi·,~u~~:iJi~.: 
move to push for the ena~t of several k~ Capital :Mark~ .Refo¥,~HI~.}tn~~~f 

bills which could have significant direc:. and indirect ~e:wnda!·dr~¢',.:(qn:th~,:fililci ':, 

industry wiil also indirectly benefit and ra'lionalio:e the d~ ~~,, ~~~ : 
- . . .. , ··~···· .. 

include the Securities Act of1999, the Revised:Investment Com;:auy !.c-.., the:Pre-· 
. ' .. '' ,• :···-' ,. 

N~ed Securitie• Code, and tllJ: Personal EouhyRetin:mcnt A<::count BilL. - - . . 
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A) I'ER'. Hill: Spe--..i±ically, the lnv=enc Ficus~ Assuc:a::ion is i:! £aver of 

~xpanriing the ccv=e of the Pe~sonal Equirv R_e.;~~- • --·"" B~' In · 
-

,. •o4~h.t .... ul. J""\.1..........-y,u.&. .. ;u_. r"..S 

<='Jrrent form, ti:e ?ERA Bill has several limicatior.s that =y- be opee· tO 

improvements. One ci these is the limitation oc invest.-n=: veiricles-:o f:::acrfucoce 

•=r.!ies anC: to shares of stecks or"listed domesric comp~"lies 01:..'y; ,\parr ~ 

these two instr.llllents, IHAP is supportive of the move ro ~~ricl!n.::he.~o-oe: cf 

available investr..ent inst:=eats to include not ot"Jy muruai funds b~ ~-·0~-

ir:suumems m.-G Asset Backed Secu:ities, Annuity lnstr.:rnenrs_ Prs.Nee~. 

Insunnce:ProdUC".s, Inv=em TrustS, and others. These iilllitati~JlS;.~a!OnS~~ 

the iirnitatioo :.'tat .allows only canks !0 play a. key rol6 in. the aavi:lgs:~~ 
~· 

;- ".· - ' - " " 

cm~paign may prove detrhne::tal and impru4em, especially blight ;>ftlie ~cip~ 

of divcrscicaticn ami liberalization. 

B) Restr!;:t!ons on Direetot: and OffiCC%'3: Aneth.:: ,Ja:v it:rn _ whiclf ~=-: 

!nve=~ HouSt)S Association ;vould ~ . to ~d~~: ;s a: };ffi;ifJ~:; 
ra•ionaliUtion of the resmi::tion.oo officers ~:dfrec:ets of:ii:!v~c:::Hidil!e$,frm:i'. 

:::·:t=:::. "':::::f:±:~ 
compa."li~a.s well, by depriving inveshm:m .¢0ll1Par.ics oOiie_~~fu~ 

terms of evaluating market. conditiom and new instrume= .. tnvJ./j;;.;,~_~;; 

have been one of tho moS.. active sect01'3 ~hicll ~c ~ ~~p.;,~ -~ 
-+ • - -~ - - ' 

instrumentS, and are most f:u:liliar wim the capital: market sit::ati._OO. ~-~iediie · 
-

. ' - .- --··.. •">· ·_.;:, ._.. -_ -·- -:-

and intormarion is a valuable: resource wbic:h. lUnd ..,..,~ ,:liii?'Mte$;-cau·-
- - . ;...-.-. . . : .·.- . 

mi!ize. Wcile th=is tile a!g'.nnent that. a potential coatlre& of~;niy~~'it -

is our belief that the proper ~ds can be- put m place withrnr.: the !>eed fer_ a __ 
. - ... . - . - . 

sweepirur,ge:::ralization ;Jw works to the prej~dice of~th ~dum'd ---- . --- -- -
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C) Role llf Hanks and Other Financial Institutions: On~ of the most impor'.ant 

isaue that !'as to be addressed in the legislative front :s the rationalization of the role 

that ba:1ks and other financial institutions will pby in the development of mutu.i.! 

tunc,; in th~ country. While we recognize the fac: that the muruai :!'..md indust<j~.has. 

suffe:-ed because of the bad experiences in the 1970's, it is the opir.ion oftb~i:HAP. 

that the mutual fund industry can only flourish if credibility is brougbt bacli. :ThiS . 
can only be done if mutual :funds can benefit from the credibility. ~~)i?•~~ .. 
backing of the larger commercial banks _and financial lru!titutions. Dtir.ilg. this.· 

. . . . " : .. , :.··· . ': 

fledgling stage. it ill irnportll:lt that a critical mass be acliieved: soon, ll.lld th,U'ii;lil._b~ : 
done by allowing banks and other financiai institutions to become itr!loi:Y.;d.:_ ¢iilier' 

. .. . .. • .. :.· .. 

through· ownership, sponsorship, synergy in terms of personnel and ~~ence; or· 

through the u~e of co=on facilities. We b~eve that this: =v~. if ani>;,eJ!b,·~ . . ' .. - .. _., 

regulatory bodies, will enable the industry to· experience a .quantun::Jeap.# t~ o{ 
. ·'·. . ' · ... : .. -.. .: . ·. 

gro,'l":h. While we recognize the potential for contlicts of inret"ests, it. i~;;,ot position e 

:hat r.he _benefits will fllr outweigh any p.otemia! issua,. and tll¢.,th~;~~~ : 
'-· ···/~ ..:::· :· . :-safeguards can be put into piace to mitigate these issueo. · ... , 

. ,· .. · . 
•:: 

:-·~··-; ... <'·; 
2. Fiscal Policy ; The !llv=nent Houses As_sociation is supportive'a£''tge:znb~~:Ct6 · 
recomm~ amendments to the :ax laws in ~er to co~e~_pr~di~i;u ;~~:~~
may have, not only :o mutual .funds but to other securities ~ general. ~~ tJi~' ~~ •• 
Reform Act of 1997 provide¢ t.i.mOamemal rei~ to. the· :n~~. fun~;:~~~~ 
reduc:ng the burden of dbuble taxation, there are still il nllplbf ~f:O,t?¥::~: 
provisions and reg\llations which continue to hamper and· discrlii::ii!i:n¢: :against 

mutua! funds and other securities. These include the DoCUir.entarv ~~~;:tai; ~~; 
. .. - .. _,. ~ -. : .. ... . ' 

Dividends Tax. Stock Tramac:ion Taxes, Caoital Gains Tax; Withhclding:.Tale; an~: ... . . - ; .. - ·. ., '• . 

the Ini'tiAJ. Public Offering Tax, and the "No Tax Ptdbrence. Ibr P.re;:N~d 
C"mpanies". The taxation the Philippine gover:nrrem imp:oses acts.:;zllore:·.is It· 

disincentive fur iiiVestrne:nt and secondary ttadmg. which ill'enr..:aJLy•' ha:n9m- and: ... -.. ' -. -· 

limits the goo:wth· of the domestic capital mark~.:>. !HAP eJ\dorses. the m,;;e- :o 

~- .. 
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Jo:,ny aml ~ocourage actions seeking liberalization anc! am~c!::t::nt> to pt"evai!ing 

!ax !c1ws, cs!1ecially those consister.t W:th its vision. of 3t:e.:g&ring Con~ue 

rntdi::g ar.L: :.mderv;riting a.c:ivities. 

3. Regulatory ReionD~ : IH.AP is :supportive of the :nove to ~om::.e::ci ar.d ini.Tare 

internal str.Jc:ural clcr:ns in the Sealrities and .Excha:lge Cocmissio:;. and in :lle. 

Bangko Sentrs.l ns Pilipinaa in order to !mprcve :ts ~::rf: 3I!d cve:oigi:t 

fur:::tions over the industry. Being i.lltder the p!l!Vicw of the SEC ar.d.tbc Bangkc · 
-

. --~ ·-· . ~-- .. - . -

Se=a! ill! Pilioinas, IF..A? recoa::rizes the need to· wocls: hand in hanlf "licit!:· its 
. - . - .. . . ·-

rcgullu:cn: in upgrnding the ili1ls and the capabilities of the SEC crid,3SP in order 

to police the inclusuy from muerupuious activities. !t i3 oc.'y ti:rougfi the c:e3:ion.of · 

an environment of coniidm~ and trust v.iU the investing ;-..ililic co~.~ i;;;r~ 

its fai!!l and funds in the capital ma:~s . 
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Comment on Revised Securities Act 

Comments of Lewis J. Mendelson 
Capital Market Consultant 

on 

The Revised Securities Act("RSA ") 
House Bill 

Consolidating HB 297 and 3349, with SEC proposals 

Eleventh Congress, First Regular Session 

THE SECURITIES ACT OF 1999 

I. INTRODUCTION 

March 2 1999 

Thank you for this opportunity to congratulate the Committee on Banks and Financial 

Intermediaries and express my strong support for enactment of the historic Securities Act 

Of 1999. This is an excellent Bill. Its passage, with a few essential clarifications which 

are needed to maintain the internal consistency of the legislation and the integrity of the 

market, should improve the protection of investors; strengthen the regulatory framework; 

and allow the market to play a more decisive role in the more efficient allocation of 

capital and the development of the Philippines capital market and, through it, of the 

economy. 

On one level, this law is highly specialized. It bristles with unfamiliar technical legal 

terms and can be difficult to understand. On another level, its objectives are clear. They 

are to protect investors and to develop a fair, efficient, and transparent market in which 

informed investment decisions and fair competition allow the market to better allocate 

capital. My comments are designed to achieve those objectives by helping to assure the 

broad application of the protections that this law provides. 

II. THE "STATUTORY UNDERWRITER" A.l\ID THE 

NEED TO REGISTER CERTAIN PUBLIC OFFERS 

My concern relates to preventing unauthorized persons from contaminating the 

distribution process in order that high standards of professionalism will prevail in the 

market. I would substitute a broad catch-all definition of a statutory "underwriter". 

similar to that inS. 297, Section 2. (q), for the narrow definition, based on the Investment 

Houses Law, now found in Section 2.(r) of the Draft Bill. The Jack of a "catch-all" 

definition of a person who has purchased securities from an issuer with a view to their 

distribution etc. will encourage back-door unregulated distributions of securities. The 

inclusion of such a provision will promote full disclosure, informed investment decisions, 

Mr. Mendelson, an Attorney, spent 32 years at the US Securities and Exchange Commission, in both its 

Di,~sion of Enforcement, as a Senior Counsel, and its Division of !nvesnnent Management where he 

served as an Assistant Director. While at the SEC, he also undenook several international consulting 

assignments. In 1993, he joined PricewaterhouseCoopers as an international capital market specialist. 
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investor protection and the better allocation of capital. 

That is because the concept of the statutory underwriter is a trigger for registration of 
securities. It protects against the sale of unregistered securities when there is a 
distribution in which such an unauthorized underwriter is involved. It goes further, 
because the Bill would hold the statutory underwriter accountable for damages in a civil 
action for false and misleading registration statements of issuers and their control persons 
that he participates in. Unless such a provision is included in the Bill, unauthorized 
persons who participate in the distribution of securities could not be sued. Fewer 
investors would receive the accurate information and protection that the registration of 
securities provides and possibilities for fraud and manipulative and deceptive practices 
would be increased. 

The broad definition that I am suggesting is borrowed verbatim from the US law 
and is recognized around the world as a vital cog in securities regulation. Creating a 
statutory "underwriter" under this widely accepted definition would not bestow any 
privileges, licenses or even apparent authority on the person or entity to which it attaches. 
It would not alter the Investment Houses' exclusive status as the only entities licensed to 
"guarantee the distribution and sale of securities." To the contrary, defining such 
unlicensed persons as "statutory underwriters" protects investors and the integrity of the 
securities laws by requiring such "statutory underwriters" to provide the safeguards and 
to be held accountable and liable for any role they play in facilitating distributions of 
securities. It does not "license" them to do "underwriting." 

Let me illustrate with a scenario. Assume that an intermediary could purchase a 
large block of unregistered securities from an issuer, as an "investor" in a "private 
placement" as permitted by Section 7.(a) (12) of the Draft Bill. Imagine that the XYZ , 
Corporation would like to sell some shares to raise money for reasons it does not wish· to 
disclose to the public or that it wants to avoid registration of those shares with the SEC. 
XYZ knows that if it makes a ''public offering," in accordance with Section 5 of the Bill, 
it must register its shares and provide audited financial statements and complete accurate 
disclosures. It also knows that if it makes a "public offering" of its shares it will probably 
need to go through an "underwriting" with a licensed investment house and that would 
involve payment of an underwriting commission which it would rather avoid. Even 
worse, it knows that if it uses such a legitimate underwriter, the underwriter will perform 
"due diligence" as described in Section 16 (b) (2) of the Bill in order to avoid possible 
civil liabilities on account of a false registration statement. 

Conspirators. To avoid registration and at the same time get the shares 
distributed and raise the money it needs, XYZ looks for a short cut. It finds someone 
who will pretend to "take for investment," but who they both know will market the shares 
in his own way as soon as possible thereafter. The deal is struck. XYZ sells its shares to 
less than 20 persons over 12 months, so it looks like a "private placement." The dummy 
investor resells the shares he bought in the "private placement" to a lot of unsuspecting 
investors. 
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Comment on Revised Securities Act March ]. /999 

Let's suppose that XYZ is in the computer business and it knew when it sold its 

shares that none of its computers were Y2K compliant and after December 31, no one 

could use them, and they couldn't be sold. Before this is discovered, the officers and 

directors of XYZ have gone off to Hong Kong or Brazil, disappeared with all the cash 

from the private placement. Now XYZ's customers are suing it, its stock price has 

plummeted and you are a shareholder who bought from the dummy investor. 

You go to a lawyer. He says "we'll sue the dummy investor. He and XYZ should 

have registered those shares." Your lawyer files the case, but the dummy investor says 

"I'm exempt from the registration provisions either under Section 7 (a) (3) or 7 (a) (11) of 

the Bill . The sale to you was an isolated transaction not one made in the course of a 

repeated and successive transactions. And I'm not an "underwriter," I'm not licensed 

to guarantee the distribution and sale of securities of any kind by another corporation. 

Under the Securities Act of 1999, Section 7(a) (ll), the dummy investor explains, "all 

transactions not involving an issuer or underwriter are exempt from the registration 

requirements, so forget about suing me or requiring me to file a registration 

statement. " 

The point of my comment is that the Bill will not work if you restrict the 

definition of "underwriter" to one who is licensed to guarantee the distribution and sale. 

It needs to cover persons who act as conduits for placing securities in the hands of the 

investing public. That was the legislative intent of the US Congress when it adopted 

Section 2 (11) of the Securities Act of 1933, the model for this section and a lynchpin of 

the US Securities Act and the Bill you are considering . 

A dummy investor or statutory "underwriter" could be liable to anyone who 

suffered damages on account of a false registration statement. He would be liable if the 

XYZ Corp. had registered the securities, even if it used a bona fide underwriter, if the 

dummy investor also had participated in the distribution by selling securities for the 

issuer in connection with the distribution (or in any of the other enumerated ways). Such 

a purchaser would be able to sue and recover damages from a "statutory underwriter" 

under Section 16 (a) (6) of the Bill, but would not be able to do so under the narrow 

definition in Section 2 (r ). 

There are many variations of the basic scenario. Under each the dummy investor 

or statutory underwriter should be required to register any such securities purchased from 

an issuer with a view to distribution when he sells them. So long as the ultimate 

purchasers are members of the general public, that kind of transaction calls for the 

protection of the Act's registration provisions. The dummy investor does not have to 

conspire with the issuer to become a statutory underwriter. He may become one, 

In SEC v. Chinese Consolidated Benevolent Association 120 F.2d i38 (2d.Cir.,l941LA not for profit 

association helped solicit investment in foreign government bonds. The association maintained that it '''as 

not acting as securities promoters in the traditional sense, and that in promoting a worthy cause they should 

be exempt from the Act's coverage. The coun held that the association's sales effons were sufficient 

participation in the distribution and underwriting process so as to render the defendant's "underwriters" 

within the meaning of Section 2(11) of the Securities Act of 1933. 

PricewaterhouseCoopers,LLP. Page 45 

I J,(,., 
I , 



Comment on Revised Securities Act March 2. /999 

inadvertently, by aiding in a distribution. The securities could initially be registered and when resold could be required again to be registered by the "investor-underwriter" as a secondary distribution. Underwriter status also could attach to sales made by intermediaries on behalf of "controlling persons" and thus require the filing of a registration statement. Each variation leads to the same results. 

I understand the concerns that you share with the Investment Houses. As securities lawyer and capital market specialist, I too am very concerned that high standards of professionalism prevail in the market. The best way to maintain the high standards of Presidential Decree No. 129, "The Investment Houses Law," to limit unauthorized persons from contaminating the distribution process and to protect investors by requiring the registration of securities where an intermediary acts as a conduit of securities to the public would be to substitute a provision similar to that in RSA 2.(q) for Section 2. (r) of the Bill. 

II. TRADITIONAL DISCLOSURE BASED SECURITIES REGULATION 

A. The Definition of "Securities" and the Choice of Regulator 
of Pre-Need Plans Affects the Allocation of Capital 

Among the goals set forth in the Declaration of Policy is to "promote the development of a capital market and encourage the widest participation of ownership and the democratization of wealth." These are not just high sounding phrases. If this Bill can help to achieve these goals, it will have made an important start in providing capital for many enterprises, creating jobs and providing new products and technology to develop the economy. 

My concern is that a narrow interpretation of the terms "securities" and "investment contract" will deny the protections that this law provides to an broad class of investors, many of them young first time investors who have no other savings. The definition of "securities" and the selection of the appropriate regulator will determine whether or not 

According to Professor Louis Loss' Treatise on Securities Law, Ch. 4, p. 246, 
"It is very common (in the US) for institutional investors, as well as wealthy individuals, to purchase large blocks ofboth registered and unregistered offerings. When these investors subsequently sell their securities there frequently may be a question as to the necessity for registration under the Act. [See, e.g. US v. Wolfson, 405 F.2d779 (2d.Cir.1968, cert.denied 394 US 946, 39. S. Ct. 1275, 22 LEd. 479 1969)] The problem is most likely to arise where the initial offering was not registered under the Act....The Commission has recognized the dangers of such large block purchases filtering down to the investing public (even when in connection with a public offering) may call for additional protection under the Act. Accordingly, the SEC formulated the "presumptive underwriter doctrine" under which anyone who purchased at least ten percent of a registered offering could be considered an underwriter unless the purchaser was able to prove that he om she had sufficient investment intent." Pp.246-247. 

The US SEC defmes "control" as "the possession, direct or indirect, of the power to direct or cause the direction of the management and policies of a person, whether through the ownership of voting securities, by contract or otherwise. 17 CFR Sec. 230.405(£). Accordingly, the question of who is a control person is highly factual and does not depend on ownership of any specific percentage. 
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they understand before they invest, that there is a high risk of losing as much as 95 

percent of their investments . 

My suggestion is a change in emphasis. I would clarify that even though the Bill does 

not specifically define a "pre-need plan" as "securities," as in the existing Revised 

Securities Act ("RSA"), it is still a ··security" because it is an "investment contract" and 

not insurance. The definition of "securities" does not need to be changed. I would like 

to make clear how broad and inclusive it is, so that the full scope of this Bill will be 

understood by those who must obey it, as well as those who must implement it. I would 

simply amend the "Declaration of Policy" and Section 13 (b) relating to regulation of 

Pre-Need Plans by the SEC, to assure that the SEC applies traditional disclosure based 

regulation to such securities in order that prospective plan holders receive the protections 

that their predecessors have lacked. 

Better allocation of capital. The Philippines has a very low savings rate relative to 

many of its neighbors in South East Asia. To be competitive it needs to marshal as much 

of its assets as possible into productive investment. The Philippines needs to find a way 

to encourage savers to invest in productive enterprises. The need to attract domestic 

savings and investment to the capital market is linked to the definition of "securities" and 

to how securities are regulated. In more efficient capital markets, where there is abundant 

information about the securities offered, investors are able to make more intelligent 

choices and through their collective choices the market allocates capital. 

Pre-Need Plans. Many Filipinos invest in Pre-Need Plans. Pre-Need Companies had 

sold 3.5 million plans for a gross contract price of P170 billion, with gross collections of 

P40 billion and total benefits paid of only P4 billion at year-end 1997 the latest available 

figures. The Pre-Need Industry had assets of P 78.8 billion at that date, compared with 

P 90 billion invested in Common Trust Funds ("CTFs") and only P 33 billion in 

investment companies at year-end 1998. 

Follow tbe money. I was surprised to learn that a relatively small portion of plan 

holder's payments or trust fund assets reaches the securities markets. I estimate that out 

of gross collections ofP40 billion only P5 billion or P 6 billion is invested in stocks. Start 

with the fact that only 40 percent of what a pre-need plan holder invests must be placed 

in trust and invested in his behalf. Indeed, only 5 percent during the first two years after 

investment. Total pre-need trust funds at year-end 1997 were P 20 billion. According to 

information compiled by the SEC, stocks (including net increment) accounted for 26.9 % 

of trust fund assets. That's roughly P5 to P6 billion. Real estate accounted for 26.2 % of 

the total (including a 10% appraisal increment) at year-end 1997. Moreover, because of 

the lack of prudential investment standards and rigorous controls on related transactions, 

some portion of those funds could be invested pet projects of the plan company 

managers. 

For the market to improve the allocation of resources, investors will need to be given 

Based upon the 1997 distnbution of the portfolio invesnnents of the 24 largest Pre-Need Corporations 

with trUSt fund equity of over P 16.9 billion, representing 94 % of total truSt fund equity. 
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more information. In a sense, they will need to be re-educated. One way to start would be through traditional offer document risk disclosure. Although they will vary from plan to plan, risk factors that could apply to many plans and which might influence an individual investment decision and the allocation of capital, if disclosed, would probably look something like the following: 

• Only 40% of your money will be invested on your behalf over the pay-in period ofyoirr installment contract, and only 5% during the first two years; 
• Your sales agent will receive 50% of the payments you make during the first two years of your plan; 
• The success of this plan depends upon a large percentage of individual plans lapsing; 
• The lapse experience on this plan is that more than (some percentage) (50%) (60%) of plans sold have lapsed before reaching their availment date: • If your plan lapses, you are likely to lose more than half of your investment; • A typical plan pays a rate of between 3% to 7% per year depending how long it is held, or an average annual return of approximately 5%, which is less than the 8% average rate of inflation over the past five years, thus the real rate of return on this investment over that period has been negative; and 

• Of the money invested in the plan trust fund, a large portion has been invested in real estate which may currently be over-valued and illiquid; if this condition continues it may affect the plan company's ability to meet the "guaranteed" amount of your plan. 

Who will educate investors? The Pre-Need Industry has over 200,000 sales agents located throughout the Philippines. Few are full-time. Most have other jobs and sell almost exclusively to their friends and relatives. They receive a high commission in the form of a front-end load on each installment plan that they sell. There is high turnover among them. Once they have sold their friends and relatives they may remain sales agents in name only. SEC rules allow pre-need salesmen's licenses to be issued simply upon certification under oath by the issuer (plan company), that the salesman has been duly trained under a training program approved by the SEC. The rules do not specifY the training standards. 

These sales agents, armed with Pre-Need sales literature, are the people who have direct contact with a large segment of young or first time investors who are potential long-term investors. Under the SEC's present non-disclosure policy, or under regulation by the Office of the Insurance Commission, these sales agents (even if subject to more stringent licensing requirements) would continue to be the persons who educate investors. Only they would provide those investors with whatever information they are going to get in order to make intelligent investment decisions. Those sales agents are the persons that are influencing a significant portion of capital allocation in the Philippines. 

"Full Disclosure, a better way." Full disclosure is a better way to educate and protect investors and to allocate investments to the capital market. As securities, pre-need plans have been and should continue to be subject to SEC regulation. The SEC has not 
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yet required the kinds of disclosures outlined above. SEC Chairman Y asay testified on 

February 16, 1999, to the effect that if the SEC were to treat Pre-Need Plans like other 

securities, it would have to require full disclosure of the risks involved in investing in 

them. 

The US SEC when confronted with a similar question involving Scholarship 

Plans in 1968, opted for full disclosure. In the Matter of The Trust Fund Soonsored bv the 

Scholarshiv Club Inc., ICA Rei. No. 5524, (1968 SEC LEXIS 563) (October 25, 1968). 

The Commission ruled that the plan was an investment company, but relied on 

traditional principles of disclosure to grant exemptions that resolved difficult regulatory 

problems under the Investment Company Act. It stated: 

'We are not prepared to assume, in advance, that it will not be possible to 

arrive at a proper presentation, in the prospectus and sales literature as well as 

in the terminology of the plan agreements, which will give adequate, accurate 

and explicit information, fairly presented, as to the nature of the plans." (p.5) 

"* * *(W)e believe that the critical requirement here ... is that of a full 

disclosure of the features of the plans with respect to the forfeiture provisions 

and their consequences." (p. 7) 

The SEC could require that pre-need plans, just like any other offering of 

securities, provide investors an offering document or prospectus which complies \vith 

SEC rules and provides the information and education that traditional SEC risk disclosure 

would provide. 

Section 13 of the Bill should be more than a transitional provision that provides 

stop-gap regulation pending approval of a Pre-Need Code. To provide for better 

allocation of capital and to protect investors, I reco=end that regulation of pre-need 

plans be kept with the SEC, an agency that is devoted to full disclosure as well as 

maintaining the soundness of the product. The education of these kinds of investors 

would then, at least in part, be subject to review by an objective third party experienced in 

requiring the disclosure of accurate material information. 

Section 13 (b) authorizes the Commission to promulgate rules, regulations and 

orders necessary and appropriate to regulate the sale of pre-need plans by, "requiring 

disclosures to prospective planholders." To assure that the SEC devotes itself to foil 

disclosure, I reco=end that the quoted words be amended to read: "requiring full 

disclosures of material risks to prospective plan holders to enable them to make 

In a companion case, decided by a Hearing Exammer, In the Matter ofthe Trust Fund Sponsored 

bv the EDiscopal School Foundation College Award Program. Inc . . Initial Decision of Hearing Exammer 

Sidney Gross, A1' File No. 3-1374, 812-2229 (1968 SEC LEXIS 2734) (October 24, 1968), another Plan 

also was found to be an investment company. To reach that conclusion, it first had to be decided that the 

plan company was issuing securities. Neither Scholarship Club challenged that facL (Copies of each case 

will be supplied to the Committee.) 
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informed investment decisions .... " I also suggest that the Declaration of Policy be amended as follows to provide similar guidance. 

"It is hereby declared to be the policy of the state to protect investors, to encourage private corporations to broaden the base of their ownership, to enhance a socially-conscious free market that regulates itself, to promote the development of a fair, efficient and transparent capital market. .. etc .. " 

I don't have a crystal ball, but I suspect that with full disclosure the Pre-Need Companies would improve their products and have their sales agents trained and licensed so that they would become investment counselors who would offer a broad range of investments to meet their clients' needs. Full SEC risk disclosure regulation will provide the best protection to investors, will allow the market to better allocate capital to the most efficient enterprises, and will provide the kind of recognizable legislative and regulatory environment that inspires trust and confidence among global investors. 

B. Legal Analysis 

The RSA in Section 2(a) specifically includes both "investment contracts" and "pre-need plans" under its definition of securities. The removal of the specific words "pre-need plans" from the definition of"securities" in the pending Bill does not mean that pre-need plans are not securities. Pre-need plans are securities because they are "investment contracts" and investment contracts are securities. 

Section 3 (a) (2) of the Bill, as here relevant, defines securities as "shares, participation, or interests in a corporation or a commercial enterprise or profit making venture and evidenced by a certificate, contract or instrument. It includes: 

(2) Investment contracts, certificates of interest or participation in a profit sharing agreement, ... " 

The leading US case that defined an "investment contract" as a "security" under the Securities Act of 1933 is SEC v. Howey Co., 328 US 293 (1945). It held that: 

"an investment contract for purposes of the Securities Act (n25) means a contract, transaction or scheme whereby a person invests his money in a common enterprise and is led to expect profits solely from the efforts of the promoter or a third party, it being immaterial whether the shares in the enterprise are evidenced by formal certificates or by nominal interests in the physical assets employed in the enterprise." At p. 299. 

The pre-need plan fits this definition. It involves a "contract, transaction or scheme," (i.e .. the pre-need plan, contract or certificate) whereby the plan holder investor gives his money to a common enterprise. It is a "common enterprise" because the plan company must invest at least 40 percent in a trust fund for the benefit of the planholder and applies 60 percent for its expenses and profits. The plan holder is Jed to expect profits 
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(the plan proceeds after passage of a number of years) solely from the efforts of the 

promoter or a third party (the trustee) and not from the plan holders' own efforts. 

The definition of"pre-need plans" at Section 3 (ee) of the Bill describes them as 

"contracts which provide for ... the payment offurure monetary considerations ... \vith or 

without insurance coverage ... " It recognizes that they are not insurance, but that they 

are investment contracts. The inclusion in the Bill of Section 13 which provides for 

continuing SEC regulation of Pre-Need Plans can be rationalized on the ground that the 

plan is an investment contract and therefore falls within the .Bill's definition of 

"securities." 
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Thank you for this opportunity to congratulate the Committee on Banks and Financial 

Intermediaries and to express my strong support for enactment of the historic Securities 

Act Of1999. Amore complete version of my views, supported by the legal authority, has 

been submitted to the Committee. This is an excellent Bill. Its passage, with a few 

essential clarifications which are needed to maintain the internal consistency of the 

legislation and the integrity of the market, should improve the protection of investors; 

strengthen the regulatory framework; and allow the market to play a more decisive role 

in the more efficient allocation of capital and the development of the Philippines capital 

market and, through it, of the economy. 

On one level, this law is highly specialized. It bristles with unfamiliar technical legal 

terms and is difficult to understand. On another level, its objectives are clear. They are to 

protect investors and to develop a fair, efficient, and transparent market in which 

informed investment decisions and fair competition allow the market to better allocate 

capital. My comments are designed to achieve those objectives by helping to assure the 

broad application of the protections that this law provides. 

My concern relates to preventing unauthorized persons from contaminating the 

distribution process in order that high standards of professionalism will prevail in the 

market. I would substitute a broad catch-all definition of a statutory "underwriter" 

similar to that in S. 297, Section 2. ( q), for the narrow definition, based on the Investment 

Houses Law, now found in Section 2.(r) of the Draft Bill. The lack of a "catch-all" 

definition of a person who has purchased securities from an issuer with a view to their 

distribution etc. will encourage back-door unregulated distributions of securities. The 

inclusion of such a provision will promote full disclosure, informed investment decisions, 

investor protection and the better allocation of capital. 

That is because the concept of the statutory underwriter is a trigger for 

registration of securities. It protects against the sale of unregistered securities when there 

is a distribution in which such an unauthorized underwriter is involved. It goes further, 

because the way the Bill is designed it would hold the statutory underwriter accountable 

for damages in a civil action for false and misleading registration statements of issuers 

and their control persons that he participates in. Unless such a provision is included in 

the Bill, unauthorized persons who participate in the distribution of securities could 

not be sued. Fewer investors would receive the accurate information and protection 

that the registration of securities provides and possibilities for fraud and manipulative 

a11d deceptive practices would be i11creased. 

Mr. Mendelson, an Attorney, spent 32 years at the US Securities and Exchange Commission, in both its 

Division of Enforcement, as a Senior CounseL and its Division of Jnvesnnent Management where he 

served as an Assistant Director. While at the SEC, he also undenook several international consulting 

assignments. In 1993, he joined PricewaterhouseCoopers as an international capital market specialist. 
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The broad definition that I am suggesting is borrowed verbatim from the US law and is recognized around the world as a vital cog in securities regulation. Creating a statutory "underwriter" under this widely accepted definition would not bestow any privileges, licenses or even apparent authority on the person or entity to which it attaches. It would not alter the Investment Houses' exclusive status as the only entities licensed to "guarantee the distribution and sale of securities." To the contrary, defining such unlicensed persons as "statutory underwriters" protects investors and the integrity of the securities laws by requiring such "statutory underwriters" to provide the safeguards and to be held accountable and liable for any role they play in facilitating distributions of securities. It does not "license" them to do "underwriting." 

Let me illustrate that with a scenario. Assume that an intermediary could purchase a large block of unregistered securities from an issuer, as an "investor'' in a "private placement" as permitted by Section 7 (a)(12) of the Bill. Imagine that the XYZ Corporation would like to sell some shares to raise money for reasons it does not wish to disclose to the public or that it wants to avoid registration of those shares with the SEC. XYZ knows that if it makes a "public offering," in accordance with Section 5 of the Bill, it must register its shares and provide audited financial statements and complete accurate disclosures. It also knows that it will probably need to go through an "underwriting" with a licensed investment house and that would involve payment of an underwriting commission which it would rather avoid. Even worse, it knows that if it uses such a legitimate underwriter, the underwriter will perform "due diligence" as described in Section 16 (b) (2) of the Bill in order to avoid possible civil liabilities on account of a false registration statement. 

Conspirators. To avoid registration and at the same time get the shares distributed and raise the money it needs, XYZ looks for a short cut. It finds someone, let's call him a dummy investor, who will pretend to "take for investment," but who they both know will market the shares in his own way as soon as possible thereafter. The deal is struck. XYZ sells its shares to less than 20 persons over 12 months, so it looks like a "private placement." The dummy investor resells the shares he bought in the "private placement" to a lot of unsuspecting investors. 

Let's suppose that XYZ is in the computer business and it knew when it sold its shares that none of its computers were Y2K compliant and after December 31, no one could use them, and they couldn't be sold. Before this is discovered, the officers and directors of XYZ have gone off to Hong Kong or Brazil, disappeared with all the cash from the private placement. Now XYZ's customers are suing it, its stock price has plummeted and you are a shareholder who bought from the dummy investor. 

Your lawyer says "we'll sue." The dummy investor and XYZ should have registered those shares and disclosed all this information. But the dummy investor says "I'm exempt from the registration provisions either under Section 7 (a) (3) or 7 (a) (II) of the Bill . The sale to you was an isolated transaction, not one made in the course of repeated and successive transactions. And I'm not an "underwriter," I'm not licensed 
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to guarantee the distribution and sale of securities of any kind by another corporation. 

Under the Securities Act of 1999, Section 7(a) (11)," the dummy investor explains, "all 

transactions not involving an issuer or undenvriter are exempt from the registration 

requirements, so forget about suing me or requiring me to file a registration 

statement. " 

On the other hand, a dummy investor or statutory "underwriter" could be liable 

for damages on account of a false registration statement, even if the XYZ Corp. had 

registered the securities and used a bonafide underwriter. If the dummy investor also had 

participated in the distribution by selling securities for the issuer iii connection v .. ;th the 

distribution (or in any of the other enumerated ways), he would be liable to anyone who 

suffered damages. Under Section 16 (a) (6) of the Bill, that person would be able to sue 

and recover damages from a statutory underwriter, but would not be able to do so under 

the narrow definition in Section 2 (r ). 

The dummy investor does not have to conspire with the issuer to become a 

statutory underwriter. He may become one, inadvertently, by aiding in a distribution. The 

securities could initially be registered and when resold could be required again to be 

registered by the ''investor-underwriter" as a secondary distribution. Underwriter status 

also could attach to sales made by intermediaries on behalf of "controlling persons" and 

thus require the filing of a registration statement. Each variation leads to the same results. 

So long as the ultimate purchasers are members of the general public, that kind of 

transaction calls for the protection of the Act's registration provisions. 

The Bill will not work if you restrict the definition of "underwriter'' to one who is 

licensed to guarantee the distribution and sale. It needs to cover all persons who act as 

conduits for placing securities in the hands of the investing public. That was the 

legislative intent of the US Congress when it adopted Section 2 (11) of the Securities Act 

of 1933, the model for this section and a lynchpin of the US Securities Act, and of the 

Bill you are considering. If the concept of statutory underwriter is dropped, you will have 

to take a long hard look at this bill to find another way to prevent the mischief I have 

described and protect investors. 

I understand the concerns that you share with the Investment Houses. I too want 

high standards of professionalism to prevail in the market. The best way to prevent 

unauthorized persons from contaminating the distribution process and to protect investors 

is to substitute a provision similar to that in RSA 2.(q) for Section 2. (r) of the Bill. 

I would also like briefly to mention another concern. Too narrow an interpretation 

of the terms "security" and "investment contract" would deny the protections that this law 

should provide to pre-need investors. Although the Bill does not specifically define a 

"pre-need plan" as a "security," as in the existing Revised Securities Act ("RSA"), the 

pre-need plan still fits that definition because it is an "investment contract" and not 

insurance. I would retain the SEC as the long-term regulator of Pre-Need Plans and 

would simply amend the "Declaration of Policy" and Section 13 (b) relating to 

regulation of Pre-Need Plans by the SEC, to assure that the SEC applies traditional 
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disclosure based regulation to such securities in order that prospective plan holders receive the protections that their predecessors have lacked. 
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A GIL£: Strengthenin!! Investment Companies 

Preliminary Comments of Lewis J. Mendelson, 

Capital Market Consultant 

on 

The Revised Investment Company Act ("RICA") 

House Bill No. 85, Eleventh Cong. First Reg. Sess. 

S.B. 152, Eleventh Cong. First Reg. Sess . 

Introduction: Principles oflnvestment Company Regulation 

Febroan•-' 1999 

Investment companies (mutual funds) can play a dynamic role as a catalyst to market 

development To the extent that the Philippines fund industry can more fully realize its 

potential, it should bring more people and assets into the securities markets. It should not 

only provide sounder investments for shareholders and help to better educate investors, 

but should also play a more significant role in capital formation, helping to build and 

maintain the liquidity of the capital markets. As sophisticated, discriminating investors, 

funds can help to raise standards in the securities markets. As investment companies earn 

the public's trust and confidence they can make an enormous contribution to the grov.'tb, 

health and vitality of the Philippines capital markets and through them to its economy. 

To encourage the development of the fund industry: 

• 

• 

the legislative and regulatory framework must include the essentials of 

mutual fund regulation; 

the regulator's approach, organization and capacity should be sufficient and· 

flexible enough to fully implement the regulatory scheme; and 

• the mutual fund industry should "buy in" to the regulatory program as a full 

partner , whether through self regulatory organizations or trade associations, 

in order that the entire industry and its individual mutual funds and investment 

managers observe high professional standards and foster a climate of 

compliance. 

Although I have included some policy and technical co=ents which I hope can be of 

some benefit, I am pleased to be able to say that that the proposed RICA legislation meets 

or exceeds the essentials of mutual fund regulation and I urge that it be enacted as soon as 

possible with only a few changes. 

The Rer;ulaton: Framework 

Investment companies present a unique regulatory challenge. They involve large amounts 

of liquid assets often managed by persons not personally known to the shareholders and 

who may also be associated with larger enterprises involved in other businesses. In view 

of the possible conflicts of interest, which their structure can engender, funds require 
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special protection. Every phase of investment company regulation should be guided by the broad general principle that investment companies are like trusts. Their officers and directors, investment advisors and managers and the persons involved with them, like trustees, must observe the highest duty ofloyalty to the shareholders who are essentially the beneficiaries of the trust. Investment companies must be administered solely in the interests of their shareholders, and any business practice that deviates from this basic fiduciary principle should not be tolerated. 

Essentials of Investment Company Regulation. We can measure the proposed RlCA legislation against the "Objectives and Principles of Securities Regitlation "published by the International Organization of Securities Commissions ("IOSCO"). Its "Principles for Collective Investment Schemes" raise the following questions: 

Does the regulatory system set standards for the licensing and regulation of those who would market and operate a collective investment scheme? Does the regulatory system provide rules setting the legal form and structure of such schemes and the segregation and protection of client assets? Does the regulatory system require disclosure, as for issuers, which is necessary to evaluate the suitability of a collective investment scheme for a particular investor and the value of the investor's interest in the scheme? Do regulations ensure that there is a proper and disclosed basis for asset valuation and the pricing and redemption of units in a collective investment scheme? 

I am quite comfortable that the answer to these questions with RICA is "Yes, for sure." I considered the IOSCO Principles and other standards of investment company regulation used around the world. Experts have distilled them into what one might call the essentials of investment company regulation. The proposed RlCA legislation includes the seven major areas of protection for investors which I believe are the hallmarks of successful mutual fund regulation the world over: 

1. Prohibit various forms of self dealing, (See, for example, Section 7 which limits the functions and activities of investment companies and Section 21 which prohibits transactions with certain affiliated persons and underwriters); 

2. Provide economic regulation of the remuneration of affiliates, [See, for example, Section 17 (c) which limits operational expenses of a registered investment company to 1 0 percent of average daily net asset value or such other amount the Commission by rule may prescribe. While the principle is correct, the 10% cap is far too high and would undermine the reason to invest in a fund. It should be lowered, perhaps in two steps, inunediately to 5 % and within two or three years to a maximum of 3%. Sales loads are defined broadly and adequately in Section 3 ( dd) and are required to be disclosed]; 

3. Restrict unsound capital structures, (See, for example, Section 14 that governs the structure and capitalization of investment companies. Para. 14 (2) requires that an investment company issue shares consisting solely of common stock.); 
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4. Require clear disclosure of investment objectives and policies; (See, for example, 

Section 8(2) which prevents deviation from any fundamental policy and Section 24(b) 

(3) {not (d) (3)} which requires filing of a registration statement containing 

fundamental investment policies, including investment objectives, concentration by 

issuer or industry group, liquidity standards, portfolio mix and other investment 

policies); 

5. Protect the physical integrity of assets, (See, for example, Section 21 (f) which 

requires every registered investment company to place and maintain its securities and 

similar investments in the custody of a bank or such other category of person as the 

Commission may designate by rule to act as custodian and Section 21 (g) which gives 

the Commission Rulemaking power to require bonding of officers and employees 

with access to funds); 

6. Assure fair valuation of investor purchases and redemptions, (See, for example, 

Section 3 (hh) which defines "value" and requires value to be market value for 

securities for which market quotations are readily available and fair value as 

determined in good faith by the board of directors for other securities and assets); and 

7. Assure that investors receive accurate periodic reports about the funds and their 

investments, (See, for example, Sections 25 (a) and (b). These Sections set forth the 

reportorial requirements for Investment Companies and Affiliated Persons and 

include the requirement of filing with the Commission and transmitting to investment 

company stockholders an annual report containing financial statements and much 

other material and useful information and filing such other information and 

documents with the Commission as it may require to keep reasonably current the 

registration statement of the investment company). 

Provision for Self -Regulation oflnvestment Companies and Affiliates. In addition to 

these essential provisions, I would like to compliment the draftsmen of RICA for 

including in it Section 42. That far-sighted Section provides the mechanism by which any 

association of registered investment companies and affiliated persons, such as the 

Investment Company Association of the Philippines may become a Self-Regulatory 

Organization for its members, including the power to train, administer proficiency 

examinations, and discipline its members. This could be one of the most important 

initiatives contained in this legislation. 

My one concern is that RICA's excellent statutory and regulatory protections should be 

applied equally to all funds and investors in like financial products regardless of how they 

are packaged and who their sponsors may be. Investment funds may take various forms. 

They may be trusts, as in the United Kingdom, India and many other parts of the world. 

They may include insurance-like products such as variable annuities or face-amount 

contracts to pay a specified sum at a future date. Such certificates were popular in the 

United States during the 1930's as a hedge against deflation are recognized in the US 

"Investment Company Act of 1940" which includes a very broad definition of investment 
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company. There are perhaps two overriding reasons for a broader definition of 
investment company: 

1) To provide equal protection to all investors in similar intangible collective 
investments the structure of which involves possible conflicts of interest. 

2) To level the playing field, in other words, to not allow the regulatory 
framework to provide one or the other product a competitive advantage and 
thus favor it or even pre-ordain the investor's choice. 

Interpretation of RICA 

RlCA's Section 2. The Declaration of Policy already has been modified significantly to 
reflect the importance of investment companies to today's conditions in the Philippines 
securities markets. It recognizes the ftmds role in improving the allocation of capital and 
in the creation of capital. Although the Declaration of Policy does not contain 
substantive provisions, it will guide the SEC, Courts and those subject to it in their 
subsequent interpretations of it. I suggest that you consider several language changes to 
emphasize the need to protect investors and to expand their choices by encouraging wider access to the industry and the creation of new investment company products. 
Specifically, consider: 

Line 4. Insert after "in order to" "protect investors and" 

Line 6. Insert after "is to" "promote the public interest by providing" (strike "provide") 
"a favorable" etc.; 

Line 9. Refer to the need to encourage and promote sponsorship of the mutual ftmd 
industry by the best qualified professional investment managers regardless of origin; and 
to broaden the range and types of investment companies in order to expand the range of 
investment opportunities available to Filipinos; 

Line 15. Refer to the need to interpret the Act liberally to provide equal protection to 
investors in all similar pooled investment vehicles and to provide the same competitive 
environment for all similar vehicles, their investment managers and sponsors; 

Page2 
Line . I. Insert after "at the same time" "promote the application of fiduciary principles in 
the management and supervision of mutual ftmds and high standards of professionalism 
by their distributors and others that provide services to them and" "seek etc." 

Sec. 3. Definitions. Definitions are important to the interpretation and scope of the Act. 
The following comments are perhaps somewhat technical, however I believe they could 
improve the Act both substantively and stylistically. 
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(e) "Common stock" 

Lines 22-24. Restore original definition. The prohibition against issuing senior securities 

is clearly stated in Section in Section 8 (a) (1). If necessary, amend Section 14 (1) to 

clarify further that investment companies may issue only one class of securities. See also 

Sections 9(a) and 11(b) (i) and (ii) referring to classes or series of securities. Should 

these also be modified to conform to the fact that no company may have classes or series 

of securities? 

(g) "Control" 

Line 29. Substitute "twenty-five percent (25 %)"for ''thirty percent (30%)" in order to 

accord more closely with the realities of the market. The rebuttable presumption of 

control should take effect at 25%. 

Page7 

(hh) "Value" 

Lines 9 and 10 

Page 8 

Lines 9 and 10. There appears to be a discrepancy between the (hh) definition of"value" 

which excludes, and the Section 4 (a) (3) definition of Investment Company which· 

includes, ''The value of securities acquired after the end of the last fiscal quarter shall be 

the cost thereof." It may be advisable to harmonize these definitions. 

"" Line 25. Add "except that a variable annuity issued by an insurance company shall be 

considered to be an investment company for purposes of the Act." See also p. 16, Lines 

18-20. Section 13, which makes it unlawful for any investment company to guarantee any 

... obligation of whatever kind or nature. Add to that, "however, issuance of a variable 

annuity shall not be deemed to be such a "guarantee." 

Substantive Provisions 

"" Page 12 

... Line 18. Refer to "Section24 (b) (3)"not (d) . 

Lines 22 -29. No change is recommended in this section. However, in addition to 

changing investment policy, a similar result could be achieved if investment managers 

were permitted to manage more than one fund and to offer their shareholders the 

opportunity to switch from one to the other fund to achieve a more suitable investment 
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policy. This change would be accomplished in the recommendation below contained in the comment at Page 19, Line 22. 

Page 13 

Lines 7 and 12. References to particular "classes and series' of securities may be inapposite, in light of the Section 14 (2) limitation requiring investment companies to issue shares consisting solely of common stock. Is it intended that different series or classes of common stock be issued? Would they have different voting, dividend or liquidation rights? Perhaps this should be clarified. 

Page 14 

Lines 15-18. Section 9 (f) gives the Commission rulemaking power to limit excessive sales loads. In exercising this power it may wish to consider whether the payment of an exit fee of up to 2 % for redeeming fund shares less than two years after they are purchased should be made to the manager or distributor which is the current industry practice or more appropriately should be made to the investment company which may incur expenses if it must readjust its portfolio to accommodate such premature redemptions. 

Page 19 

Line 16. Substitute" shall not exceed five percent (5 %) during the first two years following enactment of this law and thereafter shall not exceed three percent (3%)" for shall not exceed ten percent (10 %)." An investment company with expenses approaching 10% has very little to offer investors. Even 5% will limit viability. Although ·· I would not recommend a cap as high as 5%, I can understand it. There are currently few economies of scale because of the relatively small size of the funds. 

Far better would be to remove inhibitions (duplicate regulation) on managers who manage more than one fund. (See Line 22, below.) That would encourage economies of scale that benefit all shareholders and help the fund industry become more viable. 

Line 22. Add after "manager." "Upon such registration the Commission shall be the sole regulator of such investment manager, provided however that such manager shall restrict its activities to investment company management." This addition would eliminate dual regulation by the SEC and the BSP of investment managers that are solely engaged in mutual fund related operations. 

Line 23. At some time in the near future it may be appropriate to enact a relatively simple Investment Advisors Act, requiring the registration and regulation of investment advisors. It would compliment RICA, provide increased transparency and professionalism and better protect investors. Drafting of such an Advisers Act can be deferred lest it any way impede the enactment of RICA. 
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COMMENTS ON THE REVISED INVESTMENT COMPAA"Y ACT 

A..ND ON THE SUGGESTED REVISIONS OF THE 1!\'VESTME!\1 COMP . .\!'<1' 

ASSOCIATION OF THE PHILIPPINES 

We strongly support the call of the Investment Company Association of the Philippines 

(ICAP) for the urgent passage ofthe Revised Investment Company Act (RICA). 

We believe that investment companies (mutual funds) can play a dynamic role as a 

catalyst to capital market development. To encourage the development of the mutual 

fund industry, a sound legislative and regulatory framework must be in place. 

The proposed RICA legislation [Senate Bill (S.B.) No. 1118 authored by Senator Roco] 

includes the seven (7) major areas of protection for investors which we believe are the 

hallmarks of successful mutual fund regulation the world over: 

1. 

2. 

3. 

4. 

5. 

Prohibit various forms of self dealing - See for example Section 7 which limits 

the functions and activities of investment companies and Section 21 which 

prohibits transactions of certain affiliated persons and underwriters; 

Provide economic regulation of the remuneration of the investment companies 

and affiliates - See for example Section 17 (c) which limits operational expenses 

of a registered investment company to 1 0% of average daily net asset value or 

such other amount the Commission by rule may prescribe. While the principle is 

correct, the 10% cap is far too high and would undermine the reason to invest in a 

fund. We suggest that the cap be lowered to 5% and that within two or three 

years as the Commission shall determine, be lowered further to a maximum of 

3%. Sales loads are defined broadly and adequately in Section 3 ( ee) and are 

required to be disclosed; 
Restrict unsound capital structures - See for example, Section 14 that governs 

the structure and capitalization of investment companies. Section 14 (2) requires 

that an investment company issue shares consisting solely of common stock; 

Require clear disclosure of investment objectives and policies - See for example 

Section 8 (2) which prevents deviation from any fundamental policy and Section 

24(b) (3) which reqttires filing of a registration statement containing fundamental 

investment policies, including investment objectives, concentration by issues or 

industry group, liquidity standards, portfolio mix and other investment policies; 

Protect the physical integrity of assets - See for example Section 21 (f) which 

requires every registered investment company to place and maintain its securities 

and similar investments in the custody of a bank or such other category of person 

as the Commission may designate by rule to act as custodian and Section 21 (g) 

which gives the Commission rulemaking powers to require bonding of officers 

and employees with access to funds; 
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6. Assure fair valuation of investor purchases and redemptions - See for example 
Section 3 (ii) which defines "value" and requires value to be market value for 
securities for which market quotations are readily available and fair value as 
determined in good faith by the board of directors for other securities and assets; 
and 

7. Assure that investors receive accurate periodic reports about the funds and their 
investments- See for example Sections 25 (a) and (b). These Sections set forth 
the reportorial requirements for investment companies and affiliated persons and 
include the requirement of filing with the Commission and transmitting to 
investment company stockholders an annual report containing financial 
statements and such other material and useful information and the filing of such 
other information and documents with the Commission as it may require to keep 
reasonably current the registration statement of the investment company. 

Aside from the investor protection provisions, another important initiative contained in 
the RICA is the provision for self-regulation of the investment companies and its 
affiliates which includes the power to train, administer proficiency examinations and 
discipline its members. 

The RICA, however, is not without flaws. The provision on the Declaration of the Policy 
can be revised to emphasize the need to protect investors and to expand their choices by 
encouraging wider access to the industry and the creation of new investment products. 
We wholly agree with !CAP that the definition of "underwriter" should be the expanded 
definition and not the narrow one which is in the proposed bill. 

As regards the suggested revisions of the !CAP based on the RICA version dated 
September 19, 1997, we agree with its suggested revisions on the following: 

1. 

2. 
3. 

4. 
5. 
6. 
7. 
8. 
9. 

On Section 9 - the insertion of the open-end companies in the title and on Section 
9 (a)- the change of the term "investment company" to "open-end company". 
On Section 14 (b) 
On Section 17 (c) - the basis on the computation of the cap, but as we have earlier 
stated the cap of 1 0% should be lowered to 5% and within two or three years as 
the Commission shall determine, to 3%. 
On Section 18 (d) (4) 
On Section 20 (d) (Section 20 (c) of the RICA) 
On Section 21 (a) 
On Section 21 (d) 
On Section 40 (a) (1) 
On Section 3 (ff), (Section 20 (hh) of the RICA) except that there should be an 
additional phrase to be inserted between the words "undertaking" and "but" and 
should read "or participates or has a participation in the direct or indirect 
underwriting of any such undertaking;" and between the words "issuer" and 
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"any" and should read "any person directly or indirectly controlling or controlled 

by the issuer, or". 

10. On Section 3 (x). 

We are happy to note that the suggested revisions of the ICAP that we agree on, with the 

exception of No.9 which deals with the definition of underwriter, have been incorporated 

in S.B. No. 1118. 

On ICAP's suggested revision on Section 20 (a), ICAP is suggesting that there is an 

internal conflict between Section 17 (a) and Section 20 (a). We would resolve it by 

keeping Section 17 (a) as is. This would mean that the fund's principal underwriter 

could be a member of the fund's board. 

We, however, do not agree with the following suggested revisions ofiCl\.P: 

1. 
2. 

3. 

On Section 9 (a) as we believe that the promoter should be second to the investor. 

On Section 14 (a) (4) as we believe that a paid-up capital which shall remain 

unimpaired at all times thereafter be maintained. 

On Section 3 (gg) (Section 3 (ii) of the RICA) and on Section 4 (a) (3) as we 

believe that when there is no current quote or closing price, the value should be 

the fair value as determined in good faith by the board of directors similar to that 

of the Investment Company Act of 1940 and its implementing rules and 

regulations. 1bis is a suggestion to assure that there is a fair valuation of investor 

purchases and redemptions. It does not preclude the use of either the average 

bid/ask rate or closing price. It just says that it must be the "fair" price. 

We hope that you find the foregoing useful . 
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Comments of Lewis J. Mendelson 
Capital Market Consultant 

on 

The Pre-Need Securities Code ("Code") 
H.B. Nos. 83, 5483, and 1611 

Eleventh Congress, First Regular Session 

I. Introduction and Summary of Recommendations 

Februarv 16 1999 

Thank you for this opportunity to express my strong support for the Committee's 
efforts to create a Pre-Need Securities Code ("Code'') in order to provide a sounder 
structure for the comprehensive regulation of Pre-Need Plans and those who sell them. 

Before I consider the Pre-Need Securities Code, let me request that we focus first and 
foremost on investors who need the protections your legislation can provide and the sales 
agents who sell Pre-Need Plans. We are not talking about wealthy or sophisticated clients 
whose brokers in Manila are calling to tell them to invest in Ayala Land or San Miguel 
Corp. More likely, we are looking at newly-weds, young professionals, teachers, small 
entrepreneurs and shop owners and many other first time investors across the Philippines 
who are placing their hard-earned savings and their hopes for the future in this product. 
The plan holder is likely to have very little savings. When hard times come, plans lapse 
and Plan holders suffer stiff penalties. 

The Pre-Need Industry has over 200,000 sales people located throughout the 
Philippines. Few are full-time. Most have other jobs and sell almost exclusively to their 
friends and relatives. There is high turnover among them. Once they have sold their 
friends and relatives they remain sales agents in name only. 

The comments that follow are about what the law you are enacting can do to give 
investors a fairer deal. They are about how you can protect a significant proportion of 
them from losing most of the money that they put into pre-need plans. My subtext is 
about what the law can do to help to tum pre-need sales agents into financial advisers so 
that they can become true professionals, improve their status and offer their clients 
meaningful choices that meet their needs. In addition, it is about how the law can help to 
channel savings into more productive enterprises thar will benefit Philippine industry and 
the economy, and ultimately help to create capital. 

The three draft House Bills that you are considering go a long way toward 
establishing a sounder regulatory structure. However, to achieve the ambitious goals just 
outlined; to provide meaningful protections to investors: there is a need to dig deeper, to 
ask, and demand answers to, difficult questions which have not yet come to the surface in 
order to consider some bedrock issues. Were I in your place, I would find it very difficult, 
almost impossible, to make sound legislative decisions without solid information about: 
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• industry lapse rates; 
• the percentage of plan holders who have suffered losses on their plans and the 

amount and percent of their investment represented by any such losses; 

• sales agent training, licensing registration and turnover; 
• industry sales practices and the extent and operation of the secondary market 

in pre-need plan contracts; 
• rates of return on pre-need plans and alternative investments; 
• the kinds of investments and the proportions in which the pre-need industry is 

invested in each; 
• valuation methods, particularly the amount and percentage of Pre-Need Plan 

assets invested in possibly over-valued and illiquid real estate; and 

• the economic impact on the industry that would result if front-end loads were 
abolished or significantly reduced. 

To make your job as legislators easier, my first suggestion is that you: 

• require an independent, objective and comprehensive study of the Pre-Need 
Industry which would provide you with answers to these fundamental 
questions. 

Based upon the information provided in such a study you would be much better able to 
understand the need to take meaningful steps to: 

• inject greater transparency requirements into the regulatory . structure, 

... 

-

-
looi 

including prominent disclosure of actuarial assumptions and lapse experience ~ 

in an offering document; ' 

• insist on improved procedures for training, testing, licensing and monitoring ~ 
salesmen to assure industry-wide professional sales practices; 

• encourage the Federation ofPre-Need Plan Companies (the ''Federation") and l.ii 
the Investment Company Association of the Philippines ("ICAP") and others 
to form jointly a Self-Regulatory Organization ("SRO")with powers similar to 
those which would be granted to ICAP under Section 42 of RICA; 

• reduce the severity of plan holder losses from lapses, perhaps by leveling front 
end loads. For example, you could require that, henceforth, not less than 80% 
of all payments would be available immediately to plan holders upon lapse or 
withdrawal, instead of the 5% which would be perpetuated under pending 
bills; and 

• consider providing pre-need plan holders protections comparable to those that 
would be provided to mutual fund shareholders under the proposed RICA, 
including possibly by defining Pre-Need Plan Companies as investment 
companies such as those in the U.S. that issue installment face-amount 

certificates. "'' 
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SECISRO Regulation. After balancing logic and experience as well as 

considering alternatives, I favor leaving jurisdiction over Pre-Need Plans with the SEC, 

on condition that it create a separate department for pre-need plan regulation. Such a 

department should be adequately staffed with capable well-trained people, including a 

full-time senior acruary. In addition, I would suggest that legislation authorize the 

creation of a Self-Regulatory Organization, under SEC supervision., not just for Pre-Need 

Plans but, to test, certify, register and monitor those brokers, dealers and sales agents that 

offer or sell any security not listed on an exchange. The SRO should create and enforce a 

Code of Fair Practices and review sales literarure to assure that it is not misleading. 

Additional suggestions of a more technical narure may be found below, following an 

analysis of the pending bills. 

II. Objectives 

Before explaining the thinking behind these suggestions, let me state my biases. 

After 32 years at the US Securities and Exchange Commission and five as an 

international capital markets consultant with PricewaterhouseCoopers, LLP, I believe that 

good regulation means good business. I strive to promote capital markets that are 

transparent and fair and have as their primary objective the protection of investors. I try 

to encourage high standards of professionalism in selling; reliable valuation., accounting 

and auditing practices and actuarial assumptions that are sound. I advocate regulatory 

strucrures based on "functional regulation" and under which opportunities for affiliated 

transactions, self-dealing and misleading advertising are tightly controlled. I like to see 

"level playing fields" in which the regulatory structure treats all similar products and 

investors in them equally. lntimately, like the Congress, I atn concerned that savings be 

channeled into investments that improve the allocation of capital and capital formation.. 

Those are the objectives that my comments aim to achieve. 

ill. Background 

The Pre-Need Industry. As of 1997, there were 88 Pre-Need Plan Companies with 

total assets ofP 78.8 billion.. They had sold 3.5 billion plans for a gross contract price of 

P170 billion., with gross collections of P40 billion and total benefits paid of only P4 

billion. Plan company paid-up capital was Pl.8 billion and total trust funds were P 20 

billion. [Source: Philippine Federation of Pre-Need Plan Companies, Inc.("Federation") 

Survey, Philippine Daily Inquirer, p.D.1, December 10, 1998.] 

According to information compiled by the SEC from 1997 Trust Fund Statements, 

the 1997 distribution of the portfolio investments of the 24largest Pre-Need Corporations 

with trust fund equity of over P 16.9 billion., representing 94% of total trust fund equity, 

showed that stocks, including net increment, accounted for 26.9 % and real estate and 

appraisal increment in real estate accounted for 26.2 percent of the total. The 

components were as follows: 
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Real Estate 
Appraisal Increment in Real Estate 
Stocks 
Revaluation Increment/Decrement 
Government Securities 
Loans 
Cash/Time Deposits 
Receivables and Other Assets 
Commercial Paper/Promissory Notes 
Other investments (without breakdown) 

Percent 

16.2 
10.0 
25.8 

1.1 
17.0 
10.4 
10.0 
1.9 
1.5 
6.0 

100.0 

F ebruarv 16 1999 

Appendix I, Distribution of Pre-Need Trust Fund Portfolio Assets: 1997, is the SEC 
Table that is the source of this data. 

The industry counted over 200,000 sales persons nationwide. [Inquirer, op. Cit.] Its 
growth continues to be dynamic. According to the Inquirer, 

"SEC Documents show that during the past five years, the industry grew by an 
average 20 percent per year. Total assets rose at an annual average of 30.2 
percent, with net [plan company.] profit after tax posting an average increase of 
28.2 percent per year." [Inquirier. !d.] 

Twins. A Pre-Need Plan is, in essence, the same product as an investinent company. 
' Stripped to their essentials, both offer a security that entitles the holder to participation in 

a collective investment vehicle managed by a professional manager. Pre-Need Plans are 
marketed to the same investors as mutual funds are marketed. Their investment goals 
are similar, providing for education or retirement. Both have been regulated by the SEC, 
but under different regulatory frameworks. Their marketing processes and investor 
protections are very different. 

It was somewhat surprising to learn that the Philippines' investment company 
industry is much smaller than the Pre-Need Industry. The fund industry consists of 15 
companies with total assets of P 3.3 billion as of Dec=ber 31, 1998, managed by II 
management companies. [Source: Investment Company Association of the Philippines 
("!CAP")] !CAP estimates that on that date there were approximately 14,000 investment 
company investors, 6,000 in the 14 Philippine mutual funds and 8,000 in the single 
closed-end company. The contrast that the Pre-Need and Investment Company figures 
present, suggests a need to strengthen the regulation of the Pre-Need Industry. 
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IV. Balancing Logic and Experience in the Choice of the Appropriate Regulator 

Regulatory Choices. The first question that the House of Representatives and, 
ultimately, Congress must resolve is which agency: the Securities and Exchange 
Commission ("SEC"); the Insurance Commission ("IC"); or a newly constituted agency; 
should regulate the Pre-Need Industry. Logic dictates that it should be the SEC. 
Experience suggests further consideration. 

Logic. Pre-Need Plans are securities and not insurance contracts. They are 
securities because they are "investment contracts." The plan beneficiary receives a 
beneficial interest in the profits or earnings, or title to the property, of the issuer. This 
conclusion is buttressed by a series rulings by the U.S. Sean:ities and Exchange 
Commission ("USSEC") relating specifically to "Scholarship Plans.." 1 

On the other hand, pre-need plans are not "insurance contracts" because they do 
not involve a contingent or unknown event, past or future, for which a person having an 
insurable interest may be indemnified. The Pre-need industry have dubbed the plans 
"quasi-insurance" because they may be garnished with optional insurance features such 
as decreasing or level term life insurance, disability insurance or group credit life. These 
merely insure payment and recovery of premiums should the plan holder be unable to do 
so because of death or disability. The insurance feature is an "add-on" which is not 
essential to the basic pre-need plan. Stated differently, "these are the icing on the cake." 
To rely on the insurance aspect as the hook by which to require Insurance Commission 
regulation would be to have the tail wag the dog, a grafted-on tail at that. For these 
reasons, logic would have pre-need plans continue to be regulated by or under the SEC. 

Underwriter, Broker/Dealer Regulation.. By virtue of the fact that they are 
securities, the principal distributor of a pre-need plan is an "underwriter" and those that 
sell them are currently subject to SEC regulations [Revised Rules on Registration and 
Sale of Pre-Need Plans, etc.("SEC PN"Rules''), Feb. 20, 1984, Secs.IO and 11]. The SEC 
PNRules require issuers to be licensed as dealers and securities salesmen to be licensed 
by the SEC. As distributors of "securities," brokers and sales agents would be subject to 
the "suitability'' rules of the securities laws. These rules are sometimes referred to as the 
"Shingle Theory" because as a professional you are required to "know your customers" 
and treat them fairly. Under the rules brokers and agents must not recommend any 
security that would be unsuitable for a customer. For example, it would be a violation for 
an agent to recommend a pre-need plan if the agent knows that the customer does not 
have the ability to continue to make payments and is likely to forfeit his investment. 

' The reasoning on which these rulings are based and the decisions of the United States 
Supreme Court on what constitutes a "security" may be helpful to you. These cases are 
collected in Appendix II. 
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Investment Company Regulation. Classification of the pre-need plan as a 

security, leads to another legislative option. In the U.S. pre-need plans would qualify 

generally as investment companies under the U.S. "Investment Company Act of 1940" 

("ICA") if they promise to pay for a need of an indeterminate amount and 40 percent or 

more of their total assets is invested in investment securities (~ securities other than 

government securities, shares of employee securities companies or majority-owned 

subsidiaries of an issuer that are not investment companies). They would qualify as "face 

amount certificate" investment companies if they promise to pay a fixed amount. 2 You 

will note that the cases held the U.S. Scholarship Plans were not only issuing securities, 

but were investment companies. The U.S. SEC, relied heavily on full disclosure to 

protect investors while acting flexibly to grant exemptions under the Investment 

Company Act ("ICA") to allow the Scholarship Plan to continue in business without 

altering its basic form. Its Findings and Opinion In the Matter of The Trust Fund 

Sponsored bv the Scholarship Club. Inc., ICA Rei. No. 5524, (1968 SEC LEXIS 563) 

(October 25, 1968) states: 

"We are not prepared to assume, in advance, that it will not be possible to 

arrive at a proper presentation, in the prospectus and sales literature as well as 

in the terminology of the plan agreements, which will give adequate, accurate 

and explicit infonnation, fairly presented, as to the nature of the plans." (p.5) 

2 Section 3(a) of the ICA defines an investment company as any issuer which

"(3) is engaged or proposes to engage in the business of investing, reinvesting, owning, 

holding, or trading in securities, and owns or proposes to acquire investment securities 

having a value exceeding 40 per centum of the value of each such issuer's total assets 

(exclusive of govermnent securities and cash items) on an unconsolidated basis.) 

"Investment securities" includes "all securities except (A) governmerlt securities, 

(B) securities issued by =ployees' securities companies, and (C) securities issued by 

majority-owned subsidiaries which are not investment companies. Section 3 (a) (2) 

defines it as any issuer which is engaged or proposes to engage in the business of issuing 

face -amount certificates of the installment type, or has been engaged in such business or 

has any such certificate outstanding." 

Section (2) (a) (15) defines "face-amount" certificate to mean "any certificate, 

investment contract, or other security which represents an obligation on the part of its 

issuer to pay a stated or determinable sum or sums at a fixed or determinable date or 

dates more than twenty-four months after the date of issuance, in consideration of the 

payment of periodic installments of a stated or determinable amount (which security shall 

be known as a face amount certificate of the installment type); or any security which 

represents a similar obligation on the part of a face-amount certificate company, the 

consideration for which is the payment of a single lump sum (which security shall be 

known as a "fully paid" face amount certificate)." 
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"* * *(W)e believe that the critical requirement here ... is that of a full 

disclosure of the fearures of the plans with respect to the forfeirure provisions 

and their consequences." (p. 7) 

You may wish to consider whether, for the protection of investors and to level the 

playing field, pre-need plans should properly be classified and regulated in the same 

manner as "investment companies." If you do not decide that pre-need plans should be 

registered as investment companies, you may wish to apply concepts of investment 

company regulation to them. 

Functional Regulation. Logic does not stop there. It would seem anomalous to 

have an agency other than the SEC interpret provisions and administer a regulatory 

program involving a security. H.B. Nos. 83 and 5483 recognizes in Section 24 that Pre

Need Contract is a "security." Nevertheless, the Bills would require registration with the 

Insurance Commission under the Revised Securities Act and would require that 

registration may be revoked on any ground specified in the Revised Securities Act and 

that the Insurance Commission would conduct hearings to determine whether the sale of 

"any such security should be revoked on any ground under the Revised Securiry Act .. " 

The SEC should be the agency that defines the standards of the laws relating to securities. 

This is "functional regulation." Its theory is that like products should be administered by 

the same agency and be subject to the same standards. Therefore, to promote uniform and 

consistent interpretation of the securities laws it would be best to leave the application 

and interpretation of those laws as they relate to Pre-Need Plans to the SEC, not the 

Insurance Commission. 

The Secondary Market In Paid-up Pre-Need Plan Contracts. There is a 

secondary market in paid-up plans. The combination of transferability, face value well in 

excess of cost and the lack of other short-term debt instruments gives impetus to this 

market. If you own a plan and your needs change you can sell it at a discount or perhaps 

at a premium over face value, but in any event for more than it cost you. I have been told 

that some shrewd investors have bought paid-up plans as a means of speculation. The 

price received will depend upon the creditworthiness of the guarantor plan company, 

nearness to the maturity or availment date of the plan and the commission paid to, or 

mark-up received by, the sales agent who brokers the deal or buys the plan contract from 

you and resells it. This secondary matket is unregulated, decentralized and lacks in 

transparency. These are the conditions that spawn misrepresentations, fraud and sharp 

practices. As a policy matter , Pre-Need Plans should be classified as securities because 

the SEC needs to retain jurisdiction over these instruments in order to police this 

secondary market. 

Experience. While the SEC has improved its capacity over the last few years, it 

still has too many responsibilities that go beyond the regulation of the capital markets. It 

has become the regulator of last resort. It has responsibility for administering the 

Corporation Code and quasi-judicial functions involving inter-corporate disputes as well 

as bankruptcy administration. This range of regulatory responsibilities may have 

distracted it from focusing on more traditional subjects of investor protection such as Pre-
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Need Plans and the sales practices under which they are sold. The Financial Executives 
of the Philippines ("FINEX") Research and Development Foundation "FINEX Report" of 
August 1996 recommended the SEC drop many of those responsibilities in order to focus 
on development and regulation of the capital market. 

While the SEC has been over-utilized, it has also been under-funded and 
understaffed. Since 1978, although under SEC supervision, the Pre-Need Industry has 
lacked transparency. The SEC has focused primarily on trust fund and capital 
requirements. Pursuant to the SEC Pre-Need Rules ("PN Rules") all pre-need 
advertisements must be pre-approved by the SEC. The SEC may inspect Pre-Need 
Companies' books and records and require information to keep them current. It also may 
suspend or revoke issuer's licenses or permits and fine them for violations. Last year the 
SEC filed a case against OCE Plans alleging fraud and rule violations including refusal to 
render service on fully paid plans and diversion of funds. The SEC recently organized an 
ad hoc group to inspect the books and records of pre-need companies for compliance and 
capital requirements. 

The SEC has not treated pre-need plans as requiring special attention. It has not 
required Pre-Need Plan sales agents to meet the more rigorous licensing, testing and 
monitoring standards that mutual fund and securities salesmen must meet. The PN Rules 
allow pre-need salesmen's licenses to be issued upon certification under oath by the 
issuer, that the salesman has been duly trained under a training program approved by the 
SEC. The Rules do not specifY the training standards. 

Nor has the SEC required critical information about plan lapse rates and actuarial 
assumptions to be clearly and prominently disclosed in any pre-need plan offering 
document or prospectus. The industry has taken advantage of differentials in regulation to 
register remarkable growth. Meanwhile, complaints over the operation of the Pre-Need 

' Companies have mounted.. 

• Recently, Zinnia dela Pena of the Manila Times reported that seventeen Pre
need Plan Companies, other than OCE Plans, stopped operating or have been 
ordered dissolved. 

• Spokesmen for the insurance industry complain of unfair competition from 
Pre-need salesmen. They tell us that a pre-need plan salesperson can be 
created in just two hours. They beg for regulation of Pre-Need Companies by 
the Insurance Commission to "level the playing field." This raises concern 
over why the SEC has not controlled access to the Pre-Need Industry by better 
controlling the training, licensing and monitoring of Pre-need salespersons. 

• It is also curious that in view of the huge losses suffered by mutual fund 
contractual plan investors in the late '50s and early 60s, as a result of early 
redemptions of heavily front-end loaded plans, that the SEC has not raised 
questions abou;t the similarly front-end loaded fee structure of the Pre-Need 
Plans and its consequences to investors whose payments lapse. 
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• The Pre-Need Industry has recognized the need for improved regulation to 

help to raise standards, up-grade its image, increase public trust and 

confidence and provide it greater respectability. 

Chairman Yasay of the SEC earlier said that the SEC was most qualified to 

supervise the pre-need sector and pledged to create a separate department, presumably 

fully staffed, to do it. However, the SEC has not taken an institutional decision on which 

agency should regulate the Pre-need industry. It would defer to the judgment of the 

Congress in that decision. The SEC has several full time staff mathematicians who 

function as "semi-actuaries," but who are not supervised by an actuary. The SEC hires 

consulting actuaries from industry from time to time as needed. While beneficial, this 

does not provide the continuity, supervision or independence that a Senior SEC Staff 

Actuary would provide. 

An SRO Alternative. Several of the proposed bills would require any pre-need 

company to be a member of the Federation. At present 63 of the 88 registered Pre-Need 

Companies are members. Among other things, the Federation is dedicated to 

"promot(ing), protect(ing) and safeguard(ing), the welfare and interest of pre-need plan 

companies and plan holders, and of the pre-need plan industry in general." 

The Federation has already taken steps along the path of self-regulation. It has 

adopted a Code of Ethics that includes advertising standards, general financial capacity 

provisions and sales practice provisions to protect against unfair competition and sharp 

selling practices. A Committee or Regulatoty Body may be formed to hear and decide 

alleged violations. Violations are punishable by fines or suspension or revocation of 

membership. Federation President, Atty. Eliseo Dizon, is looking to strengthen this Code. 

The Federation has also taken an active interest in promoting higher professional 

standards. It has proposed its own version of a Code. It also proposes to create a training 

institute. The Federation has proposed to the SEC that membership to the Federation be 

compulsory. "We want to police ourselves and help the SEC through self-regulation," 

said Dizon. In his vision, the sales agent of the future 

"will look to the job of selling as a dignified job, because they won't be just 

agents. They will be financial counselors who are not after the plan holder's 

money but are concerned with their client's future needs." (Inquirer, op. cit.) 

This is a platform worthy of an SRO. Before building, one must test the ground, 

on which the building will stand, match words to deeds. The Federation has been in 

existence since October 1990. Since that time has enjoyed a continuous and active 

dialogue with the SEC and a smooth exchange of ideas between the two bodies. Why, 

one might wonder, have the excellent sentiments it has expressed not yet been converted 

into meaningful actions? Also, when testing the ground, we must remember that the most 

successful SROs are those with a strong SEC/regulator watching over them. 
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v. Proposed Legislation 

A. Features 

The Pending Bills. The pending Bills offer a number of improvements in 
regulation which will strengthen the protections offered to plan holders, primarily 
through stronger reserve requirements, greater reliance on independent trustees, verified 
information about assets and establishment of a "Planholder's Protection Fund". One 
major difference between them is choice of the regulator. H.B. 83 as well as the 
Federation proposal and S.B. No. 1217 say it should be the Insurance Commission; 
H.B.No.l611 and S.B. No. 1424 say the SEC. 

Other than the difference in the regulator, and authority to establish a Planholders' 
Protection Fund, they appear to be virtually similar. They would establish a "Pre-Need 
Plan Securities Code." ("Code"). H.B. 83 would require registration with the Insurance 
Commission. All of the House Bills set minimum capital requirements and require 
registrants to be members of the Federation. 

Planholder Recovery. One noteworthy difference is from a Senate Bill, S.B. No .. 
1187, the main focus of which is on what may be recovered by defaulting plan holders. It 
would increase the percentage of payments recoverable by a plan older who terminates 
early from 5 to 20% during the first two years and accordingly thereafter. This is a 
positive step in the right direction, but still a small one. 

Trust Fund and Reserve Requirements. All the pending House Bills would 
establish a bank administered trust fund, a schedule of deposits into the'trust fund and 
subject the fund to periodic valuation by an actuary. The policies, portfolio /mix and 
manner of gove=ent of the trust fund would be spelled out in the trust agreement which 
would also limit investment in "related" interests of the plan company and its officers and 
directors. They would also require each plan to establish a liquidity reserve fund of at 
least 10% of the trust fund, but not less than P500,000. · 

Contractual Rights. The Code would require a plan company to comply with its 
contract upon full payment of the contract price, limit amendments to those with approval 
of the plan holders and the Commission and provide for reinstatement periods and 
minimum termination values. 

Financial and Actuarial Soundness. Each company would be required to hire a 
qualified actuary who would be directly responsible for all actuarial work of a plan 
company. Companies would be required annually to determine their financial stability 
and solvency in accordance with actuarial standards of the Actuarial Society of the 
Philippines and submit to the Commission an audited financial statements and an annual 
report in accordance with uniform accounting standards prescribed by the Commission. 
The financial statements would need to be published in two newspapers of general 
circulation. 
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Remedies. All the House Bills also provide for suspension or revocation of a 

license or permit of a Pre-Need Plan and of the permit to sell such security, or for 

withdrawal of registration by the issuer. It also gives the regulator jurisdiction to 

adjudicate all plan holder complaints against pre-need sales associates, solicitors and /or 

issuers, as well as among issuers. It would also provide penalties tor issuance or sale of 

overpriced plans . 

Planholders' Protection Fund. A key feature of H.B. No. 83 and 5483, not 

found in H.B. No. 1611, is the authority it would give the Commission to establish a 

Planholder's Protection Fund to compensate planholders for the extraOrdinary losses or 

damage they may suffer due to failure or insolvency of a pre-need company. 

Administrative Sanctions. The Commission would also have the authority, after 

proper notice and hearing to impose administrative sanctions ranging from suspension 

and revocation of licenses and permits, fines disqualification of individuals from certain 

officers in issuers, among others penalties. 

B. Comments 

Specific Comments- I would like to mention a few specific comments on the 

proposals now under consideration. Please consider 

• increasing the paid-up capital requirements from P10 toP 50 million and the 

liquidity reserve to 10% but not less than PSOO,OOO in order to assure more 

adequate capitalization of the industry; 

• establishing a Plan Holders Protection Fund to cover plan holders of failed 

companies; 

• eliminating any requirement that any portion of trust assets be invested in 

Countryside and Business Enterprises established under RA 6810 and low

cost housing programs of the government in order that trUStees be free to 

exercise their best judgment on the merits of an investment in accordance with 

the highest prudential and fiduciary standards; 

• omitting any power to limit the registration of pre-need companies to prevent 

"overcrowding and undue competition" because it would tend toward 

creating monopolies and overriding the market's judgments; 

• providing valuation standards that require real estate which is worth less than 

it cost to be valued at current market value because it provides sounder more 

realistic valuations; 

• assuring that there will be no affiliations berween the pIan company and its 

trUStee, no direct or common control, no cross ownership, no relationships 
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with officers, directors or other insiders so as to strictly protect against the 
conflicts of interest which are built into the management structure and "" 
historically have plagued the management of investment funds; and 

• making explicit the fiduciary standard "utmost faith, care and prudence 
required by a fiduciary relationship" as the standard to be observed by a 
Trustee. 

General Comments. While almost every Bill offers improvements over the 
present situation, none deals with what is most needed: a disclosure-based approach that 
would give prospective purchasers a clear understanding of their chances of realizing the 
"guaranteed" benefits. 

Sales Agent Qualification. None of the Bills prescribes stringent trammg, 
testing, licensing and monitoring of pre-need plan sales agents. No Bill goes very far to 
change significantly the front-end load sales load structure that inflicts heavy losses on 
the many plan holders who fail to complete their payments. Although one Bill, S.B.No. 
1187 moves in this direction, the minimum deposit refund provisions of the Bill would 
not change sufficiently or improve the plight of the plan holder whose plan lapses. 

Lapse Rate Disclosure. As noted above, Pre-Need Plans are sold on the basis of 
guarantees to purchasers. They are risk averse and are looking for certainty. Yet, 
experience may show that the Pre-Need Contract is a high-risk product. Potential pre
need plan purchasers need to understand the actuarial assumptions on which their plans 
are based. They need to see what the actual lapse rates of each plan have been before they 
buy. Congress needs to know this before it legislates. 

I have asked the SEC to provide a sampling of actuarial assumptions on/ which the 
educational plans of the largest pre-need companies are sold. They ·are a critical 
prerequisite to inform this legislative effort. Other critical in-puts are the amounts of 
investor losses, agent turnover rates, agent sales tactics, what kinds of assets and what 
percentage of each do individual pre-need plans invest in, how are Pre-Need trust assets 
valued, especially real estate and what are the rates of after tax returns on pre-need plans 
and other comparable investment alternatives. 

US SEC Face-Amount Certificate Study. In 1969, the U.S. Congress 
considered some of the same issues now facing the Philippine Congress with respect to 
Pre-Need Plans. The United States Senate, while considering amendments to the 
Investment Company Act of 1940, asked the SEC for a study of face amount certificate 
companies to determine, among other things: 

• current redemption rates on face amount certificates; 

.... 

• the percentage of investors who suffered losses on their purchases of these iool 
certificates; 

• the sales techniques used by face-amount certificate companies and the 
economic classifications of those persons purchasing such certificates; loi 
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• the after taX yields obtainable on similar alternative investments; and 

• the economic impact on the securities indusny which would result if the front

end load on face-amount certificates were abolished. 

A copy of the SEC Summary of that Study is attached as Appendix ill to this 

Comment It bears on the present legislative effort because of the similarities of pre-need 

plans and face-amount certificates, the high turnover, high incentive pay sales forces used 

to sell them, the high incidences of lapses and the relevance of the inquiries which the 

U.S. Senate made to the legislative process. With the addition of information about the 

investments made by Pre-Need Plans and their valuation, the U.S.SEC Study could serve 

as a model for the Philippines Study of the Pre-Need Indusny. 

As a result of its Study, the US SEC required front-page prospectus disclosure of 

lapse rates of face-amount certificate companies. Congress limited front end sales loads 

to 20 % instead of 50%, so that in no event would less than 80 % of the gross payments 

made on the certificate be recoverable. This provision was equal to the sales load 

permitted on front-end loaded periodic payment contractual plans sold by other types of 

investment companies. The U.S. investment company industry prospered. Face .A.mount 

Certificate companies were then a small part of that indusny and are a smaller part of a 

booming U.S. fund industry today. Their sponsors and sales agents sell a wide variety of 

other securities. 

VI. Recommendations and Conclusions 

Analysis. The choice of which agency should regulate the Pre-Need Industry 

should not depend solely on whether the Pre-Need Contract is defined as a "security," 

"insurance" or "quasi-insurance". Definitions are important, but the consequences of the 

choice of regulator are more important Key questions to ask are: 

• Which classification and regulatory strocture provides the best protection for 

investors? 

• Which regulatory scheme would provide the best fit to the product and thus 

result in the most level playing field? 

• Would one or the other choice distort the over-all regulatory strUcture? 

• What are the differences in the regulatory approach of the competing 

agencies? 

• What role, if any, would the "Federation" be willing and able to assume in 

the regulatory process? 

• Which agency will provide the greatest transparency to investors? 
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• Which agency and regulatory structure will promote berter capital allocation and capital formation? 

Consider Regulatory Philosophy. In choosing the appropriate regulator, the House of Representatives may wish to consider the differences in the philosophy of regulation of the SEC and the Insurance Commission. Normally, the SEC thinks in terms of disclosure so that an investor can make an informed investment decision. The Insurance Commission thinks in terms of assuring that the premises on which payment is based are sound and that the insured will receive the benefit of his bargain. The SEC also has regulatory functions with respect to investment companies and is responsible for policing fraud and misrepresentation in secondary markets. 

Level the Playing Field. Congress, the SEC and the public may wish to consider mutual fund type regulation as a model for Pre-Need regulation. A pre-need plan holder receives far fewer protections than an investor in a mutual fund. Pre-need plans are sold by high turnover sales forces compensated through a heavy front end load commission structure which punishes investors who fail to make payments and whose plans lapse. Mutual funds may be sold only with level loads. Pre-Need Plan sales agents may receive very little training. They are not subject to the more rigorous testing and monitoring that are required of mutual fund, insurance and securities salesmen. 

Require Transparency. Pre-Need Plans are not transparent. Mutual funds disclose their risks and expenses and their investment portfolios. Plan holders generally are risk averse. Plans are sold on the basis of the guarantees they offer. Plan holders do not receive information in advance about the company's lapse assumptions and lapse experience. They need this to alert them to how risky the product is. There is a high risk that lapses will erode most of their investment. 

Mutual funds also disclose their performance. A fund investor can compare rates of return of investment companies everyday in a local newspaper. A Pre-Need plan holder sees only the ultimate amount that is guaranteed by the plan, but cannot compare it with the compounded rate of return on a bank deposit or the total return or average annual return on a mutual fund or investment company. 

Consider Investment Company Style Regulation. Pre-need companies, like investment companies or mutual funds, present a unique regulatory challenge. They 

... 

involve large amounts of liquid assets often managed by persons not personally known to 1. the plan holders and who may also be associated with larger enterprises involved in other businesses. In view of the possible conflicts of interest that their structures can engender, as evidenced by the suspension of operations by several pre-need companies, Pre-Need Plans require special protections, beyond the trust provisions of the proposed bills. Every phase of investment company regulation is guided by the broad general principle that as trusts, their trustees, asset management companies and the persons involved with them must observe the highest duty ofloyalty to the beneficiaries of the trust. Investors in such intangible products require the kinds of special protections offered by investment company regulation. 
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Among other things, in addition to providing the utmost transparency to assure 

that investors have complete information on which to base an investment decision, those 

protections would: 

1. 
2. 
3. 
4. 
5. 
6. 
7. 

Prohibit various forms of self dealing; 
Provide economic regulation of the remuneration of affiliates; 

Restrict unsound capital structures; 
Require clear disclosure of investment objectives and policies; 

Protect the physical integrity of assets; 
Assure fair valuation of investor purchases and redemptions; and 

Assure that investors receive accurate periodic reports about the funds and what the 

funds invest in. 

If the House of Representatives agrees that pre-need plans should be regulated 

like investment companies a host of needed protections could fall into place. The playing 

field would immediately be leveled. In addition to the legal basis for applying the 

definition of"investment company" to Pre-Need Plans, there are perhaps two overriding 

policy reasons: 

1) To provide equal protection to all investors in similar intangible collective 

investments the structure of which involves possible conflicts of interest. 

2) To not allow the regulatory framework to provide one or the other product a 

competitive advantage and thus favor it or even pre-ordain the investor's 

choice. 

Conclusions. !.) Pre-Need Plans are Securities: Strengthen the SEC's Ability 

to Regulate Them. Classifying the pre-need plan as a "security" provides the best 

protection for investors because it accords with reality. It would not diston the regulatory 

structure. The pre-need plan is not insurance or even 'quasi-insurance.' Insurance is 

merely an optional add-on. After balancing logic and experience as well as considering 

alternatives, I favor leaving jurisdiction over Pre-Need Plans with the SEC, on condition 

that it create a separate department for pre-need plan regulation. Such a department 

should be adequately staffed with capable well-trained people, including a full-time 

senior actuary. Competition combined with full disclosure, including portfolio disclosure, 

and elimination of distortions in the pricing structure caused by the front-end load would 

promote better capital allocation and capital formation. 

2.) Organize an Objective Comprehensive Study of the Pre-Need Industry 

Modeled on the US Face-Amount Certificate Study. A sound legislative program for 

the regulation of Pre-Need Plan Companies would stan with a study similar to the Face 

Amount Certificate Study. It would help to better understand: 

• the need for disclosure of: 

• lapse rates, amounts, incidence and degree oflosses 
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• performance 
• investment portfolios; and 
• policies; 

• the operation of the secondary market in paid-up plan contracts; and 
• the value and liquidity of the assets, including real estate, that back plan 

guarantees. 

What will be learned about the incidence and degree of losses, sales agent turnover rates, 
rates of return and pre-need company investments will be of overriding importance to 
legislative decisions and the protection of Philippine investors and savers. 

3.) Authorize Creation of An SRO to Regulate Brokers, Dealers and Sales 
Agents of Non-Exchange Traded Securities. To assist it in providing informed 
knowledgeable regulation, you may wish to authorize the creation of a single SRO for the 
regulation of all brokers, dealers and agents who offer and sell securities that are not 
listed on an exchange. As a starting point, inclusion of both Federation and ICAP 
representatives, in addition to representatives of other securities firms, among its 
directors would provide for greater expertise and impartiality and add a further dimension 
of checks and balances. The best model for this is the U.S broker/dealer regulatory body, 
the National Association of Securities Dealers, Inc. (the "NASD''). 

4.) Set Forth an SRO Agenda: Develop a Corps of Professional Investment 
Advisors. It will be most important for the SEC or an SRO to undertake a vigorous 
testing, licensing and monitoring program to develop a corps of professional brokers, 
who are familiar with a wide variety of products and would be prepared to act as bona 
fide financial advisers, able to put their clients' needs above their need to sell a specific 
product. The SRO should also review all fund and pre-need advertising in accordance 
with its advertising code. Of course, any SRO would have to be supported by its 
members, both through their commitment to self-regulation and financially, and would 
have to be subject to strict oversight by a vigilant and forceful SEC. 
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Table 1 • Amount and Percentage Distribution of the 

Investments Portfolio of the Trust Fund Assets 

of Twenty-four Large Pre-Need Corporations: 1997 

( Amount in thousand pesos ) 

1997 

Type of Component Amount 
----· 

Total Trust Fund Assets P16.909.682.1 

Cash/Time Deposits 1,692,827.7 

Commercial Papers/Promissory 

Notes 
260,064.3 

Government Securities 2,870,843.5 

Loans 
1,761 '103.8 

Stocks 
4,364,014.7 

Revaluation lncrement/Decremen t 178,416.0 

Real Estate 2,732,214.0 

Appraisal Increment in Real Estate 1,691,407.1 

Bonds/Sill Discounts/Premium 

Amortization 

Other Investments !I 

Receivables and other Assets 

Too small to show distribution. 

n.a. Not available. 

Included investments without breakdown . 

12,486.8 

1,022,897.7 
323,406.5 

Source of Data: 1997 Trust Fund Statements of twenty-four large pre-need 

corporations with trust fund equity representing 94% of the total. 

Prepared by: 

Pre-Need Division 

Percent 

to Total 

100.0 

10.0 

1.5 
17.0 
10.4 
25.8 

1.1 
16.2 
10.0 

0.1 
6.0 
1.9 

Brokers and Exc!"langes Department 

Philippines, Securities & E.'change Commission 

11-15-98 mt~g 
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Statement of Lewis J. Mendelson 

Capital :Ylarket Consultant 
on 

The Pre-~eed Securities Code ("Code") 

H.B. :"ios. 83, 5483, and 1611 

Eleventh Congress, First Regular Session 

Thank you for this opportUnity to express my strong support for the Corrun.irree·s 

efforts to create a Pre-~eed. Securities Code ("Code") in order w provide a sounde~ 

srrucrure for the comprehensive regulation of Pre-Need Plans and those who sell me:n. I 

have prepared more complete Comments that I have submirted co the Com.Tirtee. The 

statement I am making now summarizes my conclusions. For a fuller explanation of my 

views, please refer to that comment. 

Before considering the Pre-?-ieed Securities Code, let :ne request mat we focus first 

and foremost on investors who need the protections your legislation c:m provide and me 

sales agents who sell Pre-~eed Plans. We are not talking about \ve:lithy or soph.istic:ned 

clients whose brokers in Manila are calling to te!l them to invest in .-\yala Land or San 

Miguel Corp. ?vfore likely, we are looking at newly-weds. young proiessionais. te:!c2:.ers. 

small entrepreneurs and shop owners and many orher first time investors across e;':e 

Philippines who are placing their hard-earned savings and their hopes for the furure in 

this product. The plan holder is likely to have very little savi.Ttgs. \Vhe:1 hard times come. 

plans lapse and Plan holders suffer stiff penalties. 

The Pre-~eed Industry has over 200,000 sales people located tbiou~hout the 

Philippines. Few are full-rime. Most have other jobs and sell almost exclusively to their 

friends and relatives. There is high rumover among them. Once they have sold their 

friends and relatives they remain sales agents in name only. 

:'v1y comments are about what the law you are enacting can do to give investors a 

fairer deaL They are about how you can protect a significant proportion of them tram 

losing most of the money that they put into pre-need plans. :Yly subtex< is about ·.vhat ill<! 

law can do to help to rum pre-need sales agents into financial <J.dvisers so that chey c::n 

become true professionals, improve their starus and offer :he!r clients me:mingful choices 

that meet their needs. An additional theme. is how can the Code he!p to chai"l.!1e! ;a,·ings 

into more productive enterprises that will benefit Phiiippine indusrr;: :md :he <:concmy. 

and ultimateiy help to cre!He capital. 

The Biils that you are considering go a long ·.vay :o ... va.rd cst:!Oiish.ing::. sounCe:

reguiatory strttcture. Hov..·ever. to ac~ieve ~he ~Oitious g:oa!s ;us uutED.~d: :o ;;ro~:iC~ 

me:L.TJ.ingfui protec~ions ro investors: :he:-e :s J. need :o ::sk di:"Ec:..:i: ~;;:!st:icri.s \vhic:: :::!.l:e 

nor ye':: come to [he surface. Tne ~S~'--e!"S :o rhese quesiiocs shcl!:d =:e:? you ~o ~:.!Ke 

sound :egis~J.tive decisions. 
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First suggestion. To make your job as legislators easier, my first suggestion is 
that you require an independent, objective and comprehensive study of the Pre-Need 
Industry which would provide you with answers to fundamental questions. There is a 
precedent and a model for such a Study in the experience of the United States. 

US SEC Face-Amount Certificate Study. In 1969, the U.S. Congress considered 
some of the same issues now facing the Philippine Congress with respect to Pre-Need '-' 
Plans. It focused on an instrument called a "face-amount certificate" which was a security _ 
issued by a special kind of invesrment company. The United States Senate, while 
considering amendments to the Invesrment Company Act of 1940, asked the SEC for a '"' 
study of face amount certificate companies to determine, among other things: 

• 
• 

• 

current redemption rates on face amount certificates; 
the percentage of investors who suffered losses on their purchases of these 
certificates; 
the sales techniques used by face-amount certificate companies and the 
economic classifications of those persons purchasing such certificates; 

• the after tax yields obtainable on similar alternative investments; and .., 

• the economic impact on the securities industry which would result if the front
end load on face-amount certificates were abolished. 

A copy of the SEC Summary of that Study is attached as Appeooix III. to my full 
Comments. It bears on the present legislative effort because of the similarities of pre-

iol 

need plans and face-amount certificates, the high turnover, high incentive pay sales forceS,.. 
used to sell them, the high incidences of lapses and the relevance of the inquiries which 
the U.S. Senate made to the legislative process. With the addition Of information about 
the invesrments made by Pre-Need Plans and their valuation, the U.S.S;EC Study could Iii! 
serve as a model for a Philippines Study of the Pre-Need Industry. 

Based upon the information provided in such a study you would be much better 1;oo1 

able to evaluate the need to: 

• inject greater transparency requirements into the regulatory structure, l;ool 

including prominent disclosure of actuarial assumptions and lapse experience 
in an offering document; 

• insist on improved procedures for training, testing, licensing and monitoring 
salesmen ro assure industry-wide professional sales practices: 

• 
• encourage the Federation of Pre-Need Plan Companies (the "Federation") and 

the Investment Company .-\ssociation of the Philippines (''[C.-\P") and others 
to tonn jointly a Self-Regulatory Organization ("SRO")wirh powers similar toliool 
those which would be granted ro IC.-\P under Section +2 of RlC.-\: 
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• reduce the severity of plan holder losses from lapses, perhaps by leveling front 
end loads; and -

• consider providing pre-need plan holders prorec:ions comparable to those that 

would be provided to mutual fund shareholders under the proposed RICA., 
including possibly by defining Pre-~eed Plan Companies invesanem 
companies such as those in the FS. that issue installment tace-amoum 
certificates. 

Second Suggestion. After balancing logic and experience as we!! as considering 

alternatives, I recommend leaving jurisdiction over Pre-~eed Plans \viL'I the SEC. I 

believe the best form of regulation would be to apply traditional disclosure based 

principles of securities regulation to such plans. This would give investors the 

opportunity imo make better informed investment decisions. 

SEC Regulation is Good Law and Good Policy. :VIy suggestion is based on the 

conclusion that pre-need plans are securities, nor insurance contracts. They are securities 

because they are "investment contracts." Tne plan beneficiarj receives a beneficial 

interest in the profits or earnings, or title to the property, of the issuer. Tnis conc!usion is 

burtressed by a series of rulings by the u.S. Securities and Exchange Commission 

("USSEC") relating specifically to ·'Scholarship Plans." Tne reasoning on which these 

rulings are based and the decisions of the United States Supreme Court on what 

constitutes a "security" may be helpful to you. These cases are collected in Appendix II. 

As a policy maner, classifying the pre-need plan as a "security" provides the best 

protection for investors because it accords with reality. It would not distort the regulatory 

structure. The pre-need plan is not insurance or even 'quasi-insurance.' Insurance is 

merely an optional add-on. I would hope that the SEC would create ·a separate department 

for pre-need plan regulation. Such a department should be adequately staffea "•ith 
capable well-trained people, including a full-time senior actuary. Llrimateiy, competition 

combined \vith full disclosure, including portfolio disclosure, would promote better 

capital allocation and capital formation. 

Third Suggestion. To assist the SEC in providing informed knowledgeable 

regulation, you may \vish to authorize the creation of a single SRO tor the reguiarion of 
all brokers. dealers and agents who offer and sell securities <hat are not lis;ed on an 

exchange. As a starting point. inclusion of both Federation and iCA.P represenrati,·es. in 

addition to representatives of other securities firms, among its direc:ors wouid provide for 

greater expertise and impartiality and add a further dimension of checks and balances. 

The best model for this is ;he T.:.S broke:::·dealer reg!.liaror:: body. :he );ationai 
Association of Securities Dealers. Inc. (the ··~.-\SD''). 

It will be most impor;:ant: for rhe SEC or an SRO to ur..de:!a.i(e a ;;igorous testing~ 

licensing and monitoring progr:u"'!l to develop a corps of professionai broKe:s. ~.vh.o :ue 

famiiiar \vith :1 \vide v~rie~ or" ;;roducts ~nd \vouid ::,e ?re;Ja:-e::! ~o ac: :lS bone f?.de 
tinancial advisers. :::tbie :o put the!r C:ie~ts· nee~ above their neeC w seH .:1 :speci:1c 

produc:. The SRO shouiC .1.lso :-evie'.v .1.11 fund :md pre~nee~ aC\·e~:sing !n J.C(:ord:mce 
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with its advertising code. Of course, any SRO would have to be supported by its 
members, both through their commitment to self -regulation and financially, and would 
have to be subject to strict oversight by a vigilant and forceful SEC. -

Fourth Suggestion. Please consider some Specific Comments on the pending Bills. 
Consider: ""' 

!. increasing the paid-up capital requirements from PlO toP 50 million and the 
liquidity reserve to 10% but not less than P500,000 in order to assure more 
adequate capitalization of the indiustry; 

2. establishing a Plan Holders Protection Fund to cover plan holders of failed 
compames; 

3. eliminating any requirement that any portion of trust assets be invested in "'"' 
Countryside and Business Enterprises established under RA 6810 and low-cost 
housing programs of the government in order that trustees be free to exercise their 
best judgment on the merits of an investment in accordance with the highest ""' 
prudential and fiduciary standards; 

4. omitting any power to limit the registration of pre-need companies to prevent. 
"overcrowding and undue competition" because it would tend toward creating 
monopolies and overriding the market's judgments; 

5. providing valuation standards that require real estate which is worth less than it 
cost to be valued at current market value because it provides sounder more 
realistic valuations; 

6. assuring that there will be no affiliations between the plan company/and its 
trustee, no direct or common control, no cross ownership, no relationships with 
officers, directors or other insiders so as to strictly protect against the conflicts of 
interest which are built into the management structure and historically have 
plagued the management of investment funds; and 

7. making explicit the fiduciary standard "utmost faith, care and prudence required 
Iii by a fiduciary relationship" as the standard to be observed by a Trustee. 
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February 24, 1999 

RON. JOSE J.VlACARIO L. LAUREL 

Chairman 
House ofRepresentative 

Batasan Hills, Diliman, Quezon City 

Dear Cong. Laurel: 

I was pleased to have the opportunity to comment on February 16, 1999 on the 

Committee's efforts to create a Pre-Need Securities Code ("Code"). As I explained then, 

the investors who need the protections of the Code are most likely to be first time 

investors: newly-weds, young professionals, teachers, small entrepreneurs and shop owners 

who are likely to have very little savings. When hard times come, and their plans lapse 

they will suffer stiff penalties. 

My goal was to suggest ways to: 

• give those investors a fairer deal, to protect a significant proportion of them from 

losing most of the money that they put into pre-need plans; 

• improve the status of pre-need sales agents by turning them into financial ad'>'isers 

who can offer their clients meaningful choices that meet their needs; and 

• channel savings into Philippine industry and the economy, and ultimately help to 

create capital. 

I made four suggestions: 

--,·. , 

1. Require an independent, objective and comprehensive study of the Pre-Need 

Industry, using as a model the 1969 US SEC Face-Amount Certificate Study. 

the summary of which was included as Appendix m. Such a study would 

enable the Congress to evaluate better the need to: 

• inject greater transparency requirements into the regulatory strUcture: 
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• improve procedures for training, testing, licensing and monitoring salesmen ... to assure industry-wide professional sales practices; 

• encourage the formation of a Self-Regulatory Organization ("SRO") for ... broker dealers and sales agents; 

• reduce the severity of plan holder losses from lapses, perhaps by leveling ..., frontendloads;and 

• consider protections comparable to those that would be provided to mutual ""' fund shareholders under the proposed RICA. 

-
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2. Leave jurisdiction over Pre-Need Plans with the SEC because pre-need plans are 

securities, not insurance contracts, and instruct the SEC to apply traditional 

disclosure based principles of securities regulation to such plans so that 

investors have the opportunity to make better informed investment decisions. 

3. Authorize the creation of a single SRO for the regulation of all brokers, dealers and 

agents who offer and sell securities that are not listed on an exchange modeled 

on the National Association of Securities Dealers, Inc. (the "~ASD'.). 

Emphasize the need for SEC or an SRO to undenake a vigorous testing, 

licensing and monitoring program. Require it to establish a Code of Fair 

Practices; review all mutual fund and pre-need advertising in accordance \vith 

its advenising code; design it to be self-financing; and have it subject to strict 

oversight by a vigilant and forceful SEC. 

4. Consider seven specific comments on the pending Bills. 

L 
2. 

Increase the paid-up capital and reserve requirements; 

Establishing a Plan Holders Protection Fund; 
Eliminate any requirement that any ponion of trust assets be invested in 

government programs; 
4. Omit any power to limit the registration of pre-need companies; 

5. Provide valuation standards that require real estate which is worth less than 

it cost to be valued at current market value; 
6. Assure that there will be no affiliations between the pian company and its 

trustee, no direct or common control, no cross ownership, no relationships 

with officers, directors or other insiders; and 
7. Make explicit the fiduciary standard "utmost faith, care and prudence 

required by a fiduciary relationship" as the standard to be observed by a 

Trustee. 

As I indicated during the hearing, I would be pleased to discuss 'vith you or your 

staff, the concepts presented in my comments or to answer any other questions related to 

this matter. 

Sincerely yours, 

Lewis J. Mendelson 
Capital Market Consultant 
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LEVEL THE REGULATORY PLAYING FIELD 

A. Help the Philippines Capital Market to Become Stronger and More 

Competitive 

1. Better allocation of capital. 

• The Philippines has a very low savings rate relative to many of its neighbors in 

South East Asia. 

• To be competitive the Philippines needs to marshal as much of its assets as 

possible into productive investment. 

• Find a way to encourage savers to invest in more productive enterprises. 

• Where there is abundant information about the securities offered, investors are 

able to make more intelligent choices and through their collective choices the 

market allocates capital. 

2. Pre-Need Plans Take in a lot of money, 

but contribute very little to the 
Development of the Capital Market. 

Many Filipinos invest in Pre-Need Plans. 

Bv vear- end 1997. 

Pre-Need Companies had: 

• sold 3.5 million plans for a gross contract price ofP170 billion. 

• gross collections ofP40 billion and total benefits paid of only P4 billion. 

• Total assets ofP 78.8 billion. 

At vear-end 1998 

• Common Trust Funds ("CTFs")---P 90 billion 

• Investment companies P 3.3 billion. 
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3. Follow the Pre Need money collected. 

• A relatively small portion of plan holder's payments or trust fund assets reaches 
the securities markets: 

• Out of gross collections of P40 billion, only P5 billion or P 6 billion is invested 
in stocks. Because: 

• Only 40 percent of what a pre-need plan holder invests must be placed in trust 
and invested in his behalf. 

• Only 5 percent during the first year after investment in a five year plan. 

• Total pre-need trust funds at year-end 1997 were P 20 billion. 

B. 

• Stocks (including net increment) accounted for 26.9 % of trust fund assets 
= roughly P5 to P6 billion. 

• Because of the lack of prudential investment standards and 
rigorous controls on related transactions, some portion of those 
funds could be invested pet projects of the plan company 
managers. 

• Real estate accounted for 26.2 % of the total 
(including a 10% appraisal increment) . 

What the Pre-Need Plan Purchaser Needs to Know 

• For the market to improve the allocation of resources, investors will need to be 
given more information --- re-educated. 

• Traditional offer document risk disclosure. 

(Although they will vary from plan to plan, risk factors that could apply to many 
plans and which might influence an individual investment decision and the 
allocation of capital, if disclosed) 

• How much of what I pay goes to work for me? 

Only 40% of your money will be invested on your behalf over the pay-in 
period of your installment contract, and only 5% during the first two years; 

• How much does the sales agent get? 

Based upon the 1997 distribution of the portfolio investments of the 24largest Pre-Need Corporations 
with trust fund equity of over P 16.9 billion, representing 94 %of total trust fund equity. 
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Your sales agent will receive 50% of the payments you make during 

the first year of a five year plan, or first two years of a ten year plan; 

• What are the chances of a plan lapsing? 

The success of this plan depends upon a large percentage of individual 

plans lapsing; 

• What is the lapse experience on this plan? 

The lapse experience on this plan is that more than (some percentage) 

(50%) (60%) of plans sold have lapsed before reaching their availment 

date: 

• What happens to my investment if my plan lapses? 

If your plan lapses, you are likely to lose more than half of your 

investment; 

• What's the rate of return that the plan pays? 

A typical plan pays a rate of between 3% to 7% per year depending 

how long it is held, or an average annual return of approximately 5% 

• How does that compare with inflation? 

It's less than the 8% average rate of inflation over the past five years, 

thus the real rate of return on this investment over that period has been 

negative; and 

• Does the trust fund invest in anything risky or that may not be properly 

valued? 
Of the money invested in the plan trust fund, a large portion has been 

invested in real estate which may currently be over-valued and illiquid; if 

this condition continues it may affect the plan company's ability to 

meet the "guaranteed" amount of your plan. 

C. Who will educate investors? 

• The Pre-Need Industry has over 200,000 sales agents located throughout the 

Philippines. 
• Few are full-time. Most have other jobs and sell almost exclusively to their 

friends and relatives. 

• They receive a high commission in the form of a front-end load on each 

installment plan that they sell. 

• There is high turnover among them. Once they have sold their friends and 

relatives they may remain sales agents in name only. 

• SEC rules allow pre-need salesmen's licenses to be issued simply upon 

certification under oath by the issuer (pl01z compa11y), that the salesman has 

been duly trained under a training program approved by the SEC. The rules 

do not specify the training standards. 
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• These sales agents, armed with Pre-Need sales literature, are the people who have 
direct contact with a large segment of young or first time investors who are 
potential long-term investors. 

• Under the SEC's present non-disclosure policy, or under regulation by the Office 
of the Insurance Commission, these sales agents (even if subject to more 
stringent licensing requirements) would provide those investors with 
whatever information they are going to get. 

• Those sales agents are the persons that are influencing a 
significant portion of capital allocation in the Philippines. 

D. "Full Disclosure, a better way." 

• Full disclosure is a better way to educate and protect investors 
and to allocate investments to the capital market. 

• As securities, pre-need plans have been and should continue to be subject 
to SEC regulation. 

• The SEC has not yet required the kinds of disclosures outlined above. 
SEC Chairman Y asay testified on February 16, 1999, to the effect that if 

... 

the SEC were to treat Pre-Need Plans like other securities, it would i..J 
have to require full disclosure of the risks involved in investing in 
them. 

The US SEC when confronted with a similar question involving Scholarship Plans in 
1968, opted for full disclosure. It stated: 

"* * *(W)e believe that the critical requirement here ... is that of a full 
disclosure of the features of the plans with respect to the forfeiture 
provisions and their consequences." (p. 7) 

• The Philippines SEC could require that pre-need plans, just like any other 
offering of securities, 

D. 

• provide investors an offering document or prospectus which complies with 
SEC rules and provides the information and education that traditional 
SEC risk disclosure would provide. 

Proposed Amendments to the Securities Act of 1999 and the PreNeed Code 
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F. 

.. 

• Section 13 of the Bill should be more than a transitional provision that 

provides stop-gap regulation pending approval of a Pre-Need Code. 

• Section 13 (b) authorizes the Commission to promulgate rules, regulations and 

orders necessary and appropriate to regulate the sale of pre-need plans by, 

"requiring disclosures to prospective planholders." 

To assure that the SEC devotes itself to full disclosure, I 

recommend that the quoted words be amended to read: 

"requiring full disclosures of material risks to prospective plan 

holders to enable them to make informed investment 

decisions .... " 

• To provide for better allocation of capital, amend the Declaration of 

Policy to read: 

"It is hereby declared to be the policy of the state to protect investors, to 

encourage private corporations to broaden the base of their 0\vnership, to 

enhance a socially-conscious free market that regulates itself, to promote 

the development of a fair, efficient and transparent capital market. .. etc .. " 

My crystal ball. 

With full disclosure the Pre-Need Companies would: 

• improve their products and 

• have their sales agents trained and licensed so that they wquld. become 

investment counselors who would offer a broad range of investments to 

meet their clients' needs . 

• provide the best protection to investors, 

allow the market to better allocate capital to the most efficient 

enterprises, and 

• provide the kind of recognizable legislative and regulator}' en,ironment that 

inspires trust and confidence among global investors. 
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public interest and consistent with the protection o~ investors and the purposes fairly 
intended by the pc!icy 2nd provisions" of the Act. ::.: 2] 

Tne Commission's cr::er of April 17, 1968 presents the followtng matters and ques:icns for 
consideraticn: 

"(1) Whether Applicant is an investment company within the meaning of Sec:1on 3(a) of the 
f I •• ·! ! 
~ :-·: 
• •l·l .... ; .. 
"'d·! 

'; ·~~~~~~~~:;::::::::::: N!S:Z:~: . :: 
(2) Whether Applicant, pursuant to Section 3(c)(.o;, ~(CJ(o) or j\C!l~"! or"'"''"'<,;''~ 
excepted from the definition of an investment company; 

(3) Whether the granting of the requested exemp;;ions and order-s under the Act is (a) 
necessary or appropriate in the public interest, (b) consistent with the protection of 
investors, and (c) consistent with the purposes fairly intended by the policy and previsions of 
the Act; and 

(4) If the requested a.'<emptions and orders are to be granted, what cono~rions, if any, should 
be imposed in the public interest and for the protection of investors." 

After hearings were held at which applicant appeared by counsel, proposed findings of fact, 
conclusions of law and briefs were filed by counsel on applicant's behalf and by the Division 
of Corporate Regulation ("Division"). Applicant also filed a "Memorandum of Rebuttal". 

The Episcopal School Foundation College Award Program, Inc. ("CAP") is a Florida non-profit 
membership corporation organized in April ["3] of 1966. Its sole business is the operation 
of a scholarship plan, offered to residents of Florida, which is authorized and reguiateei 
under the Florida Statutes. n2 The Reverend Hunter Wyatt-Srown, Jr. is Pr;:sident and 
Executive Director of CAP and !"las operated it since its inception. Aaron I. Sanson ("Sanson") 
has been its Secretary since inception. Both are members of the Soard of Directors. 

n2 Florida Statutes, Section 617.50 etseq. 

The same scholarship plan was originally presented in 1965 by the Ep1scopal School 
Foundation (ESi=) a non-profit corporation formed for the purpose of aiding the Ep1scopal 
Church in general and education in particular. In addition to the scholarship plan, :sF ran 
three religious schools. Rev. Wyatt-Brown is ESi='s Executive Director ana Sanson is its 
Secretary. Its 6oarct of Trustees inc!ude a Bishop of a diocese of the E;:Jiscopai churc:O a no the 
majority of its members are communic:mts of the church. Having been advised that under 
Fiorida Jaw a corooration offeomg a scholarship plan must have that object1ve as its sole 
~urocse. ESFs 5carC of Trus~ees authorized the creation of CAP to succeed it as aperac~r or 
i:he ·schOlarship plan. [:1:.a.] All origlr.al subsc:-fbe:s of C~P's Ar.:icles of Inc:::rporancil were 
members of the :=s:: SoarC of inJstcoas. 

The ?!an 

7he plan cffe:s a ~rogram un::er whic., a ~e:scn im:erestec in a GiiiG's future eaucaticn ~ay 
:::e-::;me a member -:Jf CAP by ;Jaying a :":"'embersh:p fee and oy openir:g a savings ac:::;ur.: _;:-: 
a fede:aily ins!..! reo s2vings ::ank cr sc;vings and ioar: ins;;it!..!ticn. n.3 Upcn er.rc!lmem: :he 
mef":"::::er -:esi;nates the child Ql"' canc·::G:ate who !s to be t:Je benefic:ary of :he sc.-:oiarsnJ;; 
:;:>• .,. _...; 7ho -- .ld '. - k ·c-• ';-are- .... f -ce ,. .. , c .c,....Q,. T~ ... ~ .-·•rr.>:~""t -el":'"" .... ~,..s:...o- f=.:::. ·-=: .::: _'l'.t .... r ..... ... _ ·-:'11 :n,_s.._ ... e df_ .... <::: - v a_ ..... •{::.\.1--tlj;o ...... _ .... :~·~'"l:':"'''-;--.-~ •. :'"'~~~ ;o~ ,;u • .-._. ~~·!""' ------:7S.·JC: ;-:..:!. ...... _:~ __ '·-· ;· .• ·· .. -, 
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Dccun1e~r 12 of l.:l.schcb.rship pl:m Page 3.; 

Ccllege A-vvard ,;oundz:tion, a De!eware corpc:-~cion (''C~F-De!") fcr.n.et !r. Ncve:.ibe~ 1 SEC, 

and in Iowa by The ~ollege Award Fcundation, an Io\:va corpora tic~ ("CA~-~owa·') fcrmec ir. 

!967. Afl agreements by CAF-De! and CAF-!owa with t!ieir members have been a~signe~ to 

CAP. Since aU three pians are identi~al, all ft.!t!..!re referC!nces ~= :ne pJai. w:if =e a:-ptrc::ble ::c 

aii tr.ree. 

n4 This fee has been incrE:::sed at ieast twice from S ~OC ro s 12·: arid, ~~eraafte!", t~ the 

present f:gL!~e. 

7he member ce3tes his savinas ac:::ount bv either a iumo C"'51 sum decos:~ or bv mck:nc 
monthly, quarteriy or annual de~csits. CAP. has issued cepos!:: Sc:-teduJes" indicat!r.9 t!le -
requirec amount of each such payment incc the members savings ::cwum: dependent upon 
the age of the candidate at the time of enrollment. Eac:, of these savmgs ac::::Junts is 

calcuiataC, computed at 4°/o int:erest, to produc; the sum of S 504.79 wne:. the candidate 
reacl1es C::lllege age regardless of how the deposits ere made. 

Upon subscribing to membership ir. the plan, the member assigns rhe intares• from his 

savlncs ac:ount to a trustee, irrevocably. n5 Cwrrently, the trustee is :.,.,e At!a~tic Nat:cr.ai 

Sank of Jacksonville ("Atlantic"). n6 The interest earned :::y the member·s savmg ac::ount 

constitutes the f"und from which scholarship payments are intended to be paic. "'The monie5 

in this trust fund are kept in cash interest-bearing savings accounts and are designated ::o 
the c!ass of the scholarship candidate ot the donor [memoerj." n7 

nS CAP's Regulations provide "Sponsor [memberj shall donate by ir.;vocably assigning, untii 

maturity date of Candidate's CAP Savings Plan, all right, title and interest in and to all 

earnings rrom his CAP Savings Account and direct the savings institution ::o transfer <:.'lese 

earnings immediately on tl1eir ac::r.Jal to the C::>llege Award Program Tr.Jst i'":mc (CAP Truso: 

Fund)". 

n6 The State of Florida has approved the trust agreement entered into between CAP and 

Atlantic a>vering the funds created by CAP's Florida plan. CAP has also submitted to t.'le 

Stata of Florida for its approval agreements pursuant to which Atlandc would act as tnJstee 
in respect of the funds created by the CAP-Del and CAF-Iowa plans. The State has not yet 

responded. The par<ies have stipulated that the trusts created by CAi'-De! anc CAF-!ow a 

may a!so be considered applicanr:s in this proceeding. Ac;::ordingly, future references ~~ t.'te 
Tr.Jst Fund will include t..,e CAF-Del and CAF-Iowa pians. 

n7 Appiicant's bMef, p. 5. [:4;6] 

Pursuant to a cost analysis prepared by CAP, all administrative expenses connec.:=d with t11e 

pian ere to be paid out of the$ 175 enrollment fee charged eaC"l member. It is cor.tempiace~ 

that $ 115 will be allocated towards the cost of the sales prcgram anc s 60 to t.'le cos:: of 

ecministratlon. n8 No deductions of any kind may be made from the monies deposzted by 

each member" intc the trust funC. The trustee's fees, which CAP computes at s !..OC ;;:e:
investor per year, n9 are payable out of ~he s 50 allocate!:! ::o acmin•stra::ion ex;;e!"'.ses. 

n8 CAF''s ::ost analysis is predicateC: upon an e~imate!J fo •• rt!.Jre anr=llr.-:ar.t of 5,000 ~=r-:-:oers 

per year. 

r:9 ;:-:e s !..GO fi:;:.:;: aopears 1n CAP's ::os~ cr.alysis. ?resuma~:y, it ~sa simpi;f!~;:;o~ ::t t.'1e 
:::rovisicr: of t.i:e :.-~s~ acreement pursuant ~u ;vhic:i C:..F !.s ;:~ pay :o :~e ::;..:s::e t:;:- :ts 
· ,.... ; ~ ..... ,. · :- - • ~ i? :"'\f--: =' on ·he~,·~""":-- ~ ·""'n ~at"'! ... r~ ... ,;,.._c·~-· - :·-:: _...,_: # :;,::.. ........ -""~-=-se. J.cas _n an ...... a! :o::e o, -· _'"' _..-a .. , .. _,. ;:lo _..., ..... ,v ..., ..... _.., .... j~c: •• -· __ , _ .......... '"··-

:lext s .J-00:000 -:;f pri11cioa1 anC 2/4. of ~ 0/o on at! above S 500.000, 1ess 15~-~ :f ::-:e fees sc 

'7:"1e me~ber :=!weys maintzir.s scie c::ntrot of :nc ail ;1gh~. <.::itie an:: ::-:.:eres~ .n h:s .s:av;;-:;s 
-,....- .... , ·-- -:-~ ..,e --.--.iQrpc -;.,c. --v-e:'\"c .. ,... -~-- ::::.c~-ur."' -· '""c::.· ·a .... - '"'" .. -:.=. .... ;-r. =~- ·: .-·s -: ... --;· 
a._ .... _,._.,,_, •· "- ,__., .• ..,. ____ ._, ..... _,c::, "' ., ...... ,....,-\.In::<,.~ _..., ''" ,......_._~ ....... ,.. .... __ ,c: • -···- .. -.. :. ... 

:eo:::-: eve? _:::=·!.2'7Sf73cS~199-56~:: ~..:. ~ 79aUa6'5e 7C7:d& _ cic..:~LL.7..= !:3:._~C5=yj~ ~ :!:-.,.:: ::"'9--:!; ~ -6; l :.:. : 
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candidace surv1ves, is grr iL :red from h1gh school and successfully c::mple~es his freshman 1 
collegiate yearr ~he :iust. ~-- .:s are to be used :.: pay the c~sr cf ~he rema!:1ing tnree years of 1 

.... his coliege educeticn. nl() 

nlO The plan c:-i1templates :1at the member:s savings ac::cunt wii! be used co pay the cost 
of the candidate's fre.shmcr -.·ear. 

Upon enrollment each canC:::ate is assigned a ·'.--:-:aturity dare". i.e., the year he is expected 
to enter college. n:l Candic:,;:tes having the sar:-: ma;:ur:ty dates are deemed to be in the 
same class. When a class e:-: :ers its sophomore ·;ear the amount available in tne trust for 
that class is divided into thr"e parts-- one part 'or each of the remaining college years. One 
such part is divided by the; r :.;mber of eiigible cac:didates in that class. The resulting sum is 
then paid directly to each ca.1didata's college tc :over the candidate's college expenses for 
the sophomore year. nl2 

nll This is also the date en which tl1e assignment to tne tr..Jstee of interest earned by the 
member's savings account will terminate. 

n12 For the junior year the remaining fund is diviaed into two parts and one such part is 
divided by the number of •:andidates remaining ir. the class. For the senior year the fund is 
merely divided by the number of candidates in the class. Determination as to what 
constitutes "college expenses" is left to the discretion of eacJ1 candidate's college. If a 
candidate's expenses exceed the amount of the scholarship award he is expected to make up 
the difference. If tl1e entire amount of the award is net used by t:.~e candidate during any · 
college year, the unused moneys are to be ret:.:rned to the trustee who will add it to the 
funds of that candidate's class. ["'8] 

However, in order that a candidate may participate in the benefits of the schciarship award 
the member mL!St complete :he savings account deposits prescribed by the plan and the 
candidate must successfully meet the academic requirements for advancement to the 
sophomore year. A candidate's ineligibility to partidpate may result in a number of ways 
including his permanent physical inability to continue his education, nl3 failure of the 
member to make the necessary installment payments into his savings account whether 
because of financial inability or voluntary termination of tt1e plan, scholastic failure or 
dropout from high school or college by the candidate at any time fer any reason. If scholastic 
failure or dropout oc:::urs after the sophomore year, the candidate also becomes ine!ioible. 
The result of ineiigibility is complete forfeiture of aJI monies paid into the trust by the
member. The amount forfeited would, of course, vary with the age of the candidate on 
enrollment anc ::he length of time the member continued his membership in good standing 
prior to either his terminatior: of the plan or ineligibility of tne candidate. 

nl3 Arrangements for del;;y-::d entrance into college are :-nade for temporary illness or 
service in the a~ed forces;. :=urther, in the event of the death of a candidate prior to his 
"maturity date", the enrollment may be transferrea co a younger child. (~9] 

The record leaves no doubt :,1at the success of the plan depends entirely uoon forfeitures in 
suostantial numbers in every c!ass. Obviously, S 56.:0. 79 is hardly adequate to cover t:Je cost 
of three years of cotlege edt.:c3tion. 5oth ::sr anc C;;P re~;nized tnis ln ;;:heir sales literet:..!re 
which is replete with represe~taticns of ar.ticipat1ons and expecations, albeit no guarantees, 
of scholarship ~wards of$ 1. 500 per year fer three years fer each candidat;# Some cf ;:he 
lite:-acure expanc!s tt":at figur-== to"$ 4,500 to S 6.JOO". T:1e forfeiture asoects of ~he ~Jan ar; 
emphasized by t~e :iterat:.;re .vhicn explains tha: :he suc::;ss of the plan is mace pcssib:e 
thrcugh ircer~st ~btained ;:,~~ the member!s sa·-.::ngs -:~c:::;Jnt "PLUS t!1e added revenue 
ac::--uir.g frcm s2.Jder.t drooc- ::s, ~LUS Lhe Jnte:e:s~ ac::.J rr:L!lZted fn~m cer:~in sponsors who 
faii to follow ::O;o'.!gh with th-::r .savings prograrr. .>:. ... ·"." c;p·s literature a:sc inc::Jdes char:s 
designarin<; :he!:- sc~rce as ,,J . . S. Dep;; .. ~f Heatt:--: ::duc3:fcn anc 'Nelfcre'': wh1c:-1 
:::"emcnst1ate :!ia::ol!: of :..c~-: .:r.:--cllees only 6C.~ .vJJJ en:;.r C.J!Jege; ::f :hcs; 503, 3:.2 wi!! 
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not qua!ify to enter the sophomore year, 90 will net qua:Hfy fer the!r j~nicr yea; anC 36 wiH 
not quaiify [*10] for their senior year. nl4 

I'\!. -1 Del:::: fur"'ieiol.od b':' C.I\.D to the ~t-,r~ ,..,f F'inriri~ w~c inr•r;-1r,:::.rp.t1 hv rhP ::ii?.te's: ac:uar-1 tO 

h2ve eve!i more drastic fcrfe!ture results as follows: 

It is also evident from the testimony of George Ling, whose firm of consulting a~.Jaries has 
been retained by CAP for ac:uarial research, that the meaningfulness cf u"le progrem 
depends on dropouts or forfeitures. n:!.S Tnis report to CAP points out the r:eee for forfeit'..: res 
and the various means whic"l might be employee to reduce "anti-selec:ior.·. nl5 i.e., 
"Enrolling members at only the very early ages•; "High proportion of sales to x z z o:."le low 
income group; and "Flexible conditions for payment of enrollment fee". Moreover, the 
experience of the plan during the short time of its existence n:!.7 should net oe disregarded 
in considering the degree of forfeitures. !n about one and one-half years 3.777 memberships 
were sold in Florida, of whic."l about 3,300 were stili in effect at tl1e time of :he hearing. 173 
memberships were sold in Pennsylvania in less than one year, of which 141 are still [xll] 
in effect and 33 were sold in Iowa in less than one year of which 25 are SLill in effect. 

n15 "If you enroll only those who you know will go to college and t.'ley are from weatthy 
families, the program is going to have no meaning." 

n16 Ung's report defines anti-selection: 

"'Anti-Selection' applicable to any financial situation may be def.ned as the obliga;:icn to 
individuals or groups, for a consideration, which indude a high proportion of those who 
actually expect to benefit either to a greater degree or else sooner than •s t."le avel'age case. 

For example, if an insurance company sells policies only to heart patients at stanaard 
(average) premium rates, sales records will be broken but so will tne company berore very 
long." 

nl7 Sales of the plan were suspended in September 1967 apparentiy awaiting c..,e 
determination of this proceeding • 

Applicant's Stat:".;s under Sec::ior. 3 or Ac:: 

Section 2(a)(8) cf the Act defines a "compar:y" to in dude "a ~!"'.Jst, a fund.· Obviously, tne 
interest from member.;' savings ac::ounts assigned to the t!"'.Jstee and funnelled into o:.'1e CA? 

Trust Fund ("Trust Fund") conso:.'tutes a "fund". Indeed, ttle name of the applicant in ::his 
proceeding, The Tr.Jst [*12] Fund Sponsored 3y t.'1e E:;:Jiscopal Sc."':ocl Foundation ~ilege 
Award Program, Ir.c. is itself indicative of recognition by applicant ;:.'lat t."le func :S a c::mpany 
within the purview ::Jf t;,e AC: and within the ;,oiCir.g of Pr-"..JCer:t4aJ Ir:su~ar.c: C::. v. s:.=.c .. 
326 [IL:_:G!L.2 i=~ F. Zd 383, 387 (C.A. 3, !964j ::ha~ a func, Qt.'1erwise hav:r.; ~o 
rec:Jgnized ide!1tity as a legal entity, may never:he~ess co;.so;::r-;Ji:e a "c::f':":pa:.y'" as :!1ar :e~ 
is defined in :he .!.c. 

lhe r-elevant provisi-=:ns of S~c.:ion 3(aj of :!":C! Ac: ~eRne =:i !n· .. es;:~en~ =r.-:=ar.y a:s ;:r:y 
:ssL;er r1 :s whic:"i 
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"(1) is or holds itself ou .=s being primarily, or proposes to engage primarily, in the business 

of investing/ reinvesting or trading in securities; u 

"(3) is engaged or propC'ses to engage in the business of investing, reinvesting, owning, 

holdinc. or tradinc in se: .;rities, and owns or proposes to acquire investment securities 

having-a va!ue exCeedir._; 40 per centum of the va!ue of swch issuer's total assets (exclusive 

of government securitie.:· end cash itams) on an unconsolicatad basis." n19 

n18 Section 2(a)(21) of :he Act defines "issuer" as "every person who issues or proposes to 

issue any security, or he; outstanding any security which it has issued." 

n19 Section 3(a){2) which relates to issuers engaged "in tt1e business of issuing face-amount 

certificates of the installment type" is not applicable. Section 2(a)(15) defines a face-amount 

certlfic:ate as an obligation to pay a stated or determinable sum. ''Face-amount certlficates 

are contracts under which the company is bound to pay a fixed sum at maturity"'""'." 

Report of the Securities and Exchange Commission on the Public Poiic:y Implications of 

Investment Company Growth, December 2, 1966, p. 37. CAP's representation of as 4500 

non-guaranteed scholarship award hardly falls within the category of a "fixed sum." ["'13] 

Applicant urges that the Trust Fund is not an investment company under Sec::ion 3(a), but 

offers no rationale other than the statements that "CAP and its Fund do not reinvest or trade 

in securities" and "they are not engaged in the business of investing, reinvesting, owning, 

holding, or trading in securities." 

However, CAP's sales literature refers to the trust and its eamings. CAP's Regulations created 

Trust Fund and all contracts by CAP with its members refer to the Regulations. Its trust 

agreements with Atlantic have been furnished to the State of Fiorida. These agreements 

provide that the trustee shall manage, invest and reinvest the assets of Trust Furid. n20 

Atlantic,. qua trustee, has no business other than the management of Trust Fund. 

r.20 The Regulations provide that "(CAP] shall contract with the Trustee that all such interest 

so assigned and deposited shall remain in said CAP Trust_ Fund and be managed, ,invested 

and reinvested until such time as the Trustee is authorized by [CAP] to make payments of 

scholarship awards." Tne trust agreements state that the trustee shall ""' " "' manage, invest 

and reinvest the funds and all income and interest earned therefrom "' "' "' [andj payout for 

such scholarship purposes such amounts to sue,., recipients and at such times as [CAP] shall 

designata"' * "' " ["14} 

Moreover, the trust funds are presently investec in savings accounts. n2l Thus, Trust Fund is 

and holds itself out to the public, its members and the State of Florida as being engaged 

primarily in the business of i:we.sting and reinvesting. 

n21 At one time the trust funds were invested in U. S. Govemment bonds. It is CAP's 

present intention that the trust funds be invested only in savings accounts. However, shouio 

it be determined :hat Trust :Ound is excepted from the provisions of the Act, "we would like to 

be able to ourc:"lase savings certificates and, if ;:0sS1ble, govemmenc bonos, or wnacever we 

can that: woulC: :;e quaiified :-:;increase ths inte:=st earrunf;s." (testimony of R.ev. Wyatt· 

Srcwn). 

Tne only -:~ues-rion remaininc; ~nder Section 3(a)·_:!.) n22 :s ~ ... 'Vhether tne asse!:s of Trust Fund 

c"nstitute securities. E:ven essuming that the tr~st funcs a;-e not to be utilized for any 

!'uroose cthe!'" thar. t!ieir de.:~sit in interest besr::~g savi;-;;s ac~ount:s .. they, never:heless, are 

sec:..zhtJes under Sec:1on 2(e. (35) for the reasons (1) t!"":at the arrangement ;-esutting :n· :he 

creation cf Trust Fu:id is an "investment ccntrac::l and (2) that the szvings accounts into 

which rl"'le fc:1ds are de~csit;-::: [~:5] by the tn..:stee are "-2videnca[s] cd incebtedness." ;;23 

-
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issuer. Althouar. CAP wrote the contrac":.S which oave rise to tr.e cciioao:icn to se~ uo the fund 

and to the promises of scho!arship awards," .z: :i: -:.:: the inves~ment fu~d~ w1e ·compar:y' to 

whiG'"! the invest7lent interests re!ate, is the 'issuer' of these interests ... Tne ?c..:_de!1tic: 

!nsw.~.r;ce Co§.par.v of A(nen.~_a. ~: S...:...r;_.C. 3_3_5__.3.!5 (19_63); See also ?rudent:a! !ns- Cc. v. 

s.=.c. supra! P- 3SS . 

n23 Section 2(a)(35) of the Ac defines "sec~rit"y .. to !nciude .,any:.: .-: x ev~Cenc; of 

indebtedness, ¥ :.: :..: investment c:mcrac:, ;¥ "" .-:" 

In determining whether Trus~ FL!nd is an investment corr:.pany unde:- the Act Hwe s-~r; w1~'1 

the premise that se::-..:rities legislation must be broadly =ns-..rued in oreer :o insure me 

investing public a full measure of protection". n24 As set l'crth above, the scholarship plan 

provides for management by the trustee of the interest proceeds of each member's savings 

account. CAP represents that such proceeds, calcuiated at S 664.79, will result in a 

scholarship fund for each candidate of at least S 4,500 representing a subs-..antia! [~:!.Sj 

profit to the member. It becomes readily apparent therefore, that tl1e plan conforrr.s to the 

Supreme Court's definition of an "investment contract" which is a secu:O:ty as oennee in 

Sectior. 2(a)(35). 
· 

n24 Prudential Insurance Company v. S.E.C., supra, p. 386 . 

..,. "In other words, an investment contract for purposes of the Se::-.. uities Ac: n25 means a 

contract, transaction or sc."'eme whereby a person invests his money in a common enterprise 

and is led to expect profits solely from the effor-.s of the promotor or a third percy, it being 

immaterial whether the shares in the enterprise are evidenced by formal certificates or by 

nominal interests in the physical assets employed in the enterprise. • S.E.C. v. Howey Co. 

n26 

"" n25 The definitions of "security" in the Sec.Jrities Act of ~933 ("Securities Act") and in the 

Investment Company Act of :!.940 are identical. 

n26 328 u.s ... ~3~299 C1945J~ See also 5-.E~~· v._J_oiner Core. 320 U.S~_3<>A !19"3'. 

Moreover, as stated in Justice Brennan's concurring opinion in S.E.C. v. Variable Annuicy Co., 

the controls of the Act "are of partic.Jiar relevance to situations where the investor is 

""' committing [ILLEGIBLE TEXT] funds [" 17} to the hands of others on an equity basis, witl1 

the view that the funds will be invested in se::-.Jrities and his fortunes will depend on the 

success of the investment." n27 In Prudential v. s.:.c. supra, the cour.: aoopted the same 

position n28 in respect of t.'1e variable annuity contraC".s under whie!'l Prudential establisnec a 

fund for investment in securities for ~e benefit and at the risk of purchasers of the 

,., 

contracts. And in S.E.C. v. Variable Annuity Co., supra, ttle cour.: oec!ared ;:hat c.'le term 

''security .. as def!neC ir. tr.e S~:.zritles Ac: ":s broad enough tc indude ar.y •anr.city' ccnt:-ac:."' 

nZ9 As relevant here, the relationship between CAP, its members ana Trust: F~mc offers li:::;e 

meaningful difference from :hat cf the insurance company, ::he variabie annuity and its 

investors. 

n28 At :=;~p. 306, 3S7. 

liil 'Ne now :1.:rn to ~he cuestior. 'Nhether t~e scvi:;gs ac:::::wnts ;;:a,ntal:iec cy ~r..:s~ .~!..!r.c 

c::ns::ftute "eviCence[sj of indebtedness. ·• The cxx of :i1!s p::::b1e~ is :~e :1a~ra cf ti"!e 

obHg:aticn c:-~.3-:e-: :::Oy the sa.viiigS ac:ounts. cr=::;<!riiy, ~:-:!e reiatcr.s:-:1;: ~er.veer: a sav1r.ss 

bank =:r.d its =e:;ositcr is :--er;2r~sd Sir.i~IY as ~~ar :;f .::e!:ircr ~ ... :8] =~= .::-eo:t=:- acsa!"!c =:r: 
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agn:emer.t to the c~ntriJc. ·•30 Here, net only · e:o :;o agreement to the contrary been 
shown, but under the law of r=lorida where the .:2~'_.;; ac::ounts are maintained1 "depositors • 
of [savings banksj in this stete are creditors c: ·-,e :::;ank and have the same rights as 
depositors in other banks." n31 Tne law is c!e:r ::-:erefore, t.'lat the savings ac:ounts 
maintained by the t:-wste~ rep:-esent evidences ::· :;;debtedness n32 and securities under -.; 
S€ct1on 2(a)(35). 

n30 9 C.J.S. Sanks ar.d Sar..<ing, P 992. 

n31 Ro.binson v. Air". 43 ria. 30.~29. So. 633 .•. ~ o_:._l_L See also Tc.hereonin v. Knig)')_~. 389 
[.1~ .. 3n 334 (196_7\ where the implication is ~.:m that even the more complex 
withdrawable capital share of a savings and lo~.• ;nstitudon would have constituted an 
evidence of indebtedness absent a state statu;:;; :::roviding spedfica/ly that the holder thereof 
does not become a creditor. 

n32 "A savings bank pass book, like a bill of ex:.cange or note, is fer many purposes a 
chattel, and is not merel\ an evidence of debt ~ c: is representative of it. It imparts a liability 
of rhe bank to the depositor for the amount of - :ney entered therein as deposited, an 
agreement to repay at su;:h time and in such r ,,ner as he shall direct_ .. ," 9 C.j.S. Sanks 
and Banking P 986. ["'19] 

Appellant's reply brief contends that the memc·:~ makes· a gift of the interest from his 
savings account to the trust fund which he ma\- :ut off at any time; that the member has no 
right in these interest payments after they reac.-: :he trust end concludes, therefore, that 
"there are no investments made but merely g;t:~." On the other hand, applicant's brief 
admits that the candidate will receive the bene:'its of the member's "gift" if he qualifies. 
Obviously, applicant cannot have it both ways. :: is the very essence of a gift that the donor 
retains no rights in a donatlon either for himse,: or for others. That here, the CAP member 
retains a right which he may forfeit at some ft.:::;re time negates the fundamental concept of 
a gift_ Applicant's further argument that the 11';-,mber's contract with CAP "has nothing to do 
with any agreement with Trust itself" is untenz ::I a since CAP's sales literature ·refers to the 
trust and the contract or application through reference to CAP's Regulations and By-Laws 
n33 provides for the maintenance of the trust t>om which the ultimate benefits of' the 
contract are to be distributed. 

n33 One form of contract executed by an appli•:ant on November 8, 1966 provides that the 
application is "subject to the By-Laws of [CAP; .vhich I have examined." The By-Laws include 
reference to the RegulatioT's. In a different for:-:-., the application is "subject to the 
regulations pertaining to its College Award Program (which I have examined)." The preamble 
to the Regulations refers to an agreement between CAP and the member whereby the 
member "binds himself and his candidate to abide by these CAP Regulations. ~ • •" [~20] 

Undoubtedly, Jnder certai" circumstances, a savings account may !:le deemed "casn" rather 
than investme:-~t securities •n reaching a deter~mation under Section 3(a)(3) whether the 
value of an issuer's investment securities exceeds 40% of its total assets. However, that 
treatment shedd properly :e accorded only wr.ere the nature of the issuer's business and 
assets raise a iegitimat<~ a~estion, but not whe.-e, as here, the maintenance of savings 
accounts is the issuer's pric . .::Ipal business and scie means of Fuifiiling its obligations co its 
investors. In adCition, since the savings acc~un::s may not oe utfiizea untii tne maturity 
dates of the various dasse:;:;, their total lack of ::quidfty neg eras c:::~r.sideration of thes~ 
ac::our.rs as "c25hr1 within ::--:e meaning of Sec::::n 3(a)(3)~ 

Under ail the drcumstancs:c set forth above, it :s conciudec that Trust Funa is an inves;:(71Ent 
company unce:- Sec:ion 3{ :=) of the Ac:. ;;34 

n34 On Septe~ber :5, ::..s-:: 7 aopHcant fil~d "Form i'~-8A, Notificat:ion cf K.eg:is:;at!or. Fiiec 
?•...::-suar.t: :-:. Sc-:::!on 3(a) :-~ :~.e Investment Company ?.c: of 2.940." 
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Sec:!on 3(c)(3) 

Tnis section exce~ts ••any bcnk or insurance company" from inve~rnent c=-rn::any s~arus. It 

also excepts [*21] uany common :rust fund or similar fund maintai~ec by a banK 

exciusiveiy fer the colleC:lve !nves~ment and reinvesi::nen: of moneys c::n~ii:u:ed t.'1ereto by 

the bank in its c::padty as a :::-wstee ~ :.;; *." ::35 

n35 The ucommon trust fend" excepted by Sec:ior. 3(~)(3) is defined in H. Dec. 476, 75th 

Cong. (1939) (Report of the Commission en Common Tro.!S:: Funds) as a number of smail 

personal t.-usts or ;states combined by a trus::ee oank or trus:: company into one large!" func 

for common administration and manager.tent. Regu!arion F of ::he Feaeral Reserve Soard 

refers to the common trust fund as "investment funds held for tr..Je fiduciary purposes, "' = 

:x." See, also, Prud~ntial IDswr:-.anc~_Ca. of A.mer:ic_a_._suora. p. 346, footnotes 24 and 25~ 

Appellant asserts that it falls within the exception sine:! the trust funds are held in tr.Jst by 

and administered by a national bank. Prudential v. S.E.C., supra, heid tl1ar Pr.Jdential is 

separable from the variable annuity fund it operated and its exception from cne Ac: as an 

insurance company did not extend or carry ever to the fund. Atlantic is perror.ning the 

functions of a trustee under a specific contrac:: setting forth i::S duties and oolications. ra221 

It, also, is separable from Trust Fund and its status as a bank is no more relev-ant in the • 

instant matter t.'1an was Pr..Jdential's status as an insurance company in that: case. 

Nor is the common truS:: fund exception applicable to Trust Fund. In considering t'le same 

problem in Prudential v. S.E.C., supra, the court held r.'lat: the Congress die not intend to 

include is t!1e exception funds used for general public inves-..rnent. rt said: 

""' "' "' Obviously, if as Prudential argues, the exemption of banks and insuranca companies 

had been intended to indude an exemption of funds set up by suCh companies, there would 

have been no need to provide for the additional specific exemption of funds set up by bankS. 

· Congress thus viewed such funds even though usually maintained as deparnnents of the 

bank, as separate from the banking business. It rested this exemption on the specaJ 

considerations that the funds were used for bona fide fidudary purposes rati1er than as a 

medium for general public invest:11er:t and had only a limited impact in the inves-..ment fund 

_picture." n36 

n36 [Illegible Text] at p. 388. 

CAP and its sister scholastic plans cartainly were not set up or used for "bona ["'Z-3} fide 

fiduciary purposes." To the contrary t.'1ey had been offered to the general public of i'ionca, 

Pennsylvania and iowa and cannot, therefore, qualify for exception as common tn:st fJr:as. 

It fo!lows that the provisions of Sedan 3(c)(3) are not available tc Tr..:st Fc:nc • 

Se-;::ion 3(c)(8) 

Section 3( c)(8) exc=pts frcm t!"!e provisions of the Act: 

n Any company 90 pe!" centum or more of the value of whose investmen-;: sac-Jr.:ies are 

represented by sec;.!rities of a sint;Je issuer fnc!udea wi~i!r: a das.s of persons er.t.=me;areC in 

parcgr3ph {5), (6) or (7)." 

Paragraphs (5) a;.~ (5) are ::.:·.:iously ~napplicable. ~arag:.~J;!": (/), hcwever, -ex~~~ ar.y 

company primarii~.r er:gageC i:1 :;:ne of the ~l!sinesses desc.-tbe!! in paragrapn i,)). ?a:-ag:;~:i 

(3) inc~ud~s .. any :iHe';!ble 7-ex:]."' !r. view cf applic3nr1S :n~ent~on :c r;:a!r.~i~ aE ::s ~..!r:Cs :n 

savinss acc::uncs 'Nhid': have been fcund above :c -:::Jnsti;:~-:e sec:..:ntie:s :.1~c;r Sec::::;""; :caJ 
(35)~ cuesticn is ~ised whether t!"':e value vf appiic~nt's s.e-c...:r-::::es are ··:-e~:-esen~:c =Y 

s<:c:.!r:ties cf a sir.; !e ~ssue:." ~:;-; 

103 
"'·" ..... 
~--

I 
' ! 
l 
I 

1 
,; 
' 

"/ 

I 
i 

l 

i 

I 

I 
i 

I 



Document 12 ofi -"scholarship pia,., Pagel 

n37 It is assumed Atlantic r.iaintair.s the savings ac~our.t in its own bani<. If they are on deposit in another bank the issue remains unaffected. ['"24] 

To translate the language cf Secticr. 3(c)(8) tc '=he spedfics of the matter before us, the 
"company~~ is Tr.1st F:Jnd. The "singie issuer~~ is )..,tJantic, as a bank and not as trust~~- The "Securities of a single issuer" as contemplated '::y Section 3(c)(8), would represent 
investment on an equity basis in the enterprise which is Atfantic, in a!! its underlying assets and in the results of Atlantic's operations as a bank. Trust Fund's savings accowits 
maintained in Atlantic and the interest earned by these savings accounts constitute nothing more than a debt owin<; bv Atlantic to Trust Fl.!nd. Tnis debt is a security of Trust Fund. rt is not to be confused with a security of Atlantic. 

Applicant, therefore, does not fall within the exclusionart provisions of Section 3(c)(8). 

Section 3(c)(l2). 

Section 3(::)(12) excludes from the Act: 

"Any company organized and operated exclusively for religious, educational, benevolent, 
fraternal, charitable, or reformatory purposes, no part of the net earnings of which inures to the benefit of any private shareholder or individual." 

Applicant urges •hat it is an affiliate of the Episcopal Church. That the record is replete with evidence to the ["'25j contrary is of little con [I!Iegibfe Text] inasmuch as Trust fund would appear to be operated for educational purposes. 

Sut Section 3(c)(12) contains two conditions i.e., that education is the exclusive purpose of the organization and that none of its earnings inure to the benefit of its shareholders. Statutes enacted prior to this section and which contain identical conditions have been the subject of both judicial and administrative determinations discussed below. 

rn S_e_tter Su.sin~ Bureau of '(Yashil19.tQ.CUL{.L.S., 326 u.c::. 279 (1956\ the court)ndicated that a single non-educational purpose of the organization seeking exemption from social • security taxes, if substantial in nature, would destroy the exemption provided by the Social · Security Act. s ... :.c. )!~erjcan F.o!JD.d.aJ;iPD_fQLAcj_yanc;_ed_E;:Iu<;.q_tJ..Qn of ArkaQsa_s, .222 F. 
$up_q_,_8_2~ (U.S.D.C., W.D. La., 1963) presented a request by an organization selling a scholarship plan for exemption from registration under Section 3(a)(4) of the Securities Act. The court, dting R.eu.er. Susiness S.ur.e.;o_u v. u.c::., supra, found the substantial noneducational purpose whi&. negated exclusivity of the educational purpose in the ["'26j fac:: that the profits of the foundation were returned to its membe~s in the form of the payment of the college expenses of the members' children and that the element of profit was the principal motivation for the members' participation, which "makes the application of the registration requirements of the Securities Act [Illegible Text] necessary here.·· 

The Internal Revenue Service considered an application for exemption from Feaeral income tax under Section S01(c)(3) of the Internal Revenue Code by an organi::ccion offering a scholarship plan similar in its pertinent aspec-..s tc chat sold by CAP. The applicstion was rejected cr. the ground :hat the agreements p~.;rsuant to •Nhich the orgar.iz~tion paid scholarshics to soecifically named individuals designatec !:ly the subsc~iber served pnvate rither t~;n th~ publir. ch;;.rit•b/J~; _.nri ~~ati~rr.arirm~l inr.;;rg~ rnnr'*mnl.nriu"t hy ihQ :-r1fiQ nlR 

n38 Mcr:ens, 1_;w cf F<aceral Income Taxatio:--., Re';.:-rH.:e ~l!iir'.c 57-357. 

The Ir.tertiaJ Reve;;t:e Code fathered :he Social Security ~c~ which was the subjec: mc.:ter -:f 
;_e_~~-L~-~-$..t.O.~?-~.Sur_.;~-~- y_. __ U.S.! supra. n39 Although the iegfsiative history of !:he Invest:7iern: 
C~mpc:-:y Act :7jaKes !it~le refen~nce to Se~icr. ~:.::;: 3(c)(:2), t.1e idenr};:y of ianguaqe 
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would indicate that that se:::!on also found its ori;in in the Code. It ~eeds nc extended discussion to demonstrate t!'iat CA?'s plan, Hke those conside~ed in s .... =....:.::._ ... :-Am..e.:ic.-<otil For.;ndacion,_s_~JJ..r:: .. and the Interr.al Revenue Rullr.g set fo~h above, lacks t.">e exclusivity of educational purpose requireC by the Acr slnce its !.Jltimate sr.d ls t;,e be!lefit cf its private o.embe:-s. Section 3(c)(l2) cf the AC: is, therefore, net available:~ acplica:1c. 
n39 At;:. 284 . 

The scholarship plan has its genesis in tl1e vastly increaS€d cos;: of ed:.:~tion at t~e c::!lece leve! in recent years and the inability of many parents tc mee: t:1ese ti:1anc:ai burdens. -Undoubtedly, soiutions to this problem ar; urgently needed. Howeve,-, where one possible solution involves the creation of an investment c::mpany as defined in the Ac::, exemptions from the Act and other relief sought by the investment company mus;: be viewec in ~he context of the congressional dedaration of policy set forti; in Section 1 of the Ac:: which expresses deep concem for the national public interest and the protec:ior: of inves;:ors. rn enfordng this policy, the cou:-.s have c:msi&ently emphasized ["' 28) the :1eed ;:o eF.eC:uate the remedial purposes of securities legislation and, in that context, to cons;:rue it broadly in accordance with the "familiar canon of statutory construction,· n40 to ccn~-ue it ·not technically and restrictively, but flexibly to effett.Jate its remedial pur;:oses" r.4: ir. order net to thwart the s<-..atutory policy. n42 

n40 Tcherepnin v. Kn.i.g.b..t._s.u...Qr~~.C. v. Ra!st:)n =urir.2 Cc .. 345 u.s. :!_S :'.!.953). 
n41 S-!..~.C. v. Caoital Gcw:$ SYr.ea1J,_37S .U.S. 180, :95 (1963); P:-ud~ntial Insurance Co. v. S.E.C., supra; Cf_ S_,~.C- v. Joiner Coro .. supra. 

n42 S.E.C. v. Howey Co., supra. 

Consideration of applicant's requests for exemptions from the rec;uirements of various provisions of the Act would be aided by a review of certain aspects of applicant's hisl:ory whiCh have not been mentioned heretofore. In September :1965 s;: formed Nationwide Service Cor-Poration ("f\/.S.C. ") as the sales organization through which its scholarship plan would be offered to the public. Rev. Wyatt-Brown was its Pn:sident and a dira=r but was relatively inactive. Professional management personnel were employed to operate N.S.C. and originally the plan was sold through N.S.C.'s [*29] salesmen. Later the plan was sold through area agents and other organizations which were supposedly supervised by N.S.C. Apparently, however, both the f\/.S.C. manager:1en! and the personnel engaged in se!ling the plan lacked suitade training or had ot.'ler shortcomings. Some of the advertisements placed for the hiring of salesmen were "very bad" and it was evident that "miS'"..akes"haC: been made by N.S.C. in the sale and distribution of the plan. n43 For these reasons Rev. Wyart-;:;rown, upon the suggestion of his bishop, resigned his presidency oF St. Anne's College and devoted his fuJI time to N.S. C. to rrbring some o;de!' into the sale of enrollments. • n44 
n43 !Jterature and advertising material were ;:~laced with various Florida newspa:::ers, distributed through ;:he mails and made availabie at c.'lurches and banks. 
n44 ?.ev. Wyart-5r::Jwn is no longer associated with N.S.C. !n any capadty. 
Under the oliginc! ag;eement N.S.C. t:ndertcck, among other thin~s .. to i:"laintain an~Cir':1er.:: and membership r2cor::s and keep rec~rds of candidc:es' ac=ounts. C.~?·s ir.ter-cffice memoranda disdcse that N.S.C. failed t:o satisfaC:oriiy fum ish this s~:vice. fer wniC': it .'1cc been ;)aid, le:vfr.g ::AP in an embarrassing [:.:30] pcs!tcn as :o year end :96€ fil;!.!r~ wh1c~ it recuire~ f~:- dis'Cibwtion tc its merr:be!'"Sni;: and cth~rs. CAP ais.:: ~ac acc:::~~::J ~rcblems. Sur, <.;v::."i :he except[on of the :-eo:-~sen:a~icn of.;: s~.cla:-sh!:: a;.-.•art cf s d,3(;C ~.=:: -:!ac."l ~ndiCars~ r:":e errors in the ~.:st histcry cf the scho!ars;,:ip plan as ac~ir.:s::ere-= by ESF and c.;? are :-::;:: ;'lOW of gre=~ mome:1C 5inc~ St~;:s ne·Je b~!'l ::.::ken ','\l;,;c:-. CC;)e:!:'" ?l! t:1e1r ~:cs ~o be 3Ce~t.:ate :c iemedy :!'lose .:":"iiS\:akes. 
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Rev. Wyatt-Brown . :::: Mr. Sanson who adr:-:inisrer the plan and Sishop James L. Duncan, a 

member of the boa: : ~f directors, are peo~:e of high integrity, sincerely dedicated in their 

efforts to make higher education more raacily avai1able. They are now making a new and 

what they consider to be a genuine atter':lp~ to cor:-ect past faults in the sale and 

administration of th• ;:;ian. To that end t.'1e)· have entered into agreements with an 

accounting firm in o•·der to overcome their "arlier bookkeeping shortcomings, with an 

actuarial firm to put tc appropriate use the experience of tile plan as the years progress and 

have stated that th<:Y will not enter into a 5::oies agreement with any organization which is 

not a member of the National Association c Securities ["'3!.] Dealers, Inc. ("NASD"). 

CAP's ability to mair.~cin the accounting, a~::Jaria! and other necessary services is predicated 

upon an estimated 5,000 enrollees per yeac each t:o pay tileS 175 enrollment fee. As 

indicated above, CAP's projections envisage that:;; 60 of tllis fee will be retained by it for 

payment of costs of administration of the :::•an and the rerr.aining $ 115 will be paid to a 

sales organiU!tion to c:lver expenses of sa:; of the plan. Applicant states that N.S.C., now 

w.·. 

.... 

... 

under new management, will be given prererred consideration if it becomes a member of the' ..,. 

[Illegible Text]. CAP also offers not to re-er,gage in business until such [Illegible Text] as ' 

proper new actuaria< studies are made to uodate its [Illegible Text] figures. To the extent, 

however, that an enrollment of 5,000 [IIIegtble Te.'d:] members for each year is basic to the 

success of CAP's current [Illegible Text] for administrative services and to·the extent that 

such an enrollment ;·;essential to achievement, through increased numbers of forfeitures, of i 

its representations of$ 4,500 scholarships, CAP offers little reason other than hope for its 

antidpation of enrollments in such numbers. Certainly, its past experience ['"32] in Florida, 

Pennsylvania and Iowa does not warrant such expectations. · 

•• 

Section 6( c) of the Act authorizes the Commission to exempt persons from the provisions of hoi 

the Act if and to the extent that such exemptions are necessary or appropriate in the public 

mterest ana consiStent WJtn me pro-ceo:1ort ct UIV~l..ur~ a11u uu::: ~vU\.1~ vr l.llt;: -'"".'-''-· 

Obviously, the representation of a $ 4,500 scholarship award is the major inducement to 1.1 

membership in the plan. n45 It is readily apparent, however, that tl1is representation is not 

predicated upon the reasonable basis in fact required under the securities lews. n46 Nor does 

the fact that the representation is not couched in terms of guarantee offer exoneration. n47 · i.i 

n45 The plan's sales literature shows S 1, 700 and $ 1,400 as the current one year costs for 

southern and midwest state universities respectively, with the cost at private schools far 

exceeding these figures. Its literature projec-..s the cost of 4 years of college by 1982 at s 1.1 

18,800. 

n46 Ale«,~nder Reid_.& Co., Inc .. 40 S.E.C. 986_.(19.6..2.).;_ 5illings Associates, Inc., Securities Iiiii 

Exchange Act Release No. 8217 (Dec. 18, 1967); Richard Sruce & Co., Inc., Securities 

Exchange Act Release No. 8303 (April 30, 1968); Norman Poilisky, Securities Exchange Ac 

Release No. 8381 (;:>,ug, 13, 1968). 

n47 James DeMammos, SeC".Jrities Exchange Act Release No. 8090 (June 2, 1967). ["33] 

The comp!.!rations , .· ~. ··:h resulted in the S 4, SOC fi;ure are set forth in a submission by CAP 

to the Stata of Plane.:. These computations pur?or: to present an admixture of st:at:istlCS anC 

actuarial assumptic:.s. They use a base of :,000 and projec: the rate of survival of mem~Srs 

and candidates in ~he plan, frcm year to ye::;r, based uoon statistics as to parents who cie, 

children wr.o die, ~-~:-=nts who quit the pian, grammar and high school dropouts, college 

enrcHees and ccllege dropouts. Insurance i!icrtality tabJes are usee for the ceath .:at~gc:-ies. 

T'he school dro~out ~=;~res rest on statistic! of the Department of Health, .=aucatio~ ar.o 

VVe!fare C'~~N"J. Th-e projections for paren:s who :iUit the ~tan are Ce!iveC fror:i infof-mc:t!C!1 

indicsting a s:oq'a dro:;out: :-ate fer long-terr:i annui~ ~ontractS. In w~iiizing :nis soo~o or ;co 
ffgure, CA?'s ccmpL:3tio:1s ar~itr::r:tv dlvice 500 ~Y :5 years arrfving at 31.2.5 oarents wno 

I [;~· '1b I , 
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will qu1t the plan each year. -~ese computations were prepared in 1SC.3 ar.d submi:::ed to 

the State about 1966. 

In determining the reasonableness of the $ 4,5CO represent:atior., !tis sig!1ificant that the 

HEW statistics u):)or. which CA?'s projections were based ccvered the periods ["'34} ::.~2-

1950 t:l1rough 1954-:!.962. T.~ese so:atistics showec tl1at out of 2,2CO,OGC high sc.'lccl · 

graduates in 1950 about 32% entered college. However, they aisc demor.s;:ra::ed that o~~ cf 

1.000 in the 1954·1962 period, 636 graduated from high school and 336 or over 52% 

entered colleoe. Nevertheless, in its presentatior. to the State, CAP se!ec:ed the 32% ficure 

as the base f;r its projections obviously affordir.g a potent1ally greater monetary reaiizatior. 

for the scholarship award thar; use of the available s;;atist~cs for the later period would have 

shewn. It is a!so noted that statistical material received by Rev. Wyatt-3rown after CAP's 

fiiing with the State indicates :hat for the year 1965, 55.3% of high sc:-.ool graduates 

entered college, a still higher figure. Whatever may be CAP's justification fer failure ~o use 

this material, it nevertheless is evidence of a continuing trend of a higher proportion of 

college entrants. 

Further the national statistics utilized by CAP do not necessarily have any relatlonship or 

applicability to the persons who become members of CAP. The national statistics represent a 

cross-section of the general population without regard to specific desires or intentions 

["'35] of t:l"le people composing that cross-section to give their cl"lildren a higher education. 

Where the incentive to do so is sufficiently alive to cause an individual ;:o join CA?, it is 

reasonable to assume that the likelihood of his achieving that purpose !s far greater than 

that shown by the national statistics. It follows that the computation of a s 4,500 scholarship 

award based upon national statistics may not reasonably be expected to prove realistic. !n 

addition, no justification appears for spreading the projected 50% of parer.rs who would quit 

the plan equally throughout the 16 years of the plan. Ung testified he "would suspec::• that 

such quitting would occur in the early years of the pian. l-Ogic would supper.: his suspicon 

and on this basis the amount available for the candidates as computed by CAP wouid be 

further reduced. 

The foregoing supports the condusion that CAP's representation to the pubiic that S 4,SOO 

would be available to the eligible candidate was made without reasonable basis in fac: and 

therefore, cor.t:-a:-t to the requirements of the securities laws. 

No matter how we!l-intentioned the principals of CAP may have been, it is fundamental that 

the seco..1rities laws (*36] must be administered for the benefit and protection cf investors. 

To fur..her that end it has been held, repeatedly, that because a security is "intricate 

merchandise," the proscription of the anti-fraud provisions of the SeC'.Jrities laws extend 

beyond commcn-,aw fraud; n48 that in the pubiic sales of securities :he sailer impliecly 

represents that t:is statements "are responsibly made on the basis of actual knowledge and 

careful considerat:on"; and t.'lat it is not a sufficient excuse that a se!!er of sec.Jrities 

personally believes the representation made without adequate basis. n49 Moreover, since 

the success of the ;:>ian depends upon forfeitures, its very nature would aopear ~o necessitate 

recommendct:on ::~the secr.Jr!ty to persons for whom it would be t.msujtatil: :-:SC ar.c, 

consequently, inc:;nsis;:ent with the well-eSi:abiished "basic obligation ~ s ~ ~c dee! fairly wit-., 

:::"ie ir.vestir.; ;:ut:a=." !151 

n49 !!:iC, pp. 990, -?91. 

:--:.50 ~er:=id rvl. :~r=_-?!:terc '1 :) :::.=.c. t~~:_37 ;t?~.:J~· ~f. ?.~1; :5b:0-! ::-.:;:~~::;acec ;.;:-:~er 

~:12 Secur:ties ::x:::--:ar.ge .~c: cf :; 3.=.. 

n5: ?.ic;;ard 5rucc ~ C:;., !nc.! s~pra . 
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In view of the foregoing, t;,~ :ircumstances surrounding ["'37] the representation of a s 4,500 scholarship award ra>se serious question whetner the granting of any exemptions sought by applicant other then those of an eMirely innocuous natura, as mey relate to tne interests of investors, woulc be in the national pubiic interest:. 

As relevant here, Section 1"-_a) of the Act prohibits an investment company from making a public offering of securities ~:1less it has a net worth of at least s 100,000. 
A letter from CAP to an offic;al of the State of Florid;: dated April 22, 1968, states that the corpus of the trust (presumatlly ail three plans) amounts to over$ 52,200 including contributions for the first quarter of 1968. The letter shows: tl1e following breakdown of trust funds as of December 31, 1967: Pennsylvania$ 700.60; n:52 Iowa$ 5.55 and Florida$ 32,681.24. 

The Repor+..s of the Senate and the House of Representatives both commented adversely on the fact that at that time little capital was needed to organize investment companies. n53 Section l4(a) was enacted "To put a brake on the irresponsible formation of investment companies* * *." n54 Thus, the basic purposes of Section l4(a) are [*38] something more than "simply to indicate a p~.;blic acceptance of the responsibility of the promoters of investment companies," as applicant understands it. The intent of the section is, rather, to assure at least some element of financial responsibility of the promoters of an investment company and to afford investors the protection envisaged by the section despite themselves and without regard to the public acceptance to whicn applicant refers. 
n53 Senate Report No. 1775, 76th Cong., 3rd Sess., June 6, 1960, p. 6 (Senate Report); House of Representatives Report No. 2639, 76th Cong., 3rd Sess., June 18, 1950, p. 8 (House Report). 

r.S4 Senate Report p. 13. 

Although Trust Fund is the investment company to which Section l4(a) is directed, CAP's finanCial condition is also relevant to the extent that it natlec_t.S tlie plan's prospects f9r the future. CAP's liquid assets are minimal. Its balance sheet as of March31, 1968 shows an overall deficit of S 13,096.94 and indudes assets of$ 15,8:58.92 consisting of furniture and fixtures and accounts receivable of$ 8,260.04, both of doubtful value. Under the Florida Statutes n55 CAP is required to deposit with the Insurance Commissioner [*39] securities of the value of s 50,000 to essure performance of its obligations to its members; S 25,000 in such securities on or before April 1, 1968 and a similar amount on or before April l, 1969. CAP has no securities of the ;,ature contemplated by the State's deposit requirements. It has requested the State to waive the first deposit: in view of its inoperative status. As of tne dose of the record the Stare had 1ot responded. n56 

n55 Section 6l7.S6l. 

n56 Since the statute requi"'=S the deposit to be made by ;:..,e corporation rather than Trust 

.... 

! 
I--

i ~I 

Fur.d a deposit of s SO,OC J. cather than that of 5 150,000 asserted by the Division, would \.i suffice even if the CAF·Def c o;d CAF-Iowa tr..Jst agreementS shouJd be approved. 
In view of the limited asseiS :Jf lrt:st Fund for the Florida p~an, the minute assets of the Iowa and Pennsylvania plans anc :he precarious financ:al condition of CAP, the granting of an liol exemption frat':'\ Section 14'. ') would nullify the prccecions- of the Act and adversely affec: -:he interests of i:-:vestors .. .:!..:::-:~rdingly, :I1e request for :xempticn from the ~revisions of S~c:ion l4(a) cf the Act is·= 2ni.;d. 

-
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This section provides that all direc:ors of a registered ["'40] investment cor.1pany be electec 

by shareholders of the company at an annual meeting or a special meeting called for that 

pl!rpcse. Applicant seeks exemption from Section 15(a) to the extent t."lat t."le Florida law 

requfre.s tha~ four organizations, i.e., the Flcrida Co:;gress of Pcrants ar.C le?!dlers, Ficrid2 

Education Association, Florida Sankers Association ar.::l Ficrida Savings and Loan Leacue 

each have the righ: to appoint c representative on C.~?'s board of direc:c~. -

Trust Fund is a registered management company. n57 It is uninccr?crat~ C!nd has no beard 

of directors. Under these circumstances, Sec:ion 20(h) of the Act reql!ires, amonc ot.'1e!" 

things, that the depositor shall have a board of ciirec-~rs nc more than 50 pe!" cent:.:m of the 

members of whic."l are officers or employees of the de;:~ositor. CAP's charter provides for not 

less than 7 or more than 18 directors. So long as t!1e duly elected mer.1bers of CAP's board 

constitute a majority, CAP's "corporate democracy, • to whicn the Division refers, wiil be 

preserved. CAP shol!ld insure, by amendment to its by-laws, a continuin!:; majority of e!ee.:ec 

members in the event the above named organizations decide to exercise their right :c 

appoint [x41J members to CAP's board. In other respec:'"..s CAP's board should observe :he 

provisions of Section lO(h), where applicable. Moreover, applicant has uncie:-"..aken not to 

deviate from the invest.>nent policies desc.-ibed in its application nS8 without an order of the 

Commission permittng Sl!Ch deviation as well as the majority vo~= of its mer.1bershio as 

provided by Section 13 of the Act. · 

n57 Section 4 of the Act classifies investment companies as either a fa~·amount certificate 

company, a unit inveS'"..ment trust or a management company. Trust fund is net a face

amount certificate company. (See fn. 18). Trust Fund is not a unit investment trust which, 

ioil by definition in Section 4(2) of the Act, issues only redeemable Sec'.Jrities. The pian's 

forfeiture provisions are patently inconsistent with the concept of a redeemable sec.Iri:Y. 

Under Section 4{3), if trust company is neither of the ot!1ers, it is a "management company. • 

nS8 The application states: 

"It is intended that Appiicant's assets will continue to be invested in United States . 

Government Securities, including securities issued by agencies of the United States and/or 

fully guaranteed or insured by such agencies and in Certificates of Deposit of federally 

insured banks"'"''";" and, if its pending request of the Internal Revenue Service for 

exemption from Federal income taxation is denied, Applicant reserves the right to invest in 

tax-exempt municipal bonds. (*42j 

The conflict anticipated by the Division if the Sankers Association and the F:crida Savings 

and Loan League should ap;::oint members to t."le board would be de mimmt.!S in view of Tr..rst 

Fund's investment ;::elides. Furt.'ler, if the majority vote of the membe."Snip is obtained fer a 

change in investment ~oiicy pursuant to Section 1.3 of t!ie AC!, ar. order of t.'1e Commission 

approving suo change should not be required. Exempt;;on from Sec:icn :6(a) cf tt:e Ac: on 

the conditions indicated above inducing t.'le applicant's l!ndertaking would not adverse;y 

affec: the interest of investors. The exemption is, therefore, granted. 

Thts sec:ion declares it :::o be ~niawf'.JI ~or any regist:e!"~d inves!::':ie~~ c::a.:pcr.y :ss~ir.; 

periodic payment plan certificates, or for any de~csftor for suc."'l company tc seH st:c~ 

certificates .,59 unless they are r~deemabie sec:.:rities . ..,!..poiic:ant :.:r;es t"lat :.~e effec: ~= ~~e 

iiteraf aopiic3t!on of Sec:icn 27(c)(l~ would be r:; des~v ::,e ~r.:!re ~=r.::--ac::.:a! ar.a!":~::"':"':er:~ 

anc' seeks ::n exemption :rem 'C:ie p:-cv!s;o~s of :::at seC-ion. ~ 

n59 !tis :m~a:e::ai whether shs;-es ir: :he -=r::e:--::r:se ~r-e evic;::cec =Y ~:::-::;~! ca!!r::f:c.;;;;s -::

;:y :;cmir:C! ;~i:e:-::Si:S :n :he ;:r:.ySiC~i ::sse~ :Jf :.'":~ :r:::~:-:s~. 5 . .:.:. '/. -~CW~Y C'~ .. s..:::z: . ..... 
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c;.•,.a.!, a.3 k<!o-Ctltj'd!la.:I~M.:::J'"'~ .. ,.,~!e.l!i, it io inhnro.-· · t"h.o rti=:n t-h:1l" itc C'!It"rQCL f1Qr'lQnfi.: nnnn 
forfeitures, its securities are "Ot redeemable. S" forfeitures, occurring late in the life of a 
member's plan when large a-,ounts have beer: · ested, would enhance the posibilities of 
success of the pian. !ndeec, :is doubtful whet::-, the plan would have even the barest 
chance of success if ail or m:st forfeitures took : ::ce when the members' losses would be 
minimal. It is also noteworti":·/ that the amounr : .. ::; member's overall loss through ·forfeiture 
would include not only the ir:erest from his sa·i· · ;s account !:lut, also, hisS 175 enrollment 
fee. 

Tne legislative history of the -'.ct reflects tl'le dee:: ::oncern of the Congress with the matrer of 
forfeitures. In testimony bef::re the Senate n6C ~: least two witnesses condemned the 
forfeitures resulting from investments in face er :.unt installment certificates. The Reports of 
both the Senate and the Ho~.;se n61 took cogni=:;--.ce of the practices which resulted in 
forfeitures and substantial !csses, pointing to c:;,·:panies which sold to investors in low 
income bracketS who inva,·ia:::!y had great diffic_ :y meeting their installment payments and 
to the ["'44] high lapse experience of investors !n enacting Section 27(c)(1) the Congress 
made appropriate provision :o relieve this situe:.:::n by prohibiting forfeitures, admonishing 
that "Periodic payment plcn certificates must be .-edeemabJe securities." n62 

n60 Hearings on S. 3580 :3efore a Subcommitee :f Ser.ate Committee on Sanking and 
Currency, 76th Cong., 3rd S.:ss. ("Senate Heari:-.;s") p. 300. 

n61 Senate Report p. 10. Hcuse Report p. 8. 

n62 Senate Report p. 19. 

To grant applicant's request for exemption from :ne provisions of Section 27(c)(1) would 
serve only to perpetuate the incidence of forfeitt.;ces which the Congress decried. It is not 
enough to say, in respect of forfeitures, that the investor is aware of the risk he takes. To 
whatever extent and under whatever conditions :ull disclosure may be the sine qua non of 

... the federal securities laws, here the Congress specifically exduded forfeitures from any/ 
· periodic payment plan as adverse to the nationai public interest and the interest of Investors. 
·· Applicant's assertion that the members' savings accounts are always available to and 

redeemable by the members carries little persuas:on since it was never intended that these 
["'45] savings accounts would be at risk and they do not constitute assets of Trust Fund. 

In the light of the foregoing and the manifest ad·;erse effect of forfeitures on the interests of 
investors, exemption from t!-:e provisions of Sec:.::Jn 27(c)(l) is denied. 

Section 26(a)(Z){A) and 25(a)(2)(5) 

The pertinent pr::visicns of t!1is section prohibits :he sale of s:ecuritres issued by a registered 
unit investment :rust unless :he trustee, if not s:!1erwise remunerated, may charge against 
or collect from the income cr corpus of the trus: :;:es for its services and remuneration for its 
expenses theretafore per"cr,.,ed or incurced. Se~:ior. 27(c)(2) requires any registered 
investment cor:-:oany isst.:H"l~ ;)ericdic paymenr :- ?li"' certifictes tc deposit the proceeds of 
such payments with a truste~ under an indent\,;:-~ or agreement c::mtajning, in substance, :t"n: 
provisions required by SectJcn 26(a)(2). n63 

n63 The applicat!on fer exer.-:ptiol1 concedes th;:· 5ec::icn 27{c)(2) r:1akes Sec:!on 26 
appliczble to apGlic:an:s tru~: agreem€nt. 

Under the florid:; statutes, ;:54 the trust funds ~ -;aJi ''be wsed exci!..!Siveiy .ar.d soie!y for 
scholarships ~"'" :.-". D.P'~ t:~..--!aws [IIIegjbJe Te;::j limit :::t-.e t..:se of the tr:..:st func's an:: [:.c:C-6] 
~.:,e trust agres!'7"::ents a;<em:: ~he tn.Jst funds f;:~ ~se fer ;ayr."len:: of ::.i'le :r:..;stee's f:;es ar.c 
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charges, suc!"l ;.:cymenr beinf; assumed by CAP ouc of the adr:1ir.!st::t:ve fees pcic by the 
members . 

r.64 Sectjofi 617.56. 

Secricn 26 was desianed to iemedy the sit'.Jaticn in which a spcr.scr abc~dons ~'1e enter':j'r!se 
and no provrsion is mace for iemuneration cf the t:ustee ... t'"lus c.-eatinG an "orphan tru~·.,. 
n65 But, CAP ar.d the Trust Fund a~ super;is<od by the State unde-, 2 ~tute spec:fically 
designed to cover enterprises engaged in the sale of educational plans. Tne stat.Jte includes 
remedies which adequats-Iy protect against the ~~ssibility of ar: orphar. t.'1.Js~. n66 Under 
these circ:.Jmstancas the congressior.al ir.r::ent is t'reserved ar.d the interes;: of the Investor 
protected by the i=!orfda Jaw. A requirement for 2 change in t,e trust agreemen~ which wcuid 
conflict with that law appears unnecessary. Accordingly, the exemption is granted. 

n65 Senate Hear.ngs, p. 300; Senate Repor;:, p. 19; House R.eport, p. 22. 

n66 The Statute requires (1) the$ 50,000 deposit referred to above; (2) deposit of 
additional sums if the S 50,000 deposit is deemed insuffident (Sedon 61.7.62); the filina of 
annual financial statements (Section 617.58); and institution of liquidation proceedings by 
the Commissioner of Insurance when the corporation is insolvent or tl-:e fl.::ther t:-ansac::icn 
of business is hazardous to the public, the members or t.'"le t:-ustees (Sec:Jon 5!.7 .50}. (:~:47] 

Sec::ion 30( d) 

This section requires the trcnsmission of semi-annual financial repor-..s by Tn.1st Fund to tJ1e 
members of the plan. 

Section 30(a) requires the filing of annual reports with the Commission and Florida law 
provides for the filing of annual reports of financial condition with the Insurance 
Commissioner. Applicant says this is enough; that the filing of a semi-annual re;;crt would 
add unnecessary e."pense and contribute no meanin~:;fui information to the members. But 
applicant overlooks the poor finandai condition of CAP and the various problems raised for it 
by this proceeding. Until such time as the plan and Tn.1st :=und become stabilized, the 
membership should be furnished financial information as often as is feasible in order tl1at 
they ·may be in a ;;osition to reach an independent judgment as to the ;;iar.'s proscec"..s fer 
success. The request for exemption is denied. 

Section 18(i) 

This section, as ;eJevant here, requires that every share of stock issued by a regis::eraC 
closed-end company shalf have equal voting rights. Applicant r~ues::s that 'ctle Commission 
issue an order permitting voting rights as set fort., in C:..P's .by-laws whic;, orovide ~!":at eac.~ 
member have [*48] one vote fer each candidate he sponsors. Division opposes t.,e n:quest 
asserting that the by-laws do not permit members to vote in relation tc :!'le !lmcunts ::hey 
have ir.ve~;d . 

A perusal of ~he inSi:allment de~osit schedules disc:cses \:t':a\: ~'"le amou:1t ::-:vestee by ec:c:-: 
memoer u:ili::in'; :!1e ins:allment plar. 'NouJd, of r.ec:ssity/ c~ange frequently. :=:.:r::-:e:.:-:c:-e. 
these cnar.ges ., .. ,cuiC vary depending upon the tvoe of ::fan the member ~c!lcwec -- ~cr.:t":iy I 
qwarter:y or annt:af. Thus! the number of votes of eec!"i memoer would :-e subJeC: :=: sue!"": 
C~ns-~n~ ·~a.-:~:!"'.,..,n •s ·o maK' ~ •a'he•Qnce •o c::.=...-io~ • 8('' c· '(;l'"'co.-.eoom"' •~o- .. - ... ,-,olc"J if :::r;- =ll ... ... .... '"- "# 0 •<...0'-o-1 -~ '- <;;; ._ I •- - - _.__.,_. oo - oj .-. ' ___ ..., ~~- _,. "'"'''"' ._ '·: ....... -
ocssible. 

The scholarship plan !s far rer:1oved from i:he !JSua: !nves:~ent -:~r.ce9t .:::ntem;:::e:::c =:y
Sec::c~ 18{!). T:e ;oal of eac::--: :":iemOer !S :he :-eaH=~ticr: =f ~~e :sc~oi~:"S:iJO .=wert ;::r :-::s 

' I 
I 
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! 

iii candicate. !."':e :;'..!S~ f:.:ncs ~2~: :1ct ::>e usee ~cr ~r.y ::he: ;~:-=esc:. Sir.(::? :::c.-: ~::-:--::;:;er w~:: 
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fully complies with the ;:: 1n will ultimately in•,est the same amol.!m for each qualified 
candidate, the public inc-res;: would not be a ,',;cted adversely by acceptance of the plan's I 
voting provisions in lieu of the virtually unmanageable arr-angement which would result from ""' 
compliance with Section ["..:.9; 18(i). Applicant's reques: for an appropneta order is 

i granted. , 
-1 

Section 23(b) ! 
' 

Applicant requests an orrJer permitting it to :;ell its shares below net asset value, contrary to ...; 
Section 23(b) of the Act, until its next annuai r.ceeting at which time it will seek its members' , 
approval of continuation elf the present selling ;:roceaure. Division argues that the section 
was designed to prevent ciiuticn of existing shareholders' interest in closed-end companies 
by sales below net asset value and that new investors would participate in applicant's assets 
and earnings without paying a pro-rata share. 

However, as shewn above, a member may not realize on any of Trus;: Fund's assets or 
earnings until his candidate has qualified fer the scholarship award. The investment of all 
members sponsoring successful candidates would be identical. Although the Division's 
position would have substance where marketable securities are issued, enforcsment of 
Section 23(b) under ths circumstances present here would not appear to add to the 
protection of investors. 

.., 
: 
' 

... 

Applicant's request, conditioned on membership approval of present selling procedures at the i' 
next annual meeting, is granted. Accordingly, :"50] · 

IT IS ORDERED that applicant's request that it be declared not to be an investment company 
within the purview of Section 3(a) of tie Act be, and it hereby is, denied: and 

,.- J:_;~¥l. : 'P:: :: . 
IT IS FURT~ER. ORDERED that applicant's request for exception from investment company 
status under Sections 3(c)(3), 3(c)(8) and 3(c)(12) of the Act be, and it hereby is, denied; 
and 

IT IS FuRTHER ORDERED that applicant's request for exemption from the provisiorrs of 
Sections l4(a), 27(c)(l) and 30(d) of the Act !:le, and it hereby is, denied; and' 

IT IS FURTHER ORDERE!J, pursuant to Section 6(c) of ::he Act, that 

(A) applicant's request for exemption from the provisions of Section 26(a)(2)(A) ana 26(a) 
(2)(6) of the Act be, and it hereby is, granted, 

< 
(B) applicant's request for exemption from Section 16(a) of the Act be, and it hereby is, 
granted to the following extent: 

(1) on condition that CAP amend its by-laws to insure (a) a continuing majority of elected 
members of its Soard of Directors, and (b) that no more than 50% of the members of its 
Soard of Directors shall be ::fficers or employees of CAP, and (c) on condition that CAP shail 
conform to suc'1 ether r:: ·ov!sicr.s of Section lO(h) of the Act as may become app!ic:;Cte; 
[~51] and 

(2) on the further condition that applicant shalt nat clevtate from tne invesr~ent poiic:es ser: 
for:n tn its application. 

(C) in respec: cf Sec:icn :S(i) cf the Act, .,,otin; rights of members as presently set fo~h ;ii 

CAP's by .. laws, L£=., ;ac:1 l;.vestcr has one vore =or aac:-: canaidat; ne spo;-:sors~ :e, ano :!""'.ey 
::ereoy are, perm1!:ed. 
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membership at which time the members' aporcvai cf such pr:)ce~~..:re wii! ;:E s~u~:-::: cr.C mav 
be continueC only ir. the e·.'e::r sue:: approval is obtained. :1Ci · 

n67 To the extent that the prvocsed f:nCir.gs and ::~nclwsicns Sl!C:":"li:::!: :::: ::;e Hea'f:lG 
Exar."!ir.er ar: m ac=ord wi::h :ne views set for.:;"'l he.:-;in ~he'! ::re :c::e::::::ec. c:-:d tc the -::xt.;r.t 
they are tr.c:Jrrsisi:;r;~ the:e,_.,,;t:o :;,ey ar~ expressly rejec:~t:. D:visicn·s b~e~ ~ec;:.:es:.s t!"tat :-tc 
exem~tlcn be grante~ from t~e provisions of Sec:icns 22(C). 27(c)(:)_. 27(a~:(2) a::C 27(a} 
(3). However/ tnese requests nave not been conside!'"ed. ~!tiler the aopiicadcr. :-:or ::-te !::rrh:r 
for proceedings refer to these sec:lons and although the ~rCer awthcr:::es spec:t:c acCft:cr.al 
matters and questions, the ma::ers covered :,y t:Jese sec.:ions wer: :1ct ~!sac Ct:i'in; the 
C~urse .~r~ r~~ he"r,·n~ [~""' ~-:: ~ ...; """ .;..... - ''::!' .... _; 

This order shaJI bec::>me effective in accordance with and S"..Jbject tc tne ;:r:v!s;c:-:s of Rule .17 
(f) of the Comm!ssicn's Rules of Prac:!ce. 

Pursuant to Rule 17(b) of the Commission's Rules of Practice, a par.y ;':'l<:y file a pet:t<cn fer 
Commission review of this initial dedsion withm 15 days after service ~hereof or. him. 
Pursuant to Rule l7(f), this initial decision shall become the final decision cf ~he Cor.:missicr. 
as to each party uniess he files a petition fer review pursuant to Rule 17(t:) or ~'le 
Commission, pursuant: to ?..ule 17(c)1 determines on its own initiative to rev1ew !h:s :r.ttia~ 
dec!sior. as to him. If a party time!y files a petit!on. to review or the C~rnrrnssicn takes aden 
to review as to a party, ~his initial decision shall net become final as tc tnc:.: par.y. 
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Appendix IT 

U. S. SEC Scholarship Plan Findings, Opinions and Cases 

1. In the lvfatter o(T1ze Trust Fund Sponsored bv the Scholarshiv Club. Inc., Findings 
and Opinion of the Commission, ICA Rei. No. 5524, (1968 SEC LEXIS 563) 
(October 25, 1968); 

2. In the Matter o(T1ze Trust Fund Sponsored bv the ScholarshiD Club. Inc., Notice of 
Application Pursuant to Section 6 (c) for Exemption from Section 27 (a) (3) of the 
Act and for Amendment of Previous Order, ICA Rei. No. 6250, (1970 SEC LEXIS 
156) (November 17, 1970); 

3. In the Matter o(T1ze Trust Fund Sponsored bv the Scholarship Club. Inc.. Order for 
Exemption and Amendment ofPrevious Order, ICA Rei. No. 6293, (1970 SEC 
LEXIS 198) (December 16, 1970); 

4. In the Matter o(the Trust Fund Sponsored bv the Episcoval School Foundation 
College Award Program. Inc. , Initial Decision of Hearing Examiner Sidney Gross, 
AP File No. 3-1374, 812-2229 (1968 SEC LEXIS 2734) (October 24, 1968) 

5. SEC v. International Universitv Foundation. Ltd .. et al . . Lit Rei. No. 4327 (1969 
SEC LEXIS 1227) (May 27, 1969). 
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1968 SEC LEX!S 273"', ~ l 
In the Matter cfT.-iE TRUST FuND SP:ONSORED SY TrlE E?!SC::i.?AL SCHOOL FOUNDATiq 

C:JI I =GE AWARD P:ROGAAM, INC., c/o Episcopai Sc.'loc! Foundation College Award P~r<:j 

Inc., (Sponsor}_ 31CO East Oakland Park Boulevard, Fort L.=uderctaie, Renda, {!nv~me~ 

Ccrnpany Act of 1~40) 
i 

AC:nin. ?roc. F:ie Nc. 3-1374; 8:.2-2229 

SECUR!T!ES AND E..'<C=-'.ANGE COMM:SSrCN 

1968 SEC L!:X!S :7!~ 

CORE TERMS: candidate, trust fund, exemption, saving, investor, forfeiture, deposit, 1 

membership, enrollment, issuer, savings a=unt, certificate, truSt funds, statistics, by-la~• 

public·interest, invested, earnings, annual, regulation, depositor, dropout, high school, 

redeemable, registered, Securities Act, variable annuity, face-amount, computation, 

sophomore 

COUNSEL: ["'lj 

Appearances: I Lewis J. Mendelson and Allen S. Witz for the Division of Cor,:lorare R.eguiation 

Frank E. Freeman fer The Trus;: i"und Sponsored by ::."le Episco;:;al Sc.'lcol ro~ndatlon Coil~ 

Award Program, Inc. 

Ti;XT: IN!l.:AL D~S!ON 
I 

Sefore: Sidney Gress, Hearing Examiner 
1 

~ i 

This prcc~lng 'Mas ir.stit'...:ted by the oraer of t:1e 5.ec..Jr.oes and =."'<c."!ar:;e c~rnr::tss1cn l 

{
11Commission") dated April !7, !.968, directing :.~at a hearir.g oe ne!d on an appiia:t::on filE 

~Y the Trust Fund Sponsored by ihe =~:sc:~al Sc.'1cci ~~unCaticr. Con~~e ~:~<:arC Pro;rarn,' 

Inc. ("appHcantu) pursuant :o Sec-...ion 6(c) of t~e :::r.vest:nen~ Wfhp.:ny .~c: ':;f l.S:40 ("..;<::") 

-r;.,e appiication ar.:::: :r. ar:1end~ent ~hereto fiiec :::.;r:ng the !:=:.;:-sc of ::;ie ~car.n.~ asscr: ::-:. 

a!=piicant ts not an investment c::aoc::anv ·nic."''lin :;1e mearar.g cf :.~e Ac: ":;y \rt=-:-..:e cf r:r.e 

various :xcepticr.s ;::-=vice~ ~':' Sec:!cn 3 cf :he . ..:..c:. :n :."ie a!te;.-:a:!ve, :..;e =~~!i~t:o~ s.;e! 

.sxerncticn :r:m c=~aili sec::ons of ~he Ac:. c:ce~s :..:~cer c::-:e~ s?:::~r.s ·;~ :ue Ac: ::r.:: 
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CORE TERMS: ir.vest:)r1 exemptfor., beneficzart, savings ac=wr.:, :::r~ings .. :=cr721t"~re, lee:~ 

planhofder, depcstt, prcspect:us, periodic pay~ent, certificate, t."'ar:sfa;.-o:e: isue, savir.gs 

semi-annual, ccmpletion, qualify, admJni5tl~t!ve fees, mcntr.iy payment, public int=rest, 

essat valu~, prese::t:ation, d!sclcsure, rece~mab!e, acquire, by-!aws, Ac rte!ease, h.:mp su~, 

remuneraocn 

ACTION: 

!NVeS7MEM7 COt-"lPAN!ES 

P'.er.cdic P;ymenc Plans 

\rVher~ !rrceres\: e:r:-:inr;s cr. ir.vestors' tn::::vic:ual sa\'':-::;s :c==~~~ p~r.cC!c.=Jiy :~r:st.::r.:C -

a f-JnC ~ra ir:veSteC !n sec.Jriti~s ;::endir.~ ult!mat:e -:is-~b~ticr. fer -:.=Hege :.x==e:.sas =f 

-~uaHfyir.; ben~fic!ar.es, he!c. :\Jnd is ari inves~er:i: ==~;::ar.y. 
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for college expenses vvhich are not fUlly redeemable, granted, in view of inhere:-:t natwre cf 
plans and fact prospecrus end saies literature will be subjec.: tc re•;iew and examination to 
insure full, adequate and informative disclosure. 

DeduC:~on of Sales LoaC from Paym~n:.s 

Exemption f:-om Section 27(a)(3), grcnted to permit deduction of amcr..:nG :f sal~s !c~d to be~ 
rr.ede over three-year period although amounts deducted in third year diffe; prcpc~ionzlly ' 
from amcwr.ts deducted ('f<=2] ir: first t\Nc years. 

Other :xemptions 

Where assets of trust will be distl"!buted only in payment of c:c!lege expenses of "'lose 
benefkiaries who qualify, held, appropriate under aJJ circumstances to grant exemptions 
from Section 23(!::) relating to salas at net asset value ar.d from Section 26(a)(2) relating to 
right of trustee to coilect expenses from trust assets. 

Semi .. Annual Re~orts 

Request for exemption from Section 30(d) to relieve fund from requiremem.s of supplying 
semi-annual ~epor.:s, denied. 

COUNSEL: Harry Heller and l'larc A. White, of Simpson Tnac:her & Sa~ietr, and jack Yes/ow,· 
of Salter, Yeslow and Eurnstein, for the applicant. · 

Lewis J. Mendelson and A. Sar;y Wit:, for the Division of Corporare R.egulat:on of the 
Commission. 

TEXT: FINDINGS AND OPINION OF THE CCMI'l!SSION 

These are proceedings with respect to an application, filed by The Trust Fund Sponsored by 
the Sc.'1olarship Club, Inc. ("Fund" or "applicant") requesting exemptions from certain . . 
provisions of the Investment Company Act of 1940. After appropriate notice, public he:rings; 
were held. An initial decision was waived, proposed findings and briefs were filed by the 
applicant and by our Division of Corporate Regulation, and we heard ['"3] oral argument. 
Our findings herein are based on our independent examination of the ream:!. 

The Scholarship Club ("Spenser-') is a non-profit Florida corporation organized in November 
1961 to promote and operate plans designed to provide funds to be used to pay college 
expenses of students. nl An investor joins the Sponsor by agreeing to establish a 
"scholarship" plan for the benefit of a named chiid. In general, under the terms of such a 
plan, the investor a<;:""ees to open and pay either a lump sum or monthly deposits into a 
savings account in his own name in a federally insured bank or savings and loan association; 
and agrees that all earnings ac::ruing on such ac::ount will vest in and be t:Tansferred to the 
Fund and will through the medium of a bank tmstee, be invested and ultimately distribut:=d 
for the benefit of colli1!ge st<..:dent beneficiaries of c!anholders. The prindpal cf the investor's 
savings account remains under ~is control and he cnay withdraw from the pian and obtain 
suc!1 prir.c!Qai at any time. Sue:-: a withdrawal p!":::.- :o ::!ie ~:Jr;-:p/etlon scheaule set fa~!": ir. . 
/"':;s pJan, however, wili resi...!it in :ne fcrefe1ture by ~.--:e investor -::f ::he .::rr:ir.gs on his ac::=uni 
whic:, -.vere theretofore [:.::4.] t:-::nsf2rred co the .=·..:nC and i::ie alimir:atlcn of :he !nves\:c~s . 
dasf~r.at:C :enefic:ary frcm ar.y participation in ~:-:e assets .:f tfie i=~:1d. Similartyl jf ::he ·::O:!lC: 
Cssi:;nated as a benefidarf Cies ;=rtor to er.terfng .:;:,iiege. :i2 or dces not .:i1tsr collc-;e, or 
does ::ct: sac7s~·c:ct::niy ::::Jmpiete :he fJrst year (cr :=r.;' su::Osecuent year} cf c.:!lege, tj~; 
:nves~::-';;: inte:es~ :r. c!"':e ,=!..Jnc's: ·:!SSetS :s :errr::nc:~u. 

121 

'112 

... 

~i 

... 

-· 



.. 

... 

illl 

---~"" 
-~ 

t 
' 
i 

n2 !fa benefkicrf child dies piior tc entry into a college or w-:i·versi::y, the investor rnav J 

de.signare a yct.!nge:- brothe: or sist:r cf the dec:ased c:iild as t~e ~enefiC:ary of the plan a:€ 

c::~~inue the plar.. !fan inv;s:o:- dies prier to ccmpletion ~f =:e ~12:"":, any ott~er person i:":a'' ~ 

be subs~itut:c fer the purp.:se ct ccm~let:ns t:!ie p!an with ti":-: .a;;:r-val cf t::e Spenser. .. · l 

f . 
' 

7:'1e ;::>l~r.s c::m:emptat!; :hac !. ct:ey are camed t~ complc::!cn t.-;e: prir.Cpa! amct.:nt of ~he 1 

i~ve~or's scvlngs ac::=unt will be _avail~bte,....eo be applied t~.'N.ciCs :h~ _be_nefidary's fi~ yea~ j 
C~flege e.xpensas, ar.d that St.!r."iS rrcrr: tne r-unC'S assets WU( Ce ;ir.:VICeC r~.:j tC be ap~iie~ 

towarcs the suc::?edin<; thre~ years' t~idor. and orher e...x~ens:s sc lcr.g as t.~e beneficiary ~ 

c:::nt!ra.:es his edudon in ar. ac:::-edited coUege cr university. T.--:ere is nc assL"rance, howev~:! 

~hat 2 qualifying be!'Ieficiai't will receive all or any fixed par: cf his c~ll=q2 expenses. A · 

diS::inc:ive feature cf the plens is that ~'"ley err:bc~y the pcssit:E~ tha:: t!1e ~r.c!'s asse~ rr:~ 

inciude amounts forfeited by the failure of investors to c:lm!)lete their ::ayr::ents and by th.:; 

faiil!re of beneficiaries to enter or complete the!r college prcgi;ms s:c ~at a~ ~nves~rs I 

ber:efidary who does enter and continue in coHege may recaive ~c:; t.han i:!'le C3.li1Ct.!nts pa!: 

by t.'lat partic'.Jiar investor plus .:he earnings on such amcunc;. -

.Ac~::rding to a proposal ri1ade after the fiiing of the appHc.=CCiii, unCer ~-:e :nstallmern: plan 

the :nvestor would make monthly payments for 11 ye~rs, ,s.;.o ~,e first mcnt.~ and $20 ~e~ 

month thereafter. lr:esa cayments wou!C indude the sates !oaC and ae!minrs~., ative feo_s 

which, as in the case also of the lump sum plan, total $150. n3 Tne ne~ payments would oe 

deposited in the investor's individual savings ac::our.t, wtth eam.r:gs ac::--.Jir:; en s-..1ch 

ac::ount to be paid to the Fund ( 2 6] at t.'le end ·~f each year. n4 

n3 The sales load, in the amount of $112, would be paid thrcugh c!educoons at :.'1e rate of 

:ZO% of each man tilly payment fer two years, a to::al of $S.Z ir. ttle flrst year and $48 in tne . 

sec::md year, plus deduc:ions of $12 in t::le third year at t.'1e rate cf 5% of each monthly 

payment. Administrative fees of $48 would be paid through aeaucttcns at ttle rate of 8% or 

$20.80 from the first year's payments, at the rate of 5% or Sl2 frcm t.'le second year's 

payments, at the rate of 3% or $7.20 from the third year's payme.'lts, plus $1 to be 

deducted from the first payment of each year for the remaining eight yesrs. )Jnder conrrac:: 

entered intc with the Sponsor, Scholarship Services, Inc. ("Ser,rices") will aC::: as tile_ 

e."<clusive selling organization for the sale of fully paid and ir.sta!lment plans and Sec .. nity, 

Inc. ("Security") will perform adminiStrative functions and services for the Spenser. 

n4 Earnings accruing on installment plan accounts would not be transferred to the Fund unc

January 1 of the sec011d year following the investor's joining tl1e ;:ian. 

Assuming all payments were made as contemplated and the savings a=unt paid 4% 

interest, the investor would de:;~osit a total of $2,500 in hiS savings acc:::u::t, and ince.-ast 

payments into the Fund would total approximately $566. The fully paid plan woulc ;nvoive <. 

lump sum investment of $1,760, ofwhict1 $160 would c::msLit-,;te me sales :cad ar.d 

administrative fees. The investor would deposit the remaining s:,6CO in his individual 

savings·accoune whic:t": he wcuid maintain for eight and cne-haif ye~rs, Cur.ng whic."'l time 

ir.terest e.f approximacely SS'64 accrued in sue.., ac=cur:t wcufC be ~nster.-ed to ~:he F":.Jnd. 

cs~J 
L ' 

S~t"..!S cf Applic2m: 

Sec:ions.3(a)( !.) and (3} of :he . .:l.c: ~efine an :nves:::::en: c::r.:J:.:ny ~s any !ss;;er Nt"ac.-: ::S cr 

"-:cids itseif out as be!r.g ;:::rimcrHv engaged or ;ro~cses -c~ t:r.ga~e yr!mar:iy in t.'1e .:;~siraass 

.nvesting, reinvesting or ~-ading In Se-:t,!nt!es; or fs .::;gag'ed ~r ~r.:pcses :::: er.s:afe :n :.~a 

~!J.smess cf ;i!vasi:tnc;_, re!nves::rng, cwning, HoiCinc; =r ::-=c:::g ~n sa~..:r.;::es. ~::c ~·N:-:s ~r 

;:r::c=scs ~c cc=:.;1ra :t:vest~enc 5.aC"..!:-:t:es ;,avtr:; a ·:a I~..;-: ·:-:<~:~~ ~c ;:e!"" :::::.c :;f s;..;c:: 

!SSLn2:r'S. rc:.=J cssers e..'<c:!.!sive -:.f Gavemrner:: ac-c:..:r:::es ~r.c. ::ZS:ii ;::::-:s. ~= 

:::-=.: =-:.:.: :.:..:.: : ;...;. : :-·- ~ :: =~:s.-:-· 
-
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nS Section 3(a) defines investment sea..:rit:es to include ail s~c-urities except Government 
securities, securities issued by_ employees' se~urities companies, and securities issued by 
ma]Ority·ownea subs1d1artes or the owner wh1ch are not: mvestrnerrc_ccmpan~es. 

Section 2(a)(2) de!':nes issuer to mean every person who issues or proposes to issue anv . ... security, or has outstanding any security which it has issued. Nc question has been rais~d ,: 
to applicant's being an !ssuer. · 

Over the past several years, arr:cunts received by the P'unC: have been ietaineci as cash or 
placed in bank savings accounts cr certifia:tes of deposits or in United [*8] States 
Government securit:es; at ;::resent suc."l funds ara held in time deposits with the Trusree 
bank. Applicant believes it is desirable tc invest its receipts in conservative securities 
including tax-exempt bends, and states t.'lat if the necessary e:<empticns ara granted it 
intends to broaden its investment policies to de so. It further recognizes that with such 
broadening of investment poliC'f it would dearly be an investment company, and it does no: under the drcumsrances dis;::ute its status or s~k to avoid regulation under the Act. It has. 
t.'lerefore registered under the Act, describing itself as a non-diversified closed-end 
management investr;Jent company, and has filed the instant application rec;uestind' 
exemptions from specific provisions of tne Act. We accordingly tum to a consideration of th .., requestad exemptions. -' 

Exemptions Sought 

Sec:Jon 6{ c) of the Act authorizes us to exempt any person from any provision of the Ac;: ii" 
we find that such exemption is "necessa!-y or appropriate in the public interest and 
consistent with the protection of inve..ctors and the purposes fairiy intended by the poliC'! ar' provisions" of the Act. The broad exemptive power provided in Section ["'9] 6(c) was -designed to enable us to deal equitably with situations which could not be foreseen at the 
time the legislation was enacted. n6 We have noted, however, that the power under that 
Section to free any person from any prevision of the Act is one which must be exercised wit 
circumspection and with full regard to the public interest and the basic purposes of t!le Act~ 
n7 The showing required in order to meet the public interest and ralai:ed standards set fortt in Section 6(c) is that the compliance from which exemption is sought is not neceSsary to · accomplish the Act's objectives and polices. nS 

n6 See, e.g., The . .§re;;_t .~mecrcan Life Underwriters. inc., 4! S.E.C~l 4 f1_9RQ1. 

n7 Ibid, 5; see also Variable Annuity life Insurance Company of America, Investment 
Company Act Release No. 4686, p. 4 (August 25, 1966). 

n8 rirst National City Sank, Investrnent Company Act Release No. 4538, p. 5 (tvlarc:n 9, 
1966). 

Tne Division in opposing the application argues that applicant's plans are inherently 
deceptive because cased on the contradictory assumptions that t:.'1e pianholcer'S benetic!ar. will qualify fur and complete college and that there wiif be a very large number [~lo] of -forfeitures because many beneficiaries will net, and on the -expectation, 'Nhich will net be bome out if forfeitures are low cr college exper:ses ir.c:=ase, that the plans will provide fer -all college expenses. rt asser-.s tt:at Sponsor has sold plans en the basis of inacc:.:rate ar.c 
inadequate infor.nat:on, induding advertisements 'Nhic.'"'l, descite tne !.ack of suffic:er.t 
experience with pians of this kir:d to establish ar.y ac-.1a:ial Oasis for predic:ions, refe!'" tc ar 
"Ancicioated .S45'00 Scnc!arship" in addition t::: :he pr:nC:;:aJ in the ptar.hoiCer's $avir.;s 
acccL:nt, an ar:-:CL!:lt ~hat :::ould :re achieved or.fy :f tnere 'Ne:e a ve:y :arge number cf 
forfeitures. It atsc argues t!lat ~~e plans ur.fair:y favor :ne group cf :nvestcrs 'Ni:Cse 
be:-tefidar!es .:;ualify for cistiibutions over these 'Nho de :1c~. :t :-aises ·;ancus c-::::-:e~ 
ob;ec:ions :o ::r.e ;oc:ncing of any exernpc!cn, inc:wci::g ::ne 7ac: ::nac :::1.: ~wr.o :-;cs ~c~ 
-:s~ab!isMed ~ s;::ec:tied pian .-;f .::fstr:t:uticr. cf sC:":IZrsnq:: f:....r::::s. 

123 

I 

I.. 



... 

... 

--------------- -----

Applicant argues ::-.at the grant of its applicticn '.No~Jd sa!""Je the public intarest in 

en:c~rcging savir:gs _?fans f?~ ed!.!ca~c~a! e.."'<penses, anc:, a~ues t.iat the fcc: that lapses ; 

forre1tures :nay benent sur11v1r.g ;:a~•c•par.:s does [~1:1 not make the plans ill~al cr 

fiauduient. It defe!iCs the c::::S'"'-5 of jc:nmr; !he pian, t."'le less cf eamings fiom savi~cs 

accounts w.h~r. _ir.~e.stors ~e:-:"":1i_~~~= t~e!r Pl~ns_. ar:d :~e pcssi .. .bili_ties of be!':etits beyOnd t.'ie 

amcui:ts or tne!r !::Wn sav1ngs :r cne p1ans ara col":":pleced, as reec..:res •.vh!Cl sarve tc det:ar 

lapses and fcrfe!tur:s and a<d 'he desJraoility of the plans. ns> 

n9 rt is also s.ated ;:hat the Spenser has under c::nsideration t.'1e pessibilit'/ cf cb:aining 

''completlor. ir.surcnce:'l providing fer the completion of ~'":le remaining payments by an 

insurance company in ~he evant of the deat:.'l of a pianholder. 

It contends that t:he sales literature used in the past was not misleading anc addidcr.ally 

states tl1at the Sj::or.sor does net intend in the future to use any specific figures of the 

anctcpated amount which may bec:)me available for a $t'..)dent: beneficiary, but wil! use sa!: 

literature which wiil make it clear that it is net possible to determine such amount and t."lat 

may in faq:_ t:e no mere than che amount available from the investor's own savir.!;S ac=:::w-,: 

iess the fees ccnneC!ecLwith the plan. Applicant under.akes to amend t:.'le prosoee-..)s whic 

it has tiled as part: of a pending registration [z 12] stateme.'"lt under tne Sec-..:rtoes Ac: of 

l93.3 in whctever way is necessary tc make cle.=r the ~erms of the plans and ~'1e eff~c: of 

fcrfert!Jjr=L_s~ 

The Division has raised serious questions about the merits of aoplicant's pians. We have r.: 

in considering the present application, undertaken to determine whether or not :ne 

applicant's proposed operation is a good way for parents to provide for the college eriucati; 

of their children. As noted by the applicant, we shall have jurisdiction ~ consider the 

adequacy and acc:Jracy of the disclosures to be made in the Securities Act prospectus anc 

sales literature~ be used by the Spenser. nlO We are not prepared tc assume, in advanc: 

that it will not t:e possible to arrive at a proper pnesentation, in the- prospectus-and sales 

literature as well as in the terminology of the plan agreements, which wm give adequate, 

ac;:urate and explidt information, fairly pnesented, as tc the nature of the plans. ~ 
-. - - . --

nlO Our action herain does not constitute approval of the past advertisements nor does it' 

course affect the rights of any persons to whom a material misstatement or emission may 

have been made to saek rescission or ot!ler relief. - '- · -~ 

So far ['"13] no distributions have been made from the Fund and none will be due for a 

number of years. nll i'he Spor.sor has believed it desirable net to commit tile plar.s at this 

time tc a spedftc metf1od of distribution but :o wait until accut t:.'1e time cf tile initial 

distribution when additional experience and stat:!stics would be available. Applicant, 

however, ooints to testimony in the record that the met.'-:oc of distribution is net an actuart 

problem, and that it is possible to devise a feasible me&.cd o~ equitable dts.:lbuticns "cw 

cfass1fying beneficiaries by tt:e year in whic.'l :t is anticpated tl"ley would enter college and 

dividing annuaily among the qualifying beneficaries the total amount date=ined to be 

availabfe fer eac.'l dess in a.::::rdanta with existing a=unting tec."lnic:ues. We think ::.':at: a: 

fair presentation of ~e essentiais of the plans must indude some d=scipdon of a feasible 

and fair pian of distrib~.:tion, and the applicant and tl"le Spenser have ur.ce.-:aken =c devise 

Si.:C., a plan whic.~ "Niil mee!: 'Nith ~'1e approval of ::he ::icriCa aut:1crit!es ar.:: · ... n~ic~ •Ne wct.;lC: 

expec: to .oe inc!uCed in the pr::spec:"..!S anC saie.s litE:!"at".Jre. n.1.2 

nl: i=rcm 1962 wnt:l ~967 a~prcximately 9,500 ;tar:s ·.vere scJC. !:1 Januarf ~367 sares .:Jf 

pJans ·.vere disc::nt;nued p:er.C!:-:g Ce~er.ninat:cn ~f :.:O,e ~:Jnc•s s~~r..zs anc :""e~iS\:~~:cr. :.;nee!'" 

:;;e Ac:.:!r.C cne ~.:c:.::!'"tt!es Ac:. 

r::.: 7:-,e Sccr.sc:-js b\.~-~aws ;:~::vide ::-:ac ~ear.-::::..::;:-:: ::e ~cca avaiiat:ia ::= ~ :h'..;c:;.:: 

~er.eflc:a;:t :s ::: ::-: ~e~=r:":"":ir.e:: 'J::cn ~ Fair. :-e=:s..::r.2~1e .=.=:r.c ~c:~c:-:.=!!y sc:.::-::: =as:s ::· . .: ; 
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method approved by the Treasurer of the State o~ .==iorida. ["' 14 J 

Ac::::rdingly, en the assumptic:i that it wili be pos.:;ibie to devise z pros~ec:us and ather 
literature which wi!l adeouateiy and fairly describe the operation of the plans and the 
prospec:s and risks r--alat:ing t~ rhem we tr-1rn to a ,:cnsideraticn of the spedfic requests fer 
exemptlcn. n13 

! 

I 

j 
i 
l 

I 
n1.3 After oral argument the ::vision moved tc re-:pen the record to perm1t it cc present thei 
testimony of a consulting ac::.. "r;. It states that ~1-:e actuary's firm had been employed by I 
.ar.other crcanizaticn tc precc ·: a S!Udy of schoiarship plans and !":: hcd also been f 
'=rrtployed by applicant, and. ::--:at the Divisior. had :~ot been aware of these fac-~..S .during the f 
hearings. Applicant opposes t'ce motion en the ground that the Division had an oppor.unii;y: 
to examine a cor.sulting actuar; who did testify during the hearings, and applicant in ! 
addition has presented an affioavit from the proposed witness denying that he would ces;;!fyi 
as expected by t.ie Division. 7he Division argues ::hat the proffered testimony would be 1 
material as bearing on t.'le suitability of the plans and their dependence for succ"'ss on the 
forfeiture feat'.Jre. Since we have aiready concluded that these are matters relatlno to the 
necessity fer~ a fuil disclosure :n the sale of the plans rather than re:sons for denytng ::.'le 
exemption application, anp in view of the advanc:d stage of the proceedings, and the 
testimony already in the recorc, we deny the Division's motion to reopen the record. [~ lSj: 

Voting Rights ar.d Election of !:irectors 

The Sponsor's by-laws provide for eleven directors of whom seven will be eiected by 
investors, and the other four, as required by Florida law, wii! consist of one nomine<: of eac:' 
of four Florida organizations if they so request, n :!.4 and the Sponsor's beard presently i 
contains nominees of thr*! of such organizations •. O..Iso, the Sponsor's by-laws provide c:hac: i; 
the election of direc-..ors each investor shall have one vote for each benefidary of a plan he · 
owns, regardless of any variation in the amount of one plan as against another. Applicant 
seeks exemptions, to the extent necessary to permit the above procedures, from the 
requirements of Sec-:ion l6{a) that directors of a regiStered investment company be elected 
by the holders of its outstanding voting securities and of Section 18(i) that evei:y share of a i 
management company have equal voting rights with every ot!1er share. In support of the 
requested exemption from Section l6(a), applicant states that it will inv~t in a narrow 
range of securities and agrees, if we so ("el<Uire .as a condition to the exemption, that it will 
not deviate from the policy of maintaining its assets solely in cash, ["16] United .States 
Government securities, time ::eposits, certificates of deposit in banks, or tax~eiempt 
municipal bonds, without our ;:rior approval as well as the vote of investors required by 
Section l3 of the Act. • 

n l4 The organizations are tr.'" Florida Congress of Parents and Teachers, the Fiori cia 
Education Association, the F:rida Savings and l.oa;; l.eague, and the i"icrida Sanl<er.s 
A-Ssociation. 

I Section l(b) states that the ;::!ides and purposes cf the Act induce the elimination of 
inequitatrle metJ1ods or dist:-· =~tion of control of investment companies, and the elimination 
of the operation and mana.;~, ...,ent of an investment company in the specie! interes;:s of 
certain gr::ups, inc!ucing ;s.-: :.,s engaged ir. otf":er iines of t::us:ness, rather than in :he 
in:erest of aH its scc..Jrityhc· . -<~. Sec:fons 16(a) ~nc! lS(i) are des1gneC to combat tt:ese 
evils by ensuring :hat: the·:: ·-:rs of the 1nvest.-:1ent: c:::rr.pany have the power to sa!ec: !ts 
management. n:5 ':Ve :3re _; · · :i"'fed, however, tha:: :n t!":is casa granting ~;,e iequssraC 
ex:e~ptct1s wc:..:id r:c~ :mp.: :1e im!='or-..ant stat:.n:c:y objec::ve of keeping contrc/ ·:;f 
invesrmenr c::mpan~es ir: t!~ -~ .:-:curity-hciCers. 1:--:.; maxii7:um of four rnemoers cf :::-.-: t:car:: 
nor .o.ie,--=r. [,.""' 7 : .-., inve....: 
' ·-· -·-- -" ; - !' -
cr;ar.i:atior::s having no ~-= 
t!"':e ;;t~:.n.clder:: .. o;r.c ~t wcL.. 

~--- -- '•' ...... ·-::-. =-==- . ·~ t . ..: ·.:::. '::'':"" -;:1)0 : .. 

· ~s •,vcu!d ~e a mir.c:;::y and at ieast t\-vc 'NOl!ld :e ~~mir.e-:=s -::f 
:;~1ons :nat r:11gh: .:.\ olve c::nflic: with ::te genera! ::-:te:-~sts ,::;
=coear ~hat :Z1e c-:;s.sii::le ;;.!l:r:a::ions ir. ::.~e amour.ts ::;f ~n=-::-=:=:-:~· 

... 

.... 
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I 
' ' I 

?r:e vcr_e pe; ptar.. n~5 We c~-~dude tha~ _the exer.1ptio~s fror:: Sec!cns 1C{a) ar.C 18(0 ar~ 

JCSt~ne~, Sl..!bJeC: to tne c~ndJc-:c~ agreea co by the apphcnt. · ~ 

ni5 Tne :-ec=rC incHot=s that ir. settin; uo ~""le details of diF.:r=nt ;:::;iar.s tt:e .-.erie~• ,.,u~cc' 
. '::: ........ ,... •..;-

Is :o brtn~ ira:= ~'1e ~..!nd abc:.;t the same amcur.t of eamin;;s fer each plar.. 

,qecer.:;:r:cn and Sales Load 

Section 27(c)(l} of the Act provides ~;at a registered inv~ent ompany is:s-.Jinc oeticdic 

payment plan certificates may net se!l suc."l certificates unless they ere red~mal::le

securities. nl7 Applicant contends that no periodic payment plan certificate as define~ in ::

AC::. nl8 is c.-eeted by the transfers of savings account eamin;s co the plar.s. ar:::uinc that 

[s18j the investor acquires no undivided interest in applicant's esse!S ar:d his -beneficar,r 

acquires an interest tnerein only when he Qualifies for a •scholarship", at whiC; :;Joint his -

interes: is in oeffea redeemable since applicant is obligated t::: pay ~is ellc~tie share tower_ 

his c:ci1<:9e e.':penses. Applicant f.Jrther assertS t.'lat to require that" every inves:cr have the 

right upon preser:taticn to withdrew his allocable share of applicant's funds, would defeat ;:; 

entire objective of the FunC, and it :-equests an exemption from Seeton 27{c)(1) tc t.~e 

extent necessary to permit t>"le operation of the pians. 

n17 Section 2(a}(3l) defines "redeemable security" to indude any security under t.'le te.-m~

of whic.'l the holder is entitled to receive, upon presentation to the issuer or its designees, 

approximately his proportionate share of the issuer's nee assets or the cash equivalent. 

nl8 Sec:ion 2(a}(26) cf the Act defines a periodic ;3ayment plan ce!"titicate as meaning a 

SeC'.Jrity providing for a series of periodic payments by the holder and representing an 

undivided interest in certain specified securities or in a unit or fund of securities purchased 

wholly or partly with proceeds of such payments. ("'19] - -- -c- -:-_-: = 

While we de net acce:::t applicant's arguments regarding the nature and redeemability_ of thE' 

investor's interest in the Fund's assets, we recognize that the applicant. in this case is 

substantially different from the conventional management investment ccmpany, and that t."l• 

SeC'.Jrities represented by the •scholarship" plans differ from ccnventional periodic 

payment plan certificates. An investor will always retain a right to the prindpal in his saving 

account, and only the earnings payments that have ~n transferred to the ao;::licant are 

ncn-red~mable. 

While it is thus possible fer an investor who does not complet= his plan or whose beneficiary 

does not complete his college education to lose all cr part of the amounts eemee on his 

savings ac..--ount, under the partic.J!ar circumstances of this ase.we consider it a;;pr:::priate ;:, 

grant the exemption from Sec:ior. 27(c)(l) necessart to allow applicant's plans :0 operate • 

n19 Again without e.'<pressing an opinion as to the desirability or efficac{ of such ;::ians, we 

believe that the critical requirement here, as we have indi~ted earlier, is ::.":at of e f'.JH 

cisc!csure of the feat:.Jres of the plans with resoec: to the forfelt-.Jre prov:s1cns and [z20} 

the!: ~:::mse~t.!ences . 

Acpiio:r.t also ~ec;~ests ar. axerr::Jdon from the prc'IISfcns of sec:=cn Z7(a)(Z) wr:iea, ~t.:fr: 

::1e scme prcporticnate deCuocn of saies lcac f;-or.-: aJ! oay~en~ .=f::er :!":e f!rst y~a!". As 

prevtCL.!siy ;.c:sd, cc~iiont ;:ircp::::ses :hat ~r:e dacuc::cns fer s:a!es lcaC ·Nct.:ic :,e ;:a:C eve: ~ 

;:er.c~ of ::-tre~ '/ear$, c=nsis\:ln; of 2.0% af eac~ mcnrnly ~aymer.~ :::..:n~c; .::oe :=:~ t":1c '!e:.-s 

~n~ --:ecucicns ~f 500 of -aac!; mcn::::-:iy ;ayi.ienc £,., ~he :.'1i.--= --;e:r. A.::i!c-2~~ ;:~asses :::.:t 

sc:-e~c::-:c; :::-:;e =e~~.:c::~:ts fc:- sa~es ~cac =vera ;:~rice ~: :~:-:: p:e.;; ~:.;e::!c.-:~== ::~e!~ .:-::=~= 
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on investors whO withdraw or abandon their plans during such years. The Division nas net I raised any specific objections to an exemption from Section 27(a)(3) but rests primarily on i the gener<!l oropcsition .that it is net appropriate to grant applicant any exemptions pursuer. to Se<:tion 6(c) of :he Ac:. Under the drc::Jmstances of this case we conclt.:de that it is ' i epprcpriate to grant the requested exemption from Section 27(a)(3). n20 , 
I n20 Cf. TQ_e ?~u<;fen.~.!2! Insuia.nce Ccmpa_r'J.Y_gf Am~::rica, .s.uora. c. 35~_;. var.abie . .;nnuity Life1 Insurance Company of Americe, Investment Company Act Release No. 4217 (April 7, 1965;! ["'2:] 
' 

Other Requested i:xemptions 

Se-::tion 23(b) of the Act in general prohibits a closed-eM investment company from saHing: its shares below current net asset value. Applicant S'"..ates that it is difficult to detennine the: value of the interest in the Fund's assets which a new investor acquir=_s, smce the extent to ! which the investor's designated beneficiary may participate in those assets is dependent, ! among other things, on the extent of the contributions and forfeitur=_s by othef planhoiders and on the, number of beneficiaries who will qualify to receive distributions. Noting that Section 23(b)(2) penni¢ a dosed-end company to sell securities below net asset value with the consent of a majority of its common stockholders, ap;::licant requests a tempora:y exemption from Section 23(b) until it can obtain the consent of investors, whic:-J it intends;:; seek annually, to the continuous sales of applicant's securities under its prasent arrangements. 

The difficulty of escertaining an exact currant net asset value is inherent in the nature of applicant's structure and operations, and is another raason why a full and meaningful disciosure of the plans, including a description of a specific ["22] method for determining the amounts of distributions to benei'idaries, is of the utmost importance. Under all the drcumstances, however, and recognizing that we will be in a position to examine and revie•.-. the prospectus and sales literature pertaining to the plans, and that the plans will be structured insofar as practical so as to result in equal deposits of savings account earnings into the Fund by the various planholders, we condude tf1at the requested exemption from Section 23(b) may be granted. 

Sections 26(a)(2){A) and (6) would require that the agreement with the trustee bank \ provide in substance (A) that the trustee, if not otherwise remunerated, may charge againsd and collect from the income of the trust, and from the corpus if no income is available, such 1 service fees and suc."l raimbursement for its expenses as ara provided for in such instrument! and (B) no such c."large or collection shall be made except for services theretofore perfonned or expenses theretofore incurred. Applicant asse.'i:s that these provisions are not needed, since the trustee bank's remuneration is otherwise provided for by direct administrative fees payable by investors and under t.'1e Florida law no SiJC."l ["'23] Charges may be made against or collected from t."le corpus or income of the applicany. It contends :hat the regulatory authority and jurisdic:!on of the Florda State ireesure: affords essential protections agains;: orphanage of the trust by t!1e Sponsor whrc!"l Seoon 26(a)(2) was designed to ;;rovide, n2l and it points out that ::."le Rorida law requires rne Sponsor to maintain en deposit with tl1e State Treasurer sec-..:hties in the amot.:nt of $50,000 as seC'..:ritY for performance of its obligations. It furt."ler represents ::.">at if t~e a::;;licarion is granted st .. tffrCer.t funds will be suppHed ~o pay for aCministrattve functions until tne administ:-atzve fees rec:ived are suffident to pay for the:m and that the Spcr.sor1S by .. iaws will pr::;v1ce that i1 acc!tional fees bee::;) me necessary to rnaintain aC~iniStration of the ~Jans, the benefic:ar-fes ~.~en in c::llege ;nic;r.t: =e :-eqt..:~red tc pay dues not -:;<caeding s5 per year for suet: ;::ur::cse . . :!..p~tic~nt a!sc :::cnser.ts ~o a conC!tZon thai: ccntrac:s for aaministiai:ive serv1css sMall net -:xc=.gd sL;c:-: r::::scncbie ar.1cur.rs as we shail pres.::ibe. 
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Under the Cil'C'.!mstances we conclude [¥24] that we may appropriately grant ~e re<::ues;:

exemption from Sec::ions 26(a)(2)(A) and (6), and we shaU reserve jur.sCiccn with ~-e'::. 

to t"te reasonableness of charges fer administrative exi'er.ses. "' -

Finally, applicant has requested exemption from the provisions :Jf 5ed:Jn 30(cj cf :he AC:. 

whic:, wcuid require it to mr.sl"i:it to the planhciders, at !e=st semianr.uaHy, a :-epee-: 

:::::ntair.ing, among ether things, statements in ~ne nat!Jre cf a bala!1c:.: shes:: a~d inc::me 

statement, a fist of sec •. uities ownt:d and a statement of ~"le remu~craticn ~aiC :c cz~i~ 

affifiatsd persa!"!s. Applicant states its willingness to file an annuar reccr: :::fits cpe~t:cr.s 

and such other ir.fcr.-nation c::m.ceming the Spcnso~ as we mighr deem desi;a~le, ar.c ;.c;::s 

that Fioiida iaw atre2dy :-eqt:ires the Sponsor to make an anr:uai re~c~ tc :!ie S::a::e 

7reasurer ~nceming its and appiicant's coerctions. !t ar;~es: t!":at a se!";j!-ar.:iua! re~cr: is 

not essentiai to trte procec:ion of inve~ors in view of the limited pc .... -..... iic ac:ivity 

c:Jntemplatad and other fac:crs. n22 

n22 Under Section ::!O(d)(6), semi-annual statements of pur ... !.ases and sales of sec .. maes 

need net cover government sec:Jrities and applicant states that a s-..:bstantiai par. of its 

assets will be held in government sec-o~tities. Applicant aiSo asser:s t."lat t:le information 

required in semi·annu~l reports pursuant to Sec:ton 30(d}(5) regarding remuneration :c 

certain affiliated per-sOns would be substantially inapplicable, IJe!:ause t:Je Spenser's office~ 

and directors will receive only :'lcminal fees fer acer.ding mee!:!ngs anc may net anc wiii no 

have any affiliation wit."! .,.,e selling organization. [%25] 

!n enacting Section 30(d), Congress balanced the needs for ruring the eviiS resulting from 

the failure to give investors full information against t:'le expense involved in reporting, and 

resolved the question in favor of requiring semi-annual reports. n23 We are nee setistied ~"!a 

a departure is warranted in this case, and we shall accordingly deny the rs;uested 

exemption from Section 30(d). 

n23 Prudential Insurance Company of America, supra, p. 356 .. 

An appropriate order will issue, granting the exemptions to the extent and en the condition~

specffied in the application and in these findings, on the basis of the proposals submitted by 

the applicant durin<; tlle course of these proceedings. 

Sy the Commission (Chairman COHEN and Commissioners OWENS, BUDGE, WHE<\T and 

SM!Irl). 
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S~C.VRITlES ~ND EXC~.NGE CQ~ISSION 

SUY.M..~RY OF REPORT ON FACE-:.\Mo"tJ::T Ct:;;TIHCAif Cqr,'A~ 

T ___ ...,,..; •• --.: .,.._ 

-··--~ ----·-

a~~ C~=~e~=Y o: ~~e Uni=~~ 5~sces 3e~a:e, ~~~=~ ~~~ ~c~ss!~
~ a~C =e~~es~eC 

~~a~ ~= :o~due: a~ ~~-ciepch s:~Cy c£ =a~e-e~~~~= cc~=~=ica:e ===?~=~s ~C ~~

~c~~ ~a:k =o ~~e Co.--i:=ee ~~~~~n ~~=ee ~c~:~s. 

Cha~==a~ S;~=~~= indice:ed thae t~e s~~dy s~o~:~ ~eveal =~e =~~e~= ~ecie=?~~~~ 

~a:as o~ :ace-mmo~~~ ce==~fieE~eS 1 :h~ ?e~ce~:agc c£ i~ves:c=s ~~~ ~::e=ed 

lcsses c~ =bei~ pu=:has~s o: ~hese c2==!ficE:es~ :~e ~ales ~e~~ni~u~~ u~e~ ~: 

=3ce-~~=~~~ ce:~~Eica:e com?anies ~d the e=~~c=!= =~ossi=!ca=~~=s oi t~ose ~e=

sa:s p~chasi~g s~~h ce~tif~cstes, :he g£te~-=~x y~e:~s =~~4~~2b!e o~ s!~i!~7 

sl~e=:s=ive invesc=~~~s, Gn~ :~e econ~i: i=~ac: o~ ~~e sec~~:
ies ~~~s~~~ 

~hich ~~~le re~~:: i= ~~e f=c~:-e~d lo2~ on =ace·~~oc~: cc==~=i~d~es ~e=e 

abo.!.:! shed. 

~hai=:an 5pa=K=ae 
=eco=:end ~~e:~e~ 

~eques~sd tha~ ~ha 

=~e !:o~t-enC loaG 

Se:=icn r:: The ~ela~io:s~~J cf :~ce-A~o~nc ~~=:!!ice~~s ~c ~~e Secc:i:ies 

!:';cit! s =~ 

:aca-ameu~~ ee=:ificd~e c=~?s~ies 2=e a sma:l f~ag:e~: o= =he inves~e~~ c~=~a~~ 

i:;.dt.:.s-::y. As o£ June 30, L?69, !:here we:-c ! ,l67 ::-e~isr;e:-eC i'!:Ves:::aen:: ec::n?a:::i'!!:~: 

on!y ~:tg:::: ~~e :3.-:e-ar:lOU'!lt ce:-::i.:ica::e co~-?a::ies. c= o;,:'hi::, :l::.~y :c~= :.;e-:-e- r.e=.i1!~. 

:c:si es:~=a~9e i~~es::~e~t ~om?any asse~s c;. ~~2~ d2:e ~e~e sl~cs~ S73 b~!1ic~ 

a~= =ace-z~ou~t ca::ificate com?a~es e~~~~~:e~ !or s!ig~:ly :ass :~a= Sl ~~!1!~~ 

~~~s, :~s!~ asse~s ~eprese~ted 1.4 pe:=e~c o£ esci~ace~ i~=s~~c~: =c~?a~: ssse:$ 

o~ci le£s e!":a:'!. 0.2 ?e:-:en: of ~~e S73~ b!.llion ·.ral:.;.~ of s:ocl---..5 l:.~:eC :::r;. s!.~ 71'!f:.s

!:e=eC se:\:..:-i =:.es e:-:.~::ange~ .:i'.: :he e:td of l~OD. 

:sce-amou~: ~e=eiii~ace aese:s a=e also ins!~i:i:a~: ~ne~ =~~~e=ed :o ~~e e~~u~~s 

=e?resen:ed ~y savings Ce~os!~S a~d v~~~ed S:D~es ~~7e~:.e~: Se=ies E bends ~~:r.h 

::.ay ~e C:)nsi:ie!."ed. a!ter~o::i,~~s c:o feee-amcurrt ~==~i:::~cr:e a:c~::-..:.:a:i:;:~ ~=:l~~at:!s. 

E~ce-arn~~~~ ee=:~=~=a~~ asse~s we=e l~ss =~an 0.3 ?e=~e~~ ~= ~~e :c~al 0 : ~~:~e; 

Sevi:gs 3s:k depcsi~s, 
:izl Sc~.;:.nA.s r.;;;:~.k;; z:-:.d 

SaVt:--.gs Z:lci :.::.o:1 As.soc.ia::i~~ de;:~oi:s. ~e?osi-:s 

Ser1.·e= .=: bon :is as cf P~::;::be= :;1. :?0~. 

One c=?o::.y, :::::s~, ;: wholly ·?~:te~ st:.::,.si.c.i.!=Y o~ Z~S, ac::O""..:::.t:.e~ !-::;::- ;4 ?e:-cen~ :::f 

=ace-a~~~~t ce=:i~~=a=e c~~s~y asse=s ac Jun~ 30, !?€9, a~~ 9~ ~e=~~~~ c= ~~e 

=o~~l ::a::e ... -al~e c£ !.965 fa:~ .. a::.o"..:.-:-:~ C2!"~i.f'J.ca!':e SS!..es. ~~=e~e=: e: ::..2=ge ~::;.:-:::~:-

of ::te asse:s a= ::oc~-s~::::vrrc ce::-:.:..=:.-:.a:e cornp..:-::.es s:-~ ~o~ :..:~:t•ss::e:: ::.:: se:::..=:.::::..:'!s 

:.':'..l.y ~C.S ;::e-::-::e::.:: -- :s;.; .;o2:::s -..::o-e:-:; i::.ve:s:or: 1:: ~~:::..::-i::.es ~s :::: :ie~~b~!" ;: 

:96-S~ 

-- - -----·-·----------
• i _, _.;.-.::... 
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:=~sl ::t;_-:-..:ls:.:.vs. recei;:=cz c= i::ls-::r:.:.::e.~:. £o:::e-a:not.O:: =e:-::...::::.c~~as ::..:-. -:.9~-a -:.;r~=;;; ur:::::-:::xi:=.a~ely .?90 ::il::.:.::-.. ...... t-.i.::h. iz ;..3 pe;:-ce:t: c= :. ·:· S6.8 bill~o:: ::~e! 196~ .so:.es c~ the =~::o;~:,e:s c:: ~h.~ ~r.ves:::-.s:-.::. Co=.p~:r· !-:1s~·. :·..:t:: (not i:-:::!.uCi=:g_ to::e-omcu:1.t. =e==:..ti::..a::e: sales). :-::,e, :.:J:al oo-~-:.:::.!: := ··::! i-n ~-::. ::ac"!-a!:r=.·..:.:-.~ i.::.::;;:al~:'le::-: sa:es made c:.ly ~~ 1955 ....-a:s :;. 7 :=ill ion. Th£.:: ::s 0,.03 ?e:-~ent cf !.?68 ::t"JeS'ti::Ie:l't Cor:pa!ly !n~-=:i=.',;.";.~ sale: and .002 pe-:-cent: _: -::":.2 :o::al l96e vci.:..:rne c! .s:ec~ri.::ies :radcC or.. t~e ::oegisce::e~ securi::-ies exch;;-:-.~es i:: t:he U::.i-::-aC S':ate:: (Sl?~ bi!l:~o~). 

Co:lseque:J.tly, :his re?ort does n~: :-Je.el t.:i::: t.::e sec·_:-i:::es i.:-:..:iu.s::::.-v ~ene-:-a::y. Ir is ~inly abou: a ~versified :i~ancial service c~g2~izatio~, !DSJ and one o: i~z subsidisr:es, !3A. 

:~ Oc:ober 1965, !SA ~sccnci~ueci :~e 5, lC, 15, an: 20 year fQ~e-a~ou~t ce~~~fi::at:es i't. haC:: ?::evic\!sly :::.ss~ed a~-d discon!:.!.n~ed :::-.: 50 pe:"":ent first y2:s:==o:1~-end loaC.. !t be~.a:: selling :t.Jo netv i.:::.s~all:ne:-.: fece-a~oo.!:1t ce:-r:.!ic.ates which have a 20 ?e~c.e:n: .==o::t-enr;. loQd c:: each of-:: ... ! fi:-s: t~::ee yea:-s' Y2)"=1en~s: -;he. Se::ie.s l5A e:e:r:.ificace ~ha= ::-.c:;.:::-es 13 yea:rs a=:.-::- the dc:.e o~ :.ssce, .-,:1.C. t?l.;: 
Si :::.ce: :s..; b~gan iss~i~~ i~s ~ew ee~:ific~:e:~ the Series 22A =~~=i=i~at~ h~~ accou~:eci fo:-58.6 parcent. i4 =u::1ber c: ee:-tific;:.es and 7047 ?ere~::.:: :.r.. face value of !.S:A's i~stoll~en: ce~tt:~ca:a sales. I~ 1968, single pa~~~: cert.ifica~~s ace~~~~ed for 9.9 percent (by nll!:be:- of ce-::=::iicates) ·a.nd 9 .~ ;:-e:-cen-:: (":,y :~ce val:.1-e)) z:-.d 11.3 pe=e:e~t c: :sA's total certi:~:a:e recei?ts. 

~he =~at~r~ which d~::erentis:es ~~e faee-a~ounc ce=~if!cate f~o~ an ecui~v Secu-. ' . ~i:y is t~e cer:~!icote's i~u!a~~~n £:c= :arket flc~~atio~s. !h~ fac~-a~~~ne ce=:ific.ate is a coner~ct U':l.~e~ io.•:-.:..:.h -:he. issuer sg:-ee.s to pay on a ee~:~i~ d~:e a spec~:~ed ~JD~~t s~o~ en ~he f~~e of the cerri£ic~te. ~nl~ke s~eu=itl~s is~~~~ by o:he~ ;ypes o£ i~vest~en~ compc~ies, if the value of the asse~s af :he is~~::~g cc=:;:a::y declines, -:b.e ce.~~:..ficate ·.:.•ill n~: be wor:h :~sg t:ha: its fac~ -c:::-t.:::u.:-:.e. 7h~s> the install~e~= =ace-a=o~~t :e~ti=icate e=fers ~ ?la~~ec snd sys~ernat~e p:.--:::1g4.sr: fo:: ac.cun:.lc:ing .s sum of :::et:ley ~::.d t:!le cer-:..r:i.::ty t=-:a: ~" if ps}~e-::ts: are ~acie as scheduled, the p~att w~ll ;:-~vide ~ cer:ai~ ;~ount c£ dci!a:-s o~ s ce=:ai~ 

!he yielC t.o matu=icy on a~ ~ns~a~-~en~ face-arnoun: =~rtif~eate will va=Y slight!y .accc:=-di.ng :.o :!le freque!lC)' of ? :3!-'7: •. :1: .:!lese:-:. - ... .o.en-::-. ;.y ~ ~UG.r:e:.-:y, se:.:!. .=r:nual1y, o: a::::n.~elly. ~ios::: .:!..::1St.a1.l:nent :s:: -::~c--..;:-:.t :cr:ific~:;~ 2re scl~ "~ a :::o:n:hly p.e:y:::-.e~: Cesis. !n :968} 82 pe=-cenr --:.: :SA i::.st.!ll:nenc =-= .:.e-.;;=.ct:.n= c~r-::i:=i:s:e.s we=e so!. C on .; ::::o~:hly ?ayme:...:- basis a:·.· :::-:.ly 6 ?e=c~t".t -::::. an a:-..~\! to: basis. ~= ?a~e~: is =~cie o::. s ~c::tb.ly b.esis o-:'! !.S~,' ~·e:-ies 2211 cer::.::.::-::..~~::c) :!'te y~~ld t~ ::z=-:.:.:-i::; 
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:s..:. !)e=':~::: .. Cf 
co~=se, t~e ~c=al y~~:~ =~ ~a=~=::y, ;he a~c~~= z~c~~: =~ :~e =ace == =~~ 
=~=~~=~ca~e 2 will nc~ ~e ~a~c ~ sc~e~~laC i= ~~; ~=v~s=~= =s~ls :J =aYe ~~~ 
~e)~e~~s whe~ ~e. 

!f :he i~vesto= s~~=e~ciers r~s £ace-a~~~~= ce~=~=i~a~e ~~ i:s eo=~: ye~=s, ~~ 
~ill lese a scbs~3n~!sl po=:~o~ c~ his ~~ves:~e~~ as ~ =esul= ~= :~e f==~t-e~C 
lo3d chargee. Cr. mos~ of ~he :e=:i!ica:as ~~~e~:ly ~e~~ sol~, !~e =~ea~~·e~ 
--·· - .: ... -- . e~ u-~;·, a:: .. -- .... --s ... , _,__ -c':....:--.. ,.-_.,. __ ~ ~""'"' . - r t-::: ..... n::; ~s no ... ;;~acn u. .;;..__.. ... .. !:!. o ;e.-.- .. 2.: .L..a0::: ... ~~.:.'=='" ~ .......... o __ _..-.:::: :..:tv~~-c= ~ 

cOjc::ivc ~gh: also be f~s~=a~ed i= he s~r~er.de=s ~~s ce=:i=ies:s a!~~~ :~e 
Q~eaKeve~ ?Cir.: bu: ?=ior :z i~s sc~eCuled :o!u=~:y do:e. 

::"'l.e basi.c yielc! c~ e 
c=eCi:s w~~~h m~j be 

::aee-a~o;;::.: ::e.:-::.i.fi=.a-::e: rnc:y ~e e!"".!"...Ca:ceC 
d.ecla:-eC: i:: .~!te <!!.sc:~e:ion cf the 3nar:: Ad-

~i:~~sl c:a~i~s o=e pciC on =~e s~~~~~Ce:- va~~e o= ~~e ce=:~=!:a:e c~ ~=~ 
'"gnn;.·.-e=sa:y d2.t~ .. 11 The ar.niversaey Ca:e i.e :tot ~ CJ;:!.e::":.:!i:i'=- ye2:-; =-~:-::e:-, 
~~e cia~e en ~hieh eech l2~h ~on:h:y ?cyo~n: o~ ~:s eq~~vo!e~: !s ~eache~. 

!.: ::s 
4/ 

2/ !he co:~espondi~g yields, i= poy~~,t~ G=e ~~=~ ¢~ 2~ 
3.09 pe:=~~c for :ha Series Z1A eer~i~~ca:e ~::.d !.6~ 

,_....,,_ ... , _.__..,.c_ 

Al -chous:h. Fi=st: :!Qr.)e !nvest::le:: CO:"?C:" zc:i.on of Ka::s !!S r :~:. ( '':"i:-s: ?::n::'!") 
charges a 7 percen: leve! loaC, i: also exac:s ~ ~==~=e= ~~=g~ c= S20 
pe:- Sl,OOO uni: cr 15 pe:-ee~: of :he r~se~e cain~a!~e= unCe~ :h~ u~i~. 
whie~ever is less. ~s a resul: o: ~ ec:~!=G:~o~ of the leve~ lo~C ;i~h :~p 
su.:=e::C.er eharge, an inves~o=- 'Who ~ .... ::-:-e::.cie:-s !!is ee~ti!iea:e i::. its ea-::-ly 
yez=s will lose a SUbsCan:ial ?Or:~~~ c£ h!S C~?i:al ~es=~~t. !~ f~c=~ 
d~=i:g ~he =i~s= th=ee years z~:e~ pur:hase, :he ?~rce~~2~e ~o~c ~~~lrl ~~ 
g::-e..J:-e:r 0:1 ~!:.e ?i=-s: E'ot::.S: "level load ?1.3:1 11 ~!lr. i: ~C"..:!:: ::e c::: !S.A r s =~·~~=
enci l:;.;C. p!.a!4·. ~c:::eove::: ~ t~~ b:-eak~J~~ ;>ci!':-: ~n :=:.e ?!..-:-s: ~c~ !.ev~l !.c-.aC 
cer:i=!~a~e is ::o: :eac~ed ~~~i~ the eleve==~ Y~z= zf~~= :~e Z4~~-

3/ I£ payoents G=e wacie on an a~n~a! ~as~s, ~~e ~reak~~e: --~-- :s ~~3e~e: c=:e~ 
save~ yea~s, eigh~ ~or.~hs. 

C~=~~=!~gce ho!~ers :ay pay ecaun:s ~~e e~ :~e~~ 
?=ese~t J a~.f :nc::.ey .. ps!.ci or.. ,;;::. :3A =~:.:..=::.c~o:e i;: e:-:=ess :;,= :::e oa..~a: :-~:::;:~;.='?
:e::.~s o:- 12 ~::m~?:ly psyc~::s ·..::U.l acc::--.:e :.:r=e::-es:: a= 
~n~~: a;?l~eci ago!~st ~~~ sch~i~lcC ?C?=e~=. ~= :ne 
o: Di~e~:c=s, aC:~:~ona! c=~~~:$ ~ay ~lsc b~ ~~?lie~ 

~e~t ~y :~e ~~=~=~~4=e ~clda~ 
=~a: a:~::!o~al ~~~~s~e~=. 
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~~e ~a~e ~: 3 ~~=~e~= 
=~s==e=~~ of :~~ Sc~~c 



---

., 
:.:-~ :s£:~ -: . .s_s;, :s? ;:a:..d e:::c:::. t.:..c:-.z: ::::-~-:.:::.: s c: c:1~ ?e:.--= -~~ ::•:-: cas":-. $-..;.:--:-a:-:-:.-=.::-val:..:~s- 2./ 

C:he:- :::-:ot'"..!:-es c.:: che £ace-.:~o-.:::.: ce:-::..=:.c:;:a i.n-:~'...!ci$ -~-===:.-":"-:::i =a:-:.:::::..:-~~ lt)e:-. 
':.1 clues, ciea::h and disab:.:i =:y f~a:.:...:=e.s, anC. se:::::l~~en.: -=?:~c~s .._ .. ~i.=.:-, ?-=-:-::-.:~.':: ::-;e 
ce:-:i.:i.c;:e h.old.e:- ':O e::o:~e~C -::1.e :::~:~:::.:::-: c: ~is ::.e=~~3:'.c~'::E: :-;::- ==-~ ::-:u:.:: as ~=· 
:-reo:-s (:::::--~~he Se::ie.s 22.;.) .<i:'!.C :c ~~:e-:: ?a: ... ;-::s.~:. ?:..a~s -:..:·:-.:.:":-. ;....'Ot,;.lC ;e::;:;~: hi.:: -.J 

::e::s::- -re:cs:.p"t o~ che value c! :::e ce=:.:.:::.ca:e -fc= ::=::: ::?d:.:.::.o~.a: 2:J ye~:-s. 
Fa::::e-zt:t::-:.!nt:: ce.r:!.£icat:e c.a:::;..anie~ .:lso issue s.tne:le ?-~y~e::.: ~~:-:.i!:ic.2:es. !SA's Iilii 
~~y be pu=chased =~~ a ~~~~mum o£ S5CO each, and mBt~=~ 20 ye~~s !=em :he da~e 
cf issua~ce p.;ying $9CJ.06 st mat:::::-:::y, .;; yielC -:o mc~u:=i:y o~ 3 pe-:::e::tt. 6/ 
Sine~ :he !:otsl sale.s chs=-ge (3 .4 pe~ce:!t) 0:4 s single psy~e:1t ce-:-ti~ica':s Is ded~cted i~ full :~om the single ~~y~ent, t~e eash su~=~~d~= val~e on c si~gle 
pay~e~~ ce~~i£icate excee~s. ge~e~~lly, the amau~t ?aci :~ a~"•= t~e !i=st year. 71 
Al~~ocgh si~gle pay:en: ce=~i=ica:es ~ave ~ELY ~ea:~r~s si=ilz: ~c i~s~all~e~: 
ce:::-::!..Zicac.es 1 ::hey h..!:VC: higher im::-.e-=.isee: cash values a~~ ::.~s: t~e ::isk o.f lozs O':': l.lllli 
th~7. ~$ less ~~a~ o: i~sta!lme~~ fzce a~cunt ce~t~fico:e~. 

Sales Tee hnicr".!~ s 

Face-a..~o-.:.nr:. ce:-:-i:i:::ate.s a-:--e sold by persc~a!. salli:zg -:l.=.:';j::-:. :::s~ s s:..:c::e:s~ i:: 
::his £ielci ~y be e}:pla.ine:i by :.;o;e la-:."gs numbers of sa~eso::en :! : ::::or:-:!.n".;CU~! y 
er~li.st.s ~tnd ::::-ei::.s to carry out i':.s ~elli.ng proc.esses. At :.he e::.C o: 1g6a~ IDS's lai 
s.ct:ive £·.:.11-tice sa.les for:::e was .3,900 persons. R'oweve:-) ar: t!le enC of l.9SB~ 
core :.ba~ one out of Eccr ~embers of :he !DS sales fc~cs he~ been ~it~ Z~S fc~ 
lsss ::!-.an one year, a:1d rot.:ghly Lo.O ?.oa:-cent for less :::an :.::.r~e :: ... ea::-s. -. 7:"'1.e meC:ie.:'\ inc-ome of !DS 1 act.i?e sa.le:s ~eprese::!:at:ives ir. !.968 ws.s S7 ~715- :-;~~· .. 

eve:-, :;;... 9 perce!'lt: earned :.e.ss :.han 56)0CC in 1968. :ns sel~s :-s?rese:::.a::ives 
are pe.id en a con::::ission basis which cioes :lot ""ery ac:::.o!"ding :;o th~ p:-Od"..l::t sold. ~ 
T-~e ~ount cf the Co-m~ssion de~ends ~pan :h€ size cf ~h~ ?eric~i= ~a~~e~t =acie. 
Or: pa.:r.:'.e:'l.':.S of $20 pe= ::tont:b.~ :be sales :-apt"eSe:"I':.S.:.iv-? 's total cor.=:iss!.::::. i~ 
sc.s .. ao, j:)ayab~e o•Je~ t:he f~:-st t:!:=-ee years o.f the pla::, wh2tbe= he sell -3 $3,~00 ~ 
~~ves~c~s aecu:~lacion plan, a $4,400 Sc=ies l3A i~st~ll~e~~ cer=~=i~at~ o~ a $i,500 Series 22A inatall:enc ce~t1fica~e. 
IDS :~ai~a i~s sales ~epresentac!ves co sel: install=er.~ face-~~u~t ~e~:~£~ca~es ~ 
by ;:nee!iS o£ a 11 Ca..'"':ned irrta-:-,.-"'ieY.." 11 vob.ic:~ i: inst.~uces ::::-.e::: :.o p-::-a::'!:~-:e: u:::i l it 
hes becooe mech~~ical. I~ focuses o~ the ?U=c~aser 1 s !ina~~ial ~oals a~C cbjec-
.civ·as (' 1 -:;et.i:::"em.e:::., college education fo'!" his family, ~usi~:~s pro-:ec:io:1.~ b~si- ~ 
ne.ss O?PC!":u::i:;ics:, -::-ave!~ a:1d e.me::-ge:~ci~s :?.nd C~?o::--::..:.::ic:.es''), !SA's e~pe::-ienca 
5/ 

t./ 

_, 
i ! 

·~ ... ; ::.; ... ~ '::" ... ·s T_;.· .. ~ . l. . ~ -· 

....... ____ ._ .. u ... c. , -u ..... se.~J.S .; :.>ar:. .. year l.n.:>ta J.me..:o:: ,:~;:gle ?.3yr.:ent ce:--:.-~:.caca, 
o:t ~hich ::::e ~Tiel: ::o =~:u-:-:.::y ~s 1 .. 38 pe.::-ce::: "i.= ::'.;y:':'len~s a=e '::".ad.!a -=~ :; ::.o::.:h!y ~5siz a:\-i 2.20 pe:-c~nt. :: p~y~e::.cs ~re ;.:::.;::e o:2. a.::. a.:"~::-.t.:a!. ~cs:::.s. 
ACCi '::.cnsl c:-<:.C:i::;s dec:a:-ed. by ~."::i.::ied t:"t;:ldZ. !~::.. ::::--=tr: 1566. !::"1:-~t!g:: ~ 963 havs ave~~geC ~.5C ?~~=~~c, ~~e ~~s~ ~~~e~~ ~e~~e 2 ?e=:s~~-
:::.iiieC. ?u~::!s :;e-:=.-yea~ 3i::.;2.f! ~&:,.'"7:-:e..~t ·:e.r::t.ff.~.;:e ~-=s z ~sx:..~..:::-... ::_-e:l: ~ .J.:.. ::-e:::::e:-:: 2:--.d. ::::..st:.e Z.o:1d Ci!!::: ~::c::-:;r.;se i£"s·,.:.-es :; ~ -y~;;.r ~:.::.;:e ;;2y::-:e::.: 

.·' ' .. _;;.z...:e~ ;:.~: ::-ni.=i.-e:: :?·..:.:--.::::.;:, 
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... 

...... ---<e.- :-- i.:.; c-.-·- ---:::: 
"::=:.:.::-:: c::::-:::.e:--

s':::!!e ct !~S' 
=~~a~c~al ~~~~~:~g6 

=oc:- ~=~e::-scc~~s == -~---.::-- .:::;;: 
:--•.w.-------~- -· 

In 1960, !SA's ave~~:e !~sca:~rwe~~ fac~-a:o~~- ~=~i=~~a:e s~!e ~as ~:::~7G 
•&. ' ~ ... - .,. ..... c:::o-.;-- '?'?• c~--..:-;:.;-..,. .. ::. s-~~ -;.;"O:.S 5!.3,COC ~::=: 
~-a.c.e a:;::O't!...""l:.~. ~ ... e ave-ege: -~"'- ----':~ --·-:. -- _ .... _ ... -~-- a.-- <;;& 

~he average Series :SA ce~=~=ica~e sale ~as ~7,900. Ave~age :o~~~ly ?a}~e~:s 
~e~e es:i~ted by !DS ~o ~e a~c:. s3;. !~ 1;~~ ~~r~e o~~ :: fc~~ sales cf ISA 
ir.s~al:men: ee~~ifics=es ~o i~CiviCuals wers =~= ~c~:~ly ;G:=e~cs cf S25 o~ lezs. 
~1o:-e ::han ~2. percer:-=. of !.965 p~'!:"ch.a.sers were ::~::::2e:- ::ha:: 30. A.!::icS:. 3C pe=c.et:!: 

b 30 
- 40 ....-,.. .. :: -2 • - .... · :::o--.; ~.; ... -.. , ..... -.... ':,.--=-e ... s w~-e '1:-.le:"e et:"'.Jee::, anc. • •··--) I pe:-::en:. C ... -~t'\. --·---.;..""a ... - :"' ..... -. ..::..- a _ ... 

~~de~ 40. M~~e ~han half c= ISA's i~s:~i~~~r.: =2~~~ficate ~~=:ha~==s ~e=e L~ 
professional, ~ec~nical ~~c ~anege:."ial g=o~?s. ~~cl~C~~g ~~~~uic~: a~= k~~C=sC 
...,orke.:."s. 

A ~sce~t sacpl!ng cf IDS cus:c~e~s revealed =~~ t:llowing abc~~ i:s faee
a=o~~~ ce~~i:ica~e ?~==~s~=s: 25.7 ?e~~e~t ~~ve a~ ~-~~ua~ fa-~~J i~ccme 
cf less :~n $i,SCO a~e 53.5 pe~csnt have a~ ~~~~i =~~1~ i~c~=e of :ess 
t!-:.a.r; S10,000. T:"le:i~ :nedien f<!.tily i~coce ws.s: S9,750 ·and ::::.e c:eC~a~ cash 
rese=ve was $1,356. Their =~di~~ bolCing of !~f~ i~su~~~ce ~as S~7l~3S a~d 
~he cedian holdings cf c:he:= st~cks ~~c bonds WAS $!~6. 

Fs.:e-.amount c::.e':'ti=!.cat:.es a~e owned by p:e:-sc::s !.n ev·e~y st:a.:.~. Ec~€ve=, 
those living i~ Zo~= sca:es accou~eed :c~ o~e·=~== of tbe ~~=a~ :ac2-
a~ou~t c~~:i£ie~~e acco~~cs ~o~ i~ £o~c~ on =~c Cas~s ~= =see aMC~~= =c 
=aeu=-i::y. 10/ 

8/ 

9/ 

":..OJ 

•.: • e-., -··-a. :'he Big Mo;nen:s Ins Sal.es -- --- ___ ... - J Jcne 

~l~ced Fi~ar.c!al ?lar.~i~g; !DS S'les L~~e~a~~~e, p. 2: :e:~~~:~ i~~9. 
~ne first co~e~stone is a cash rese~e ~~ ~e!~ ~ee: ~~=~e~: neeCs. !~S 
calls :.!lese 11 j)Ct: a...~d =.a~:s." d~lla.:!::: :o ec·-."a~ s:=all 
For =his 1: rec=:=ends ~~,k a==cun=s, s~vi~;s a~d 

eve~Cay e=e=ge~c~es. 

loa~ c~ ~=eC~: assc~~a· 

tions. ~e ·second. cor::.-:=s::::ne :s 11 ade~..:a:e ;.~s!.!::-a..~ce. a...'"'!.ci ?J::si::.ess e.:;.ci 
:a::ily ?=ote.c:::.~or.. 11 T- "'"ove-- eme-... cne"' -c:- c:-o---s'"" bv ""e.e.-:... -.,.aC·· 4 ---o ...... .. _. -: - • .. ~ •e=-• _;._ --G.'- ._ ' ,... -u •- , •"'"''""--••-J 

an C. e:::ergencies. .L!':S ="=t!='t:n ::o:-:1~:-s ::::::e. i.n--... ~s '::len= i:-:. ec;t:!. :.ies, is -
?r~~de ?=o:ess~one: ~~age=~~c~ d:~e:-5~=:=a::.ior.~ =s~~e~=~:~:y~ p~~e~=~a: 
g!"ot.:c:t an C. add:.. ~:.::r:al ::-:.:::-=:e !c":" :~osa ~ -:·=: s !'-..ig:-:..:.:.g:::~c ~~C.e:-:- :::e .:3:::-::. 
:;:::=-:1e:-s:c:::e. =~s: emph~;;.:...s io :.!?On ?Ci-==~ ::?-:!-=ior. :..:-: :~e 57:::~::: __ ::::e 

::,.- :..:.::.s: 

... ' . 

~--:.::.c!.s, -:-:.o, 
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=c ~~:u=ity~ c=: s~a:ed ~~==e:-ently~ t~at abc~~ 67 pe~c;~~ we~e s~~~=~~e=~= 
b-:::c:-e mat:.!-::-:i!:y.l!.l The ISA Se-:-:.es 20 Ce!"'.::!.:i.cat.es sc:.: !.:1 19~5 t:O~c-:;gb !.;6C, 
:":le C.a=..a fo:- w~:!.::~ t.:'.aS c::::ll~c:eC fo~ t:~is s:.:.!dy! we=e a:sc s:;:-TeoC~~eG ~-:-::::::
'.:0 :~e b::-~akeve~ po!n: at a:c~= =~~ sa~e :-ate (~=twee;. 30.7 a~c 56.1 ?e~=e~~ 
en a .=ace value basis c~ .ec.cn year's sales) .12/ 

:he Se:-:es 15 ce=:i:ica~es ~~ic~ !SA golri in each yea~ ==~~ 19~; :~~=~~h !96C 
have ~~en su:-::-!::::de:-ed p::-::-:- t::o :~e b~-eaKeve:-:: poi:1:: o!: :a.:.::-ly ccns:a~: -:-a :ss. 
F..owevsr~ :.:,ey a.~s a.· £ew pe.:-cen::.age ?Ci.':".:..s less ir: ":"elat~c~ot-~i;: .tc ~~c~ veh~.es 
~: ne: sales (media~ :-at2 ~9.7 ?e=~e~~) 111 ~~s~ =~ :h~ ~~=-~e= cf c~=:~=i=a:es 
basis s~owr. i~ t:te !-r:...:.tu2..l Fu~C. Ke?c::.-'::. For Se::-:.es !.5 ~,;!.e:s rr.aCe l~ ::-:.e y:::a=s 
!.95i ::::-:ough t96C, the -:-s:~ o: sc:-:-e:"tCE:!"S pr:.:-r -:::: the ·::::-=-~akev€.:>: ?c::::1: :-:.s.s 
::)ee!"! j u.st ever 50 pe:rcer:-: ( on t.h12 be sis c-f. :ace ·.:el!.!e=:;, 

-=~~pl~:e C.a~a l:;l t:h-:-~Ggh ~he da:~ cf. sched:;l~·= .t:s':;.;~::y is ~\·ai~.a~le :.::::- ~::e 
!SA Se:-ies 20 C.2;-~i::..:.cates so:d Ercm 1945 t~:-c~gh 19~8. ~:. -r~·..rea:.s ~':".e.t .0::-:".ly 
i===- 10.9 =o 15.4 pe:::-cent (en a fsce vaLue basis) 15/ c= the s~~i£s 20 c~~~~£i-_

-;:;~e.s sc·.-:.:....;_ •. _,ed to .-a--··-·-'"'~ .... 19c~l:; .. ;.,_...,.,c:.. lO~i:l ... ,...~:::-a1'v ..::"'\<::co-- e,..t...,...:,t,.,.: .... ~ "'- , .. ""' -•• • "" -·•-- ... =•' .. vv cs--- -1..., ... -.. ... o,,::, ... _,._._.,..., __ • 

!~orr. /7.3 t:o 81.8 pe!"cen: 0= :~ose Se~:es 20 S&les W~r~ S~=~snCe~ed p~ic~ t~ 
osc~::i.ty. !-:":. o-:he:- w-:::-::.s., ::.h~ C!.!!"!"e::-:: Ca~.o =~vea.1s ':he: cr: cl .=.:;.cs v~lue ~<:.si.S: 
tr:.e:::-e he.ve: been eve:1 mc=e Se=-ies ZC S!...:.:re!'lde:-s p:-ic:- ~~ r..et:.::-:~y -:!:"~:-: :.:te a~~os: 
Gi pe~cen: shoWn :cr ~he Se~i~s 15 C2~C~=ic~:~s exa~i~e~ in ~~e ~~:~al ?unC 

... 

... 

Rep~=~· 16/ ~ 

.:.~e ccrc.ple:e c.a::a l7i ~h:'cu;!'-~ ~he :::a~~ c: .sc:-.ed~!.s-=. ;:u.s.t...::-:::y fo:- t~e Seo;:'.as 1-:. 
ee~c:=i~a:es sold t~c~ 19~5 =h=c~gh 1?33 is s:~ilar t= ~~e ja:a =~~:ai~ec i~ th~ ~ 
Me t:.;al :'und ? .. s?c:-~ wi ch :-esp-!;:c-= :o ~he: ?e=ce.:-:t:sges ci e..=.~h yea.:-' s s.alss -=-~ac:-tir:g 
rn.a::.:.~ity. The: pe-:-::::s.:-::age o:: Seri2S l.5 sa!.es c~y 5ace v;;.:ue) =:-em 1945 ::-:-:-ot.:g!'t 
1953 ':¥'t:icr. ¥.1as St.!::"-:-e:-:de:-~d -p:-io-=:- to rna:::.:.:-i:::y ranged ~=~==-- a loow cf 54 pe-:-:Gr:t =:;;:= 
19.50 salas to s high of 7!..2. ?~~:.en: ::~= 19~6 sale.s. -r:-.: ?erce::ltagc {c:-: a .=ace ~ 
valc.e basis) c:: :~os~ ce:-t.ifi.=-a::es t-1:-.:.:~ -:-e.ac~eC. me.t~=-::.::¥· on .sc':"laC:ule ::=..ng~C 
:-:-mr. z lov.1 cf 21.!.. pe-:.-ce:-~t ict' csr':.i::·~:.a::-es sclC. i~ ~9'-.5 co~ h:,g:h .... _ 31.: o~--
ce::: to;: ce:-'::i,:::!.ca~ea sal: !r. 1930.11.. ~ 

! l / ~u::.:s.l Fund ?..epc:-: ~- ?P. 20::..3-9 . 
lL./ s~s :oot-e v 9 1, ?· ~/.c.. 
:.;:/ $;;:: :a~~e V-2, p ~; ~- Se=:.es :.5 :.:-:i.:':.~a~-8.S sol:: ::.:-. :.?.5C j,a,C a ;:e:::.:::- :.:1- i11i 

::.J 
':..Si 
LSI 
!.."7! 

;.::!.e1 pe:-sis-:e:-::cy. Only ~1.9 pe::-.:. ~ o:-: :=..=ace ·:a;-~.;.~ ·:.ss:s~ -::::: ~;~-=c Se~i-=s 
:5 soles _,.e'!:'.g su:-~!?.::C.:::'~C. ?:":.~r -::.:. ::."".e "::;-:-~2.:-::~v:::n ?c~-:. 
:~ ~=!atic~s~ip :.c ~et sales c~ a 
$~~ :.able v~~l, ?· ·..; .::.. ar:.C C~a.-:-:: ·· . . ;: . 
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... 

... 

.. 

.. 

vc..l:.:.~s. 

the. 

The cu.:--:-~:-:: !"e=.ecp~:.::-:-: ~x?e=::.~:-:.c2 -;:-:. !SA ce:-=.:.::i-:z.:es ;::-:.-a-:- ~-a _-:,:-;; :;:-ee~ev~!"':. 

?C!~= is ~o Oe::e= :~~ its =e=l~e= e~pe=i~~c~. A ~~m?s~~s~~ ~= s~=re~=2= :x

pe~~e~ce =~~o~gh 196S oi =he Se~~~s 20 cer:i:::.::a:es s:lci =~o~ 19~0 :~~~~~~ 

Se~;:e.mbe~ ~965 w.i::, ~!:'lat. c-: ::te Se::-!ss 12.A ce::-:.i::i.::::a-:es s::::ld ::.::::=e~c:.~g 0::.::.?~= 

1_, 1965, :-e:vesls :~a.~ (en s ~=-cso!:.=o.::G '="!.!::~e:- o: cs:-~:.:::c.s::.::s s:!.C ~ss!s!. ::.-;.::: 

y~a~s a=:e~ ~~e yea= of sal~. 26.S pe~cc~::. c: :h~ s~~:~s 20 c~~:i=i=a:~s a~~ 

23. 2 ?e':'Cen: of :::a S~!' ies ::.i:. ce!":.i.:-:..·:a :es hed :es~ su:--:-;::Ce~eC · '?~:--:=<~! }'<9-d =~ 

a:~~~ =~~ s~le :he =~=e o: z~==a~~~=s f~r :~e S~=:~s 2C =~~=~::~~=~s ~as 3L.~ 

per.:.e~t a::C. ::::-::- :!'le 3e:-ie.s :.-:..~ c.=-:-:i:i::::a:es wa-5' 36.3 ?e=ce=-.~· :-1o:-~ove~! :~-=

pG:::=e.:.-~ o:= s~==e::;:i.a:-s c: =h;;_ =-:.:c s~...:i.:s !=-r :::e .:l:-s: '::i"~:::-=~ Y~5:"S a::e:- :.~e 

yesr 

s:a!.e 
~he ce=~i=icaces s~=r~nc~~e~ by 
.sigr.~fican~ itcpac=.. en th€ <:c:.al 

?Cin~. r= s~~~~n~e=s o£ Se=~~s 
s~~~snCe= ex?e~!ence ~ri~= :c ~hE ~~eak~ve~ 

22A =e=ti=iea~BS =rem :~e :ottr;h yea:- af~s::; 

~ale =~~~ugh =he ~=ea~ever. ==ir.~ ~~=s ~o :o~=i~~~ a: only ~~~= =~e :a:e \en ~ 

cc~soli:at~d ~sis} of ~~e S~~~£S 20 ~~=~i!icz~~s =o~ t~~ C~pe==ble pe~:~~~ 

b=Eakeve~ ?Oin~; i= such s~::;~e~C~::;s we~e eo =~~ti~~e ~~ ~~: sa~~-...:~:~ a~ =~~ 

conscl:id...s~ion =o= ~h.~ Se:-:.-=~ 20 ce-:::.:.:-:ca::es f::-: '::-..Q:. p;:-ioc, 59.1 ?a:'~e.::·:_ ,...,... 

~he Se:.-ies 22.A ee=-:.i.:ic.a~e.s :·i=l!lci :,e s..:.:-=e:I:;~:-eci p:-ic:- !:~ =:te ==~ai<eV12n ?0!.':"!: _ ~~ 

Co~?a:.-iscns c~ c~=~~n~ ~ecig~~:io~s :o:.- the Se=~~s 15 a~C Se:.-i~s l~~ cs==!=:=~;;; 

!"eveal a:mos:. -:he sa=n2 pic:.~:-e ~e.ls:ive ~c sa::::. ~~:t~= as coes :..~; c::p.;:=:.s;;:: a: 

cu~=sn~ ~ede~p=ions -- chs E~~:as 
15 ar:::: !SA c~=!:i~~=.a:es a:.--e ':ls.ir.g 

'!-..:c ··-=s:-s a=:e!" :he. yEa:- c:: ~ole E::n a cc~s;::li-::a::~= 

20.5 t:e~-=e~:: o= :r-.e: ~e!"io:s :5 ce:-:!..=i.:at.~s z::::: 21.2 ?E!'ce~= c; ~~e Se:-i~s 

c.;:~~i=ic..a::z.s·":(:-,y :-:.~::~.be~s ::.:· 

sf~e= ~he yea-:-
poe-:::::e~: c.= !.~e: 

3~.: ?e~:a~: c: ~~e 
-:-:. -:-::.::~3":as =:a ... ·~ 

:::.:-:~e ==~::1 ::::~ =o;.;:-::: :·~G.:

:..~a:ac. ·~e::;:.s~ o: -:::a se~-:.~-

.-._ .. __ 

...... w ... 

,..._ ...... _ 
...... uA ._ 

-·-· . 
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~:2:sut: in LO pe:.-~ar;~ 

the b:-eak~ven p:::in::. 
c: ~i~ S~=i~s l5A c~~::::=s:e= j£~~~ s~~~~~~~7~~ 
!£ :~: ~ £~~ :~e Se~:~s lSA ce~~i~i~a:~s 

C::}n~im .. oe:s a: :he sa:::a ra::..e as t:he :=-z:a: =c-: t_j_;: 5=.::-:.es :; ce':"~:if~c.3t.;;s 5c:- t:,.:; 
c=rnpe':"Gbi..e period, it ~vo;..:.lC :-.esu!: i:: 5L...9 ?e:::--::.en: c=: ::::: Se:-i~s !5;.. c~:-::.::.ca:.es 

... 

... 

... 

~e.:.:-:; su=:-ende:-e.d p-:-ic:- ;::::: :t:.e b~~.at.:~ve:: pci~:. :r: f.a~:.. c:: a co~s~·l:.::a.:~d ~~iii 
basis. :b.e ra:::e of su==~r:cie=::: tht"~l.!g:. 1968 c: t:he Se-:-:...::s 1.5A ce:-~i.£ic.s:e:: 
sold =~o= Oc:obe= 1965 t~~ough 1968 ~as nc~ beer. less :~~ :he ~a:~ :o~ ~he 
Se::."ies 15 ce~:.itica::es sclC :::-o:t 196C: ~::.-:-ot:gh Sep~e~be:- !.965; if ;.<'!y~hi:o~g, ::.: 
:Z.S.s bee~ sli.gh::ly higher. 22/ 

S;ace Bond anC Mcr~gaga C~mpany alsc issues a 15-yea= ~s~~i:i=at=~ Se=ies 215, 
wtd.c~ is solC. wi~h a 50 ps:-c.e:-:: .:=or::-end lea.:. 7~e -=-~c.z. o: su-::-~:":;de::"s :-;,r the: 
S~a~e Bond Series 215 ce=~i:icates s~lC !n 1965 ~~llows =~e sa~e ea:~e-:~ as che 
su::-ren'de-r a!:pe~isr:c.e =~~ !SA's 15 anC 15A cer:i::icates. Howeve-r-, :::.s ~ cf 
su:-:-e!'lde:-s is !owe~·,; yea--= by yea:- a:-:.:: i:J. =a-:al, ~hal'l !SA's e:-:?e:-ience f.o:- :!1e ~.w 
c~mpa=abls pe=iod.23/. Th~s, it wocld appear f=cm t~e :~rnpa~iso~ =: :he su~~e~de~ 
exp~=ie~ce fer the sa~e peri=ci cZ !S~'s S~=ies 15 and 3~o=e 3cnC's Se=ies 2~5 
=c-:--~i::i::.ates, bo~h sol::: w-=.::~ a 50 pe:-::en: :E:-c~t-e:~::: l:.·:d. >;.;i:.t: t:-..a: c: ISA's 
Se~i=s l5A cer:iiica~es, so:d w::h s 20 pe~ce~t £rcr.:-snd lead) and c~e cc~?ariso~ 
o£ ISA:s Se~ies 20 ~e~=i;ic.aces solO :~c= 1960 ~~=ough Se?:e~~~= 1965, wit~ 
a 50 ?erce;1t frcn:-!;:lC. loa~, anc! i:s Se:-ies 22.A =~r-:.if:.ca:.!;s s.cl:: :::c:=: O:::.obe:--
1965 c~rcugh 1968~ with a 20 percen: =~on:-Bnd l~ad, t~ac ~edue~~g t~e :ro~t· 
end lo.ad from 50 pe::-cent:. cf -:he ::irs:: ye.a:-Ts payme.~ts :.:: 20 p-ar=sr:t ·o: pay:ne:-:::.s 
oade in che first three yez.~s will n~:. :-es:..:l:. i:: a de:::.~e:aseci ':"a.ts c£ s~:-:-ande-:s. 

" ln s:.;:.:::.::ta!")', t:he :::~os: sign.i..=ican: :ac:o:-s ':h.e.: are -::evr;a.led Oy a:.;= de.tai.le.C s1::..:..dy c= :ace-amoun~ cer:ificates• s~=~~nCer ex?e:-ien~e are :~~:, g£n~:-alty zp~aKing. 
(o~ a face value =asis) the iace-ac=~~t cer:i=ic9tss s~ld ~y !JS be:~een 19~5 
a~C 1960 =~~~ have bee~ su~~ende::-ed ~rio~ :c :~e b~2eksvsn po~~::. s: s less 
arproaches,i£ :10t excee.ds:- a :t.ajO!'i=:: of ::te a.:=o:.::n-: s=ld; a::ci tha: :ess :.!-ta:-: 
0:-le-t.::--...i=-C o£ t.rie amc: .. m= scld ac:l.!all:.· reach:.s mat:.:.ri:y ''~ sc~eC.!..:.!.!:! .. 

2"1 

---=-· 23/ 
See Cha:-~s V-K. a::.: V-1 a::d pp. ~7 28-31. 37~9 .. 
7hrse yea=s a!ter ~he yea~ of sal:, 21.2 pe~cent 
ce=~i=i=a~es haC bee~ su~~en~e~s~; 28 per=ant of 
~nd 27.9 pe=cent 
sL:.=-::-£:-:d.e:-aC. 
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... 

... 

... 

.. 

.. 

•• 

-~ 

-·· ..:..~ .... 

=~~ eve~age, ~~ly 13.3 pe~ce~t ~= 
!945 a~= :94€ ac~~~~~: =a~~=eC ~s 

ce::-::..:.:.::.a:es 
.;.s scte=.:.:~e:::. 

lSA ba.£ cr. .:. :s 

. :. . 
--~ ~-·--- --·- -·· '"""'"-- ~ -

?ast: 23 yea:-~. S:t . .:€: 1;48, ::!1::~.' ha.t·e =~=:geci ::-::::: ~.2; ?-===~=--= ~:: ~-S~ ?e~cen-:, a:::: :hey ::a.,.:: e'v'e.:.-agsC 0.-5.5 ?e:.-ce:::: ;:e:- y:a:- v.-: :he ::e:::::.::::.:.z:es :.ssue:::= =~~~ 1943 :~::-~~g~ ~9E5 a~C ~-9~ ?~~~e~: ?e= y~a~ ~~. :=~ ce::-;~=~~~=e~ is~~ee s:.:-:co; !. ;55. 

:-~e: :,~~=e-:ax y:..e.:: ':~ ::1a~c~!.:y c:"'. :sA ~-=-:-:.:=~·:.a:;s: ·. -...~:::..\!c.:~g. :::c:::..~;"l;e,i ~~~c:.ts) h.ss h:...;::=::-:.::.a.:!y :a;.g;:;C ":o;:ni:-;d :::-.~ yi..:~::~ ::::-: £e:::.es ! Ur::::~ S:a:.~s Sav~~~s 3c~~s.25/ !he Series ~ ~c~Cs~ ~~ic~ ~g~~=~ •- ~~e-=~~~C :~e ::~£, wcul::i-y:e:.: ~- :5 c= c:1e. ?e:-ce::: ::c!"; t=:ar:. ~::e .:.:::::~:..n~C ;;:..e:= ':.~ ::.a:.:.:.=:.:;: of :SA 1 s Se~:..e3 20--22A ce~::~:cstqs, ~SA's ~e£~ yi~:=~~g a~: ~es~ sar:~~g 

10.9 ""'""_ ... ,.,_ .. :--· ... ._ .... ls::s, 
tve.i2ht.ee. ave:::-ag~ a...-:.r.~a: yie:: ~:1 :;;a\·:.~~~ ::c;;cs::s.2!:"." S.:.~c:G: :;.66, :.£,!_':;: $ ... -,..,.eo 22.~- ce::-=::...::::..c.a.::e. (:.:-:c.:u:::::::.~g a.CC:.=.:.:::~~:. c::..:.::.::.~~-i ::as :;a:.-:: :;::-..:e::: &.·..:e:-a.5s. a~~ua! yiel~s ~h~ ~~ited 3=z:~s ~eve~~~~~: 
anC !.;:,a.:1 ~ssc::.i.a.:::.ons: :::-..:.~:.:a .. sc.:.·::-:.gs ":21..:1~-<s. ::!.!"'.:. -:-=:~~e==:.!.: ::;-.:::;.::=: --

C':"'.: a:-: .annt.!.al =.a.s:is. ::.t wc:..:..:c. :,e 2.-:.:5 ?~-:-::~:-.: :o~ s. 3~:::-i-es :..; • .:._ ~e~::..:!.:e:.e anc !.~7 :o= a 3~~~e5 22A ~e~:i:i:a=e . 
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~::e':."-:ax ;::;.., :SA 

20: 

The a=:e~-~aY. y~e:=~ c~ :SA': 

.:=.::::.::: -; ,....., .. ---- -~--

.,..:....;..- -- --- . ... ._.__ ... _ .... o. .. 

c-:-e:::..:s, (e.ssu=i-:lg ~o cr;angs :n &:L :.::v~s=.=::"''S :ax !:>:::"e.cX:~:) =.ai.: :.e~~'* ~r.e 

::1eC::.a:-: yield (c:::::poun::ie=.) o£ t:,.e o:he.:- .;avi.::;:; ~ec:.~ e.x.a:-:::..:-:eC :or i:-;ves:o!"'; 

in the 2C a~d 30 p~~ce~c ~ax 
:~e ~C pe~~e~: ~ax :=~~~et. 

Se~~es 20 ce~:~=~~ate is cc~ya~eC w~C~ ~~e 

(=c~~=unOeC) ~n sav~~gs de?csi:s :~om l9k~ 

=~~ =a:~ ~ver ~he ¥e=~oC, the y~el= ~~ :~e 

The 
to i:s 

;.. sa::p:i.:-.g c: :sA; s ::us-==r:u:::-s :-eccr~;:; ~:.:ri:-:g 1.9:58 :-ev.ee!e:! t::a: 2; .. , pe:-

ce..~r ~ad: an a::.::-;;e.t =am:.ly :.~c-:orne c: iess tha:l $7 ,5CO a~C .53.5 ~e:-ce:1t of 

less :.::a:1 s~c.ooo. :'he ~ec:.a.:: .:a.~r.!ly :r:corne we.s SS,6~7 . .td.=.o~ rt'•C:""e ::-.G.r. 

of p..:::-c':le.s:.ng poue.~ :::. di=.ir.i.:ihE.C:. T::e Cc:t.su=.:~:- ?-::-;.ce 

14~ ?e~~e~~ ove~ :~e pe~~~c bet~een :s3~ a~d ~?67.3CI 

:we yea~~ Cu=~~£ :ha= ?e~:c~ a~d sa:h ::~e :~e ~ecline 

;.~ .... ,. ·..:c:.:.l=. :Oe.ve :-:~::..oo:.:~d a:-. ave~ege a:-::-::Ja.~ yield cf 2 . .=.: 
~~£~ c! t~e ~e=:~~:.:a:~ (inc:~~i~g ac~.:~=~al c~e~i:s): 

~-=--:.==s :-cse 
:he: av~:-ag-e 

d.-.;:-:.:;g 
'•:-e.a: :r 

-..~-·· .......... 
~-----: 

-~- .......... ... 
:'--~-.. ... 

oo ...... __ 

.. :., ............ ·-··- -''-~·· 

"'>o-,.. o--:-----··-

--·----· 

:c. i 

291 , .... .-:: ....... 
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:~u~ co~?~~~es a=e ~u~~en=!~ sei~~~g i~s:aii~e~~ =~=~ ~cu~: ~e~:~:t:s:es; 

~:te la:-z2.s: by £c.::: i..o !...OS. "«hile ce:-:.i£i.:at.e O?e:--=.::..~s s:i:i a.<:::ju:"':. !o:
:he majo~ity o: IDS' ~e~ ope=a:~n2 inccme,3:/ :h~ :~~es o! e~s!~eso wh~~~ 
!.OS has Oeer. deveiopi:tg si!"'lce 19~0 ha.v~ ::~ad; i:-:::::-eaS!.!')gly la:-ge= c::r.:=i
Oucicne ~o l~S· ne~ ope::-a:ing income. 

Sl.nc.e the o~gani:a~:..~ of i:& fi:-.o: 'fund in l~C. ::s• fu:"lC O?e::-s.ti:mz hs.ve 
.;~own ~o :.he poir.=. whe::e i:: 1G now e~e inves:.=en: .aC-.. iser P.nC: ?ri::-~ci:>al 

riis~ri~c~or af :he ls:g~s: i~ves~~en: co~any ::om?~ex in :h~ Un!:eC S:~:es.~Z/ 
A~ ~hese :u~ds have g~~wr. so has :hei::- i:po::-:anee as so~~=es of :os• ~e~ 
ope=acing in~=me. Be~weer. 1963 ar.d 1968, ~he con~:-~~u:~on cf ~~~ O?e~a:icn$ 
::o IDS' ne:. c;>e:-ating. income :.ncreaseC !;)y QV'e:- 50 ?e=-::e=-.~t :~o~:~ S£..! C~i!liC!"t 

:.;::) $6.7 ::i.! l icr.. 3'3.' 

Du:-ir:g :.he 1950's. lOS. :h:-:):Jg"~ a ..::-:o~!y owr.ed su~si::i~a!"?. e~:e~ec ::he 
i~surance bus!ness. 5e~ween l9~3 &rd 196a. i~s~=ar.ce o~e~e:~~s ci~bleC 

~hei~ ccn~~ibu:ien :~ :os~ ~e: =pe~e:L~g inc~rne. ~isir.~ ~~c: SC.6 :ill~on 
a yeB.r: to S1o2 rni!licn.~/ !:;u::-ir.g. :he 19C0 1 S 1 1JS c:-g:ar.i=.e::;; c-:.· s.c~:.:t:-eC a 
group of companies ~ var~~us aspe=~s c: ~he !~~anc1al !~el~. 7~is Finance 
G:-ocp mere ~han t:-ipied t~s :::=n:.ri~:.Jtion -::= l:lS• !')e': -'?e::'a:ing i!"c:oct:! 

1nc:-easing =~~m SC.6 :illior. ~o S~.9 ~i!iicn• be:•eer. 19&3 ~= !965. !DS 
es:1ma.:es :.ha.': the re:e:tt ac(i:.lis!.:ion of Jef:e:-ies .S. Co •• !.:-:c .... a b:-oke:-· 
deele~ whi:h engages in ove:·:he-coun:er b~s~~ess, u~:l ace S3~2 ~!:iion 
~o IDS· c~~:-en~ s:~e=--~ax t:-:co~e4 

W~ile th~ ~~~al ~et cpe~a:~ng income of l~S has ~een ;~owi~~ at a??~~xi~e:ely 
5.6 pe~cent ?e~ yea~ since l9C3. c~~~i=~~a:e cpe~a:ions= e~~=~~~~:i~ tc ~~is 

advised :,y !:JS had assecs ao 
1969. 

3~/ ... r: 1.9!;3;1 !.U:S' ins~::-SJ"\ce s~bsi~i~~y :-s.-:i<.e~ ar.::::-::: ::":le :.o? 5 ?e:-:-er.: c: 
1.:.::~ .:.~sc::-~r:::e =:o=?s.~leS l.~ :~e :::"..!.:eci S:a:.e:s -~~::~'!':::..:-.~ ::-. Co~:.a=s 
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············--··-----· 

;.r.come has bee0 £:'O..,.ing ::lt. ::r.:y ~. ':' :.er::::2r:: p-=.::- y~.s..';."'. -:'~~s. e.s. ::--:e C:.v-::-si-
fic.a:ion of lDS h8.5 ~:-oceedec!. ::--,e :-::~s.tive i:::pc-:-ta.""'l:::::~ ~: ':he ::;e-:-~tfi:::e:c 

$.!..:.. 7 :.!.:lion, or 05.4 ?e:"::::~:-:t o: r::~ oe: ope::ati;1g :..::c~~e. Oy 1968 ':!"ley 
a~::c:.;nte:: for SlZ. 7 milU .. ::~. or 5i.. .. ;. ?e!"cen~. 

:"he Si2 .. 7 million is compose:: c£ ne': C?er-a:lng i:-;come ........ _ 'lSA. ~S7 & C an::! 
1:s {the Cor:pe.ny). !.S~iz. net: ope~a:ing income sccc'.Jr::.e:: :o:- e.?~rox:ima~ely 
~8.5 million. Advi~o:"y, se= .. d.ce ~:'tC C.is:!"ibo..:::!.cn fee; y~iC by 
.ac~our::eri fo:- an adC:itimel S3 .. 4 :ni:lion of !DS' ne~ ::?~:-e.:.ing 

!.SA :c !DS 
inc~me. !DS 

lo~t: approximac.ely $0.3 '!t<illion on :a:-:ificat.e dis:::-i':-..,;ti~ i:"! 1;6a, leP.vlng 
inves:.rnent income a.nci se:-vi::~ anci a.cviso::-y fee~ ....,fth::'r d:.:-ec:l~; a:ccu.n:eC fo-:: 
~~e profi:4bili~y of i~s ce~~~fica~e ope~at~ans. 

An addi~ional $0.8 ~ill:on of lDS• net operati~g inCCT.~ f~o~ ce~~!::cete 

ope:-a:.:.ons was eccoun:.ed fc-::- by fees and inves~me.~t 1.;-:::=:rne :-eceivsd toy ~:.s 

:~om !S! & G ce=~i£~cate ope:-atic~s ~~c lDS 1 o~n cer:~:icatB op~ra~~~ns. 
::":lves!:men~ :!.01come and fees ::-em :h.ese asse-:s: ..,oul.d nc:. ':;€ .s.::ec::e:ci by ':he 
r-ecccomendations concer!"'ling t':le f:-on':·e!"'C load~ 

Ul:imarely. the effec~ on the lOS Gr~U? of a~y recommenda~~~ ~ith r~spec: 
:o :he frcn::-end -load on face .. amc~nt certificates t..·~·..l:;:: depend on ""'hat hap?~ns 
to !.SA 1 5 S930 million .asset: end inve.:;;t.men~ base. A.."'r)' ::h.a.r:ge:s ir. th.e siz~ o! 
t.!';is base •ill cie?end upcr. c'h.a:-~ges io: t.he value of l$.;' s underlying por:~oUo~ 
anti changes in i:s ssles ~~c ~ede~?~~on rat~s. Altho~;h ir. the lo~g r~n t~e 
:--ecoat::~enaa:ion concerning t:he froot:-er.d load could ac-::e: le-:-!'l:e ':he diver~i1-
ficst!.on of lDS•s. sources of income w'r.ic:, started i.n :~t..C, such e :-ecmr.men::!
ation shoulo no:. cause a sudden or eb::'o..l?t de~line in :::s~ in<:oi.le. 

In l94l, when l!JS ciisconti.nued the sale oi i:.s o\IIT'l :a.::::<::-amount ce!':1:ic:a~es~ 
i:..s as.;.e.t. base '«SS S989 million. A~ ':.ha:: tim€: i~S in·~·~s'::nen: i:-:c~l"tte ~:-om 

~hese assets was a?P:Coxi~:.e!.y $7 .. 9 ;;ill!.o!"'. ':'we:-.ty v~a:-s !ate:-. its invest
men:. i:-:c:cm:.e was sei:l approximately $C.2 mill~on. 

F'ace-a:::=oun:: ce=-~!.fic:ate asse-:.s rep:-esen~ cr: ly l." ?er::er.: o! investl'l\en: 
company as;;e:.s a.:: June 30, !.969; and ;.;re::-e less :~an C.: ;>e!"~~nt of the: vsl'.Je 
o£ s~ocke lis~ec on all reg~ste~ea secu~i:~es exch~~ge5 at the ~nd c: 1968. 
Jihe~her :he elimination of :he. f:-on: .. -e:nd ioa~ lJoul::: er-.c al~ sales of i:-ts~a:l-

me:'!t: face-arncur:.t cert:i!ica.:es is cor:~-2-c~:J~al. 
co be er:::i'!'€dy hal.:.ed. :.he ~:feet wc:..:::.d Oe ~e:l>:. :,v x:l·· .a v-e:'!"y :;l:le.!.l £:-ag::e~: 
of the .securi':i.es inCus:::-;: a..~e even ·_:--.'!.s e::ec: ..,o~lC: ":;~ a :;:-aC:.:c..l o:-~e. 
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A;:::?:'O!(!.i':.$":e:y 2C,CCC i.:os:.a.tlme-:1:. :sce-an:.our.::: c~:-:..:..:.~::a~es TJe":"e ao:c !.~ :.':l~ 

!r.:~t.eC S::..a~es ir. 1968.-·for wh!ch !.:wes~c:-s paic i:"'; ove:- $5 .. '7 m!.llic=1 ir. =!-:at. 

yea.:' alone. Cuarula::.:.. ... .,e l.r:.sta.~l.ment cer:.ifica=e ?ayme..,:s ir. 1908 s.:-e es:.:.

ma~eci a: $90 mitlio~. ~he~e •ere over 3iC,COO i~s=Q~l:en~ fac~-~~~~ 

ce:-:i!i::a:P. account.s :i.n .force s.:. June 30, 1969, a..,c ::he :::o:al. ~ace ve:ue c! 

:.hese i~s=all~nt ce~:~ficates o~cs:::an~!ng at t~e enC o£ 1968 w~s ~Jer 

$2.2 bill.i~. '!'be sve:-age ir:.s:.allta.er.: ce:-:!.£1ce.~e accet;l":.t o! :.!'I.e C::oc::.~ar.:: 

c~eny in this 4ree ~&s an es:imated face value c! Sl~,47C. ~hus~ ~n~~viC

ually ~~ci in the aggr~gate, h~~dreCs of :bous&,ca c! perso~s i~ :.he t~i:.ec 

S~a:::es a~e c~cerneC wi~h £ace-amount cer=~f1ca:es. 

Ex?erience has shewn. however. ~hat a la=ge po~~~on of :he pec~le w~o ~uy 

face-a~cunt ce~:ifica~es lose m~ey. Such los3es a~~ caused by ~~e ~~~~:!o~ 

c~ ~.he ::-ont-end load £::-or. :he esrly yea.~s= ;::tayo:;e:-::s. As a !'esu!.: ::! s~-=~· 

cha~ges. an ~nves~or Coes ~at r~ach the breakeve;. ?0!0: on rncs= o! =~e 

ce~:i!~ca~es prese~cly sold un:il aft~r the paymer.:s ~equi~ec on ~he ~i~s~ 

E year& o£ :he ~er~i£~ca~e have been ~e. Of :ho~e pe~sens who pu:-chsse~ 

the mos: ?C?Ule.~ fa.:::e-as:::toune cer-ei£ica:e so1d by :he. Cotni.,ar.: compa-~y !::": 

:~is a:-ea. mc:-e than 55 pe-::cent lost :::seney. 7he su:-:-ende'!" '!""s:e en :e:-:.!.fi

c&:e• sold du~ing 1966 t~rough 1968 by t~3t c~par.y ha& c~tinueC a: &b~u~ 

the same rates as fc~ ce~tificetas sold ?rior there~c, desp~:e ~he ~a~: t~a: 

:r.e n~wer ce~~if~~aeez have a lower f~ont-e~C lcaC ar.d highe~ i~edi&:~ cas~ 

values .. 

The losses e~~ ?~~icul&~ly significar.: i~ View o! ~~e ~=~n~mie :~ass!~~~ 

~a~icn of ~h~ i~vestors. Acco~C~ng :o a recen: Sam?le. ~~e ~Ci~c ~~nual 

family income of pu~~nasers o£ ~he best selling c~mQar.y•s cer~i:~ca:es Lo 

1960 was S9 1 750. S~e 25.7 percenc of such ce~:~~~ce:e pu:chase=s haC&~ 

a~nuel :acily i~come c£ less ~h~ $7,5GC ar.C 53.; pe~ce~t haC an ~~~ual 

family i~c~e of less ~h~ SlC 9 0CO. ~o~e t~an -~ pe=cer.t of =he ce~~~£i:a~e 

?u.:-ehase::-s .... e:-e under 40 yea.-:-s n:c .. 

7he f~on~-end load he:?& :o SUP?O~~ r.ighly s~~~c:~~=c pe~s~al s~ll~g e!fc~~ 

i:-, wt-.ic:-: o..s.lesmett a:-e ::rai~ec! :o sell gc:ne!'"s.ily ~y mea.~~ of a. "canned .:.:o:~e:-

v i.eW"' ~ Moreover • sailils::~en are paid on a comrniss i{)n basis whic!; <iepenc:a upon 

the si~e of ~he pe~io~ic payment wh1ch ~he inves:~~ QG~es and does ~~t va~y 

ac=::~d.ing :o :!":e ~t"~:.:C:C: SOla. :n £e:"te~al, Oal~OITIE." r-e~!"!V~ :.~e ~attte am~~:. 

::o:- .seliing an eq:.:i!.y :.:1ve.s:-.::cen~ as a :ace-smo:.:~~ :: .. :-:::.::ca~2 :-eq~:i:-i~g ~!\e 

sa:ne :rl!C:":. :~..;_>. ;:>.eyme:"".~S-

---··--= -·· -·d-----.~ 

a:~i.t!.=!":.al :::-":!:ii.::s) :..:; less ~!:a:: :=-.a: ::ea:ize:; ::--:..~ :::::-;~ z.eov-:::z;s ?-=::;~~=-s .. 

7he a!:.c:--:.ax y~ei..ci :;-:-: :.he Cet:::.::a..""l:: c:Jr.;?any•s :: .. --::~:: :·:.e:::.~g c.e~~:::~c:g:e 
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Bonds (Series E), savings asso~iaticns, mutual sav~ngs benks a~ci commercial 

banks for investors in the 20 o~ 30 pe~ce~: ~ax bracke~s throughout the 
life.of a 20-year certifica.:e and equ.o.l th~::. mediar..yielci fot' those remaining 
in the 40 percent tax bracke~ ove4 the li!e o: the ce=tificate. Thus, if 
the elimination of the fro::1t. .. end load should resul~ in face ... amount ce:rtif~ca.tes 

being sold with less intensity than at present) alterna:ive accumulation 
p~ograms with comparable after-tax benefits would still be available. 

Whether discontinui~g the front-end load an sales o; installm~nt face
amoun~ ce~ti!icates ~ould end the sale of such certificates is conjectu~al. 
Even i! this were to occur howeve4, ~he eco~omic i~pact, if any, on :he 
securities inclust~y wo~ld be ~egligible and even that effec~ gradual. 

R ECOM'HENDA '1'I ON 

As the: stuciy indicates) the investment yielci or: faee .. amount ce:-:.ificates 
held eo maturity is less than that realized frorn other savings programS. 
Further~oret a vast rnajo=ity of pu~chase~s o£ installment face-amount 
ce~ti:icstes do not continue pey~entz under the plans to their stated 
matur~ty date~- lt is the prac~ice of these ccmpani~s selling fac~-amount 
cert:ficates to i~pose a scbstsntial com~ission on the ea~ly peymentS made 
by the investors, cor:rnonly ~eferreci to as the fcon: .. end load. Acco::di'ngly, 
e.a.r~y redemption results in a loss to the invest.cr. 

ln ou~ December, 1966 Mutual Fund Repo~~. at page 250, we ~~pressed ou~ 
dissa~is£action with the imposition of a f~ont-end :aaci as it relates to 

face ... amott:"'.t certificates. Our present study conf'i:-~s t.he basis :or o1,:.r 

o=iginal posi~ion. We therefore ~eassert our ea=l~e= bel~ef that the front~ 
enci load o~ installment face-amount certificates is contrary to public 
interest and e~e inte~est of investors; a~co~dingly, we recommend that such 
practice anci the practice of e~uivalent su~render charge5 be d:scontinued. 
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Extension of Comments of Lewis J. Mendelson, Capital Market Specialist 

before the Senate Committee on Banks and Financial Intermediaries 
on February 5, 1999. 

,', 
Thank you for the opportunity to comment on PERA on such short notice. At the outset, I 

would like to express support of the passage Sen. Magsaysay's bill on PER.-\ . 

I would, however, recommend one fundamental change. Registered investment 

companies or mutual funds should be added to serve as funding vehicles of the PER.-\ so 

that all Filipinos will be able to invest for their retirement through mutual funds. 

The Individual Retirement Account (IRA) experience in the US bas benefited millions of 

retirees. It has become a powerful tool for the formulation of capital of the American 

economy as well as a means for providing long term savings to retirees. 

In the US, the mutual fund industry pioneered in the development of the IRA and "401 

(k) Plans". Millions of Americans and the US economy have benefited from retirement 

accounts. Through their IRAs, they have been able to invest and share in the profits of 

the great companies --- the Microsofts and the Intels -- that are creating millions of new 

jobs and developing the new technologies that are revolutionalizing our lives. Sen. 

Magsaysay's bill on PERA can help Filipinos to do the same thing. 

Registered investment companies, mutual funds, should be included as a funding medium 

in the bill because mutual funds can provide a means of participation in the securities 

market that will allow an uninitiated investor to limit the degree of risk he! she wishes to 

take. The mutual fund is a relatively safer securities investment because its invesanent 
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Extension of Comments of Lewis J. Mendelson, Capital Market Specialist 
before the Senate Committee on Banks and Financial Intermediaries 

on February 5, 1999. 

objectives are clearly stated. It permits the investor to own a share of diversified portfolio 

of securities which is professionally managed at a relatively low cost. Moreover, it 

provides many administrative conveniences, liquidity, ease of purchase and redemption, 

regular account statements and transparency. Investors receive a prospectus and annual 

and semi-annual reports and their fimd is subject to regulation and oversight by the 

Securities and Exchange Commission. 

Mutual fimds educate investors, and marshal and channel investments into the securities 

market. As disciplined sophisticated investors, they can exert a stabilizing influence on 

the market. A successful mutual fimd industry can be a catalyst to the development of the 

capital market ---- an engine for its long term growth and development. By adding 

liquidity to the secondary market, mutual fimds help encourage new public offerings, and 

improve intermediation, capital formation and allocation; ultimately spurring the 

development of the economy. 

... 

... 

... 

SBN 1088, otherwise known as "Personal Equity Retirement Account (PERA) Act of IIIIi 

1998" authored by Sen. Magsaysay provides an avenue to expand the investment 

alternatives of Filipinos investing for their retirement and for the development of the 

mutual fimd industry in the Philippines. 

The Philippine mutual fimd industry accounts for the less than .5% of the market 

capitalization compared to the US which comprises more than 40%. This means that the ""' 

mutual fimd industry in the Philippines is still underdeveloped and requires policy 
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Extension of Comments of Lewis J. Mendelson, Capital Marl<et Specialist 

before the Senate Committee on Banks and Financial Intermediaries 
on February 5, 1999. 

refotms to develop and regulate the industry. I would welcome the entry of banks into 
•. 

·~\ . 

the fiuid industry. I would like to see them actively involved in promoting and adding 

their expertise and distribution networks to the development of the mutual fund 

industry. The industry, if properly developed and as a funding vehicle for PER..-\., can 

make significant contribution to the choices available to Filipino investors and to the 

growth of the Philippine economy . 
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5. Di,:isz"on of lnvesrment J.-fanagement 

a. J'Vnat is the role of rhe Division of 
invesrmenr }vfanagemen:? 

iili lnvesrme::r funds. their managers and investment 
advise~s oc:upy spe:iai positions of ;:rusl. They 
manaoe the -;,ubiic ·s monev and oanicioate :: - ~ ~ . ilii 
exte!lSiveiy in th.e secwities markers. A regulator 
with a small s-..aff and limited budger may be 
te:nored w merge the functions of the Division of ... . -
Invesrme:ll Management into the Full Disclosure 
or othe~ Divisions. Because of the complexity of 

lill invesrment fund operations, the positions of rrust 
that funds, their managers and invesrment 
advisers occupy and the broad impact that they 

1o1 have on the market. it is preferable that regulation 
of funds, t.'leir managers and invesrmem advisers 
be placed in a separate unir. .. 
Tne Division of Invesrmem Management: 

iiol • rezis;:ers. licenses·and inspects invesrmem 
funds and investment advisers 

IIi • proposes rules regarding fund operations and 
s-..andards of conduct 

• • oversees offers. sales and redemptions of fund 
shares. 

b. What special considerations ajfec: the 
.func:ions of a Division of lnvesrment 
)vfanagemenr in a transitional economy? 

In a ~...nsitiona! economy~ investment funds must 
wtocus less on diversific:uion and more on 

becoming effective shareholde:s. They must 
over:ome the resisrance of company manage:-s 
~d -.vorke:s and become the ;nstrume:lts of 

cha..TJge ~r e:ue:pnses. 

.:To re~iize :he full Oe:1e::rs of share ovme=-ship. 
funds mus~ :lrst e~ure :.."!at :he:: have effective 
~irle :o pon::Oiio sec~ties. Second. t..I-Jey mus~ be 

~Die :o bt!y ~,c ~2.ir.!:::..in sig::i::~2llt blocks or~ 

Poge 147 ... 

Lack..in§; iiquiC :r:a...-:-\.e:.s i"c: t.~e sh::.:es u~e;: O'.t.-:;._ 
!i.!tiCS \\till :-e~uire ex-.... -z g:.:!:::a.""":ce i:: vai:.:::ng ~,e 
shares ir: !hei: portfol!cs ~:~ 2...~: T::::g c.t 

-'n .... :"J,....o ..... ~-... ..- ~·~i- .... c;: •• ,~; ... ;.., .-l ... ~ .... -;.., .... -·n~ meru~ ~:.:.w..z ....... ~.::::..._~ .. 4-o..._ ___ v.:._ ......................................... u.-
· ~ w·· · ,..~ r;....ev - .. n ~ .... ...; ~..,....;,.,..,~ ~o....,.;- 0\\~ pnces aL ru ....... :.a • ;) ........ .....:.; .... .; .................. ~ ........... ~....... ~ ... 

shares. a..11C whici me:!.Su:e ~~e:r pe::Or::::.a.'"lce a.LC 
the fees their ma-a~e:s re::e:\·e. 

Altn. ouan· '!";....,v are Q~S""r'l~;ali\· ..., .... ~ .... ; .... s for - ::: "-'·"··- .... -- -~......... ·- ........... ... 
ma'la~ing investors· :ncney, funds may be 
exposed to double taxation of :he i.."Jcome and 
diviciends they re=eive at both the f..md and the 
shareholder Jeve!s.. It rr-..zy be ne::essar.;·~ for the 
Division ofinvestmo~ Yfa~a~ewe::t to 
coordinate with the :Z.\: auchorities 10 avoid 
making investing throu~'"' funds suOje::: to 
duplicative and btu-de::some taxes. 

Ultimately, the ove ... ~~ding iss-ue fer funds is t.~eir 
e::onomic SU..'"\ivaL Fair- mea""!S :nust: be found to 
me:-ge small une::onow..i~ funds :..'"'lro large:- funds 
that ~an take ad"-antage of e:::onomies of scale. 

c. Wnat are the spec~f:c rcsks and 
priorities necessar;v ro create a Division of 
investment Jl/anagemenr? 

The Division ofLT1vesune:1~ ?vf.ancgement should 
srudv invesnnent ::-1.1ncis ir.. othe:- e::1e:gi."lg market 
eco~omies. It should uzde:s--..mri ~O\\" vouche:
invesnne:n funds ac': as ~a~ysrs for c~.ange in 
transitional e::onomies a.lC decide ?lo'-v :egt:iatory 
policy suppons that goal. It shouiC a!so 
unde:s~'"ld why such .funCs should ?lOt issue 
redee:nabie se::ur::ties u..~ri! :he!:- po .. ~..:.-oiics are 
liquiC:. 

It :nUSL e~u:e ±at: 

• -h ... j.,.~~l ":ll..,c· ~oi; ........ ~~""wo~~ ..... .,.~ire -Ft.l.!:Cs ~ ...... ·-=--- -..... ;J ...... ~· -~............ -- :--·-~ .. - -

to hoiC :tie~.l'lingf..:~ ?CS!i!O~s so :..";ey :::ay 
i:::1ue::"Jce :::az:age::1e~: of ·:o:::;::!.:.-:ies i:: :.~e 
~ol ~.:.Olio 

.Price Wat.eriwuse L:.P 
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• funds are able to secure full ov.rne:ship rights 

• fund asse~s are maii"ltained independently 

• accounting a.'ld valuation guideiines are in 
place thar assist funds. their advise:s a..Tld 

mfu1age:s. inveStors and the regulator in 
understa11ding fund operations and results 

• funds buy and sell shares at net asset value 

• shareholders have a means of selling their 

shares at a fair price. 

Specific tasks and priorities of the Division 

iiil include the foilowing: 

• Review the laws, rules and forrrts as they 
iii apply to investment funds and their advisers 

and ma.'lagers to ensure that they encourage 
appropriate policy obje::Iives and provide 
sufficient powers to the regulator 

• In consulmtion with represenTatives of the 
llli fund industry, recommend and draft 

legislation, to achieve appropriate policy 

goals 

• Draft rules. forms and procedures for 
licensing funds, their advisers and managers, 
for rezistering securities offered for sale by 
the ~ds and-for examining and licensing 

employees of funds. investment advisers and 
investment managers 

iii • In coordination with the entity responsible for 
accounting standards. design fund accounting 
standards. valuation guideiines and programs 

II for reconciiing them v..ith existing s=dards, 
train the ft.4J.d; on wieir use and e:1sure that 

• 

th . . ~~~ • ey are tmpte:nen ,..,;. 

Coordinate \villi ~a.' authorities to ensure that 
the ne\\. fuild accounting sta..11dard.s are used 
by the!TI ~"1d that they adopt "pass through" 
ta~ :re::?.L.'"':le:u: so that fund income (interest. 
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• 

divide:1ds <!!"1d ne! gains en se~:.!rities 

transactioP..s) is not ~..!bje~: to ··ctoubie·· 
taxation. that is~ ar bori: r..~e f\lnd and 
shareholde::- leve!s 

Develop model for::ts fo!"" m !n\·esmte:'lt fund 
prospe~:us. ~~~e::.r wi~~ !n\·estme:u 
manage!" or advise:-~ &--:~.C d.e;:ositor:: anC. 

regrsrrar 

Witl1 the Division of :Yfarke: ~egulation and 
the stock exc3an.ge~ desig:1 a pro~....m ro list 
and rrade fund sha..-es on ~ exchange 

• Design a survey of funds and :heir :nanage:s 
which can be used to he!p the~ :o undersiand 
and comply v.tith iegal a:.1.C regulatory 
require!!lenrs and assi~ :he Division in 
monitoring t..he!r activities 

• Desi~n and conduc: :;alrir:g ?ro~...ms on 
regulatory require:ne:u.s for fuJ:tds 

• Inspe::!: seve!"ai of the largesi fi.!.r'lds 

• With the Office of Chief Cou.'!se!. review the 
laws and reg>Jlations :1ppiicabie to 

acquisitions of one fund oy ll10the: and 
devise fair iaws~ rules. formulas and 
procedures related to fund ~omOinarions and 
conso iidations 

Price fHiteriwu.<e !.LP 
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MA YNILA. PILl PIN AS 

SUPERVISION AND EXAMINATION SECTOR 

Oftlce of the Deputy Governor 

June 09, 1999 

Honorable Joel A. Banares 
Undersecretary 
Department of Finance 
Manila 

Dear Undersecretary Banares: 

Hereunder are the comments/position of the Bangko Sentral ng 
Pilipinas <BSPl relative to the issues raised by the Investment 
Company Association of the Philippines <ICAPl during the May 21, 
1999 meeting of the DOF Contractual Savings Task Force <CSTF>. 

1. 

2. 

On BSP prohibition on the use of personnel and 
premises of the parent bank and its subsidiaries to 
sell ••mutual funds•• 

The BSP consider this as an exception since 
using the parent bank premises to sell mutual funds 
gives the impression that the investor is dealing 
with the parent bank. 

In the examination of one investment house 
without quasi-banking functions but with trust 
functions, the- BSP required the said investment 
house to staff its Trust Department w!th a separate 
set of officers and employees in accordance with 
Section 4406N.2 of the Manual of Regulations for 
Banks and Other Financial Intermediaries, Book IV. 
This section prohibits a director, officer or 
employee who are taking part in the management of 
trust and other fiduciary accounts to perform 
duties in other departments or the audit committee 
of the financial institution and vice versa. 

On the issue that BSP does not allow 
managers to manage other funds. If an 
manager chooses to manage more than one 

investment 
investment 
(1) fund, 

ITAGUYOD ANG PHILIPPINES 2000 MAG-IMPOK SA BANGKO 
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"" 

It is BSP's position that an investment 
company manager which manages more than one <1> 
fund will fall within the purview of the rules and 
regulations on investment management activities ~nd 
as such is under Bangko Sentral supervision. This 
position is supported by the following portions of 
Sections 4403N.c and 4414N of the Manual of 
Regulations for Banks and Other Financial 
Intermediaries, Book IV, to wit: 

a. ·section 4403N.c which defines Investment 
Management Activit~ <IMA> as "any 
activity resulting from a contract or 
agreement primarily for financial return 
whereby the bank or an investment house 
<the investment manager> binds itself to 
handle or manage investible funds or any 
investment portfolio in a representative 
capacity as financial or managing agent, 
adviser, consultant or administrator of 
financial or investment management, 
advisory, consultancy or any similar 
arrangement which does not create - or 
result in a trusteeship." 

b. Section 4414N Authority to Perform 
Investment Management 

Second Paragraph, which provides that 
"entities other than banks whose Articles 
of Incorporation xxx includes the purpose 
or power to act as managing agent, 
adviser, consultant or administrator of 
investment management/advisory/consultan
cy account shall secure the prior 
favorable recommendation of the Monetary 
Board of the Central Bank before the 
filing of said Articles of Incorporation 
or amendments thereto, with the 
Securities and Exchange Commission''; 

Third paragraph, which also provides that 
"entities authorized to engage in IMA 
which are subsequently authorized to 
engage in trust and other fiduciary 
business, shall then be subject to the 
provisions of Part IV ••A'' and ••c•• of 
these regulations''; and 
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Fourth paragraph, which further provides 

that if an "entity is found to engage in 

unauthorized investment management 

activities whether as its primary, 

secondary or incidental business, the MB 

may impose administrative sanctions 

against such entity or its principal 

officers and/or majority stockholders or 

proceed against them in accordance with 

law. 11 

We hope you understand our position on the matter. 

Best regards. 

Very truly yours, 

Deputy 
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APPENDIX 9, INDUSTRY PLAYERS 

The following is a brief description of each fund and the affiliations of their 

sponsors and investment advisers: 

The First Galleon Family Fund, Inc. was the first fund to be registered under the 

Rules and Regulations Governing Investment Companies which the SEC 

promulgated in 1989. It was incorporated on Sept. 27, 1990 as Magellan Income 

Fund, Inc. but changed its corporate name in 1991. It began commercial operations 

on February 1, 1991 and was initially a fixed-income fund. In 1994, the SEC 

granted the fund's request to change its investment policy by allov,.ing it to invest in 

equity securities. The sponsor of the fund is its investment adviser/manager, The 

First Galleon Fund Management Corp. (TFGFMC). TFGFMC is a subsidiary of GT 

Corp., a family owned holding company with business interests in stockbrokerage, 

customs brokerage, food processing, and travel. 

Filipino Fund, Inc. (FFI), the only operating closed-end fund in the country, was 

incorporated on ~lay 9, 1991 with an authorized capital of ~0 million. The 

incorporators of the fund were companies affiliated with the Ayala group of 

companies like Insular Life and Ayala Life, and the retirement funds of big 

corporations like Bank of the Philippine Islands (BPI), Ayala Corporation, Pilipinas 

Shell, Philippine Airlines, Del Monte, Insular Life, and Filipinas Life. On August 

26, 1994, the SEC approved the increase in its authorized capital to P850 million. 

The following year, FFI had an IPO and had its shares listed in the Philippine Stock 

Exchange. Its investment adviser/manager, BPI Investment Management, Inc. 

(BIMI) is a 100% owned subsidiary of the Bank of the Philippine Islands, the oldest 

commercial bank in the Philippines. 

The Philippine American Life Insurance Co. (Philamlife), the biggest and one of 

the oldest insurance companies in the Philippines, decided to go into the mutual 

funds business by entering into a joint venture with the Private Development 

Corporation of the Philippines (PDCP), the investment adviser/manager of Trinity 

Shares, Inc. (TSI). TSI was renamed Philam Fund , Inc. and was re-launched in 

August 1993. In 1995, Philamlife and AIG Management Services bough• out PDCP 

and renamed the management company Philam Fund Management, Inc. It later 

changed its name to Philam Asset Management, Inc. (PA1v1I) and launched two more 

funds - Philam Bond Fund in 1997 and Philam Strategic Growth Fund in 1998. 

In 1994, two of the top local stockbrokerage firms, Citisecurities, Inc. and Wealth 

Securities, Inc. formed their own funds, Citisec Growth & Income Fund, Inc. (CGIF) 

and Philequity Fund, Inc., respectively. Citisec Management, Inc., the invesrment 

adviser/manager of CGIF, is owned by the same individuals who own Citisecurities. 

United Fund, Inc. was actually incorporated ahead of Citisec Growth & Income 

Fund and Philequicy Fund (in 1993) but began commercial operations only in 1995. 

Its incorporators were the United Coconut Planters Life Assurance Corporation 

(Cocolife) and the retirement funds of affiliated companies. The investment 
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adviser/manager of United Fund is the Trust Banking Division of United Coconut 

Planters Bank (UCPB), an affiliate of Cocolife. 

The Mutual Fund Company of the Philippines, Inc. was the first government

sponsored fund. It's management company, The Mutual Fund Management 

Company of the Philippines, Inc., (MFMCP) is a joint venture of the Philippine 

National Bank (then a government-owned bank but is now being privatized), 

Clemente Fund Management (Asia) Ltd., Daiwa Asset Management, Inc. and 

National Investment Trust Company of Taiwan. With their clout and political 

connections, MFMCP was able to convince retirement funds of some of the biggest 

companies in the Philippines (San l\!Iiguel Corporation, l'vrER.ALCO, PLDT, P:N'"B and 

AFP RSBS) to put up the seed capital for the fund, which they called Kabuhayan 

Fund and launched in April1996. 

Abacus Growth Fund, Inc. (AGFI) was incorporated on August 30, 1996 and was 

launched on November 14, 1997. Its sponsor, First Abacus Financial Holdings, Inc., 

is a diversified financial holding company listed in the Philippine Stock Exchange. 

It's subsidiaries are Abacus Securities Corporation (the top local stockbrokerage firm 

in 1997), Abacus Capital and Investment Corp. (an investment house), First Abacus 

Investment Management, Inc. (the investment adviser/manager and principal 

distributor of AGFI), and Vista Holdings Corp (real estate firm). 

The GSIS Mutual Fund, Inc. is the other government-sponsored fund and is the 

fund with the biggest paid-up capital ~750 million). The Government Security 

Insurance System is the proponent of the fund. It also linked up with Clemente Asia 

(Philippines), Inc. to form the management company, The Worldwide Investment 

Management Company of the Philippines, Inc. (WINVEST). The fund, which they 

called Kinabukasan Fund was launched in June 1998 and was allowed by the SEC 

to accept lower initial investment amounts ~1.000) to GSIS members. 

Another fund that began operations in 1998 was the ECC Growth and Income, 

Inc. Both the fund and the investment adviser/manager (ECC Asset Management, 

Inc.) are owned by ECC Capital Corporation, a local investment house with links to 

the Funds for Assistance to Private Education (FAPE). 

All Asia Fi.."'{ed Income Fund, Inc. and All Asia Fund, Inc. began operations in 

January 1998 and January 1999, respectively. Their sponsor, All Asia Capital and 

Trust Co., is an investment house and one of the most diversified financial services 

company in the country \vith subsidiaries and affiliates in the following industries: 

stockbrokerage (All Asia Securities) , insurance (All Asia Life), pre-need (All Asia 

Plans), and asset management (All Asia Asset Management). 

The most recent entrant to the industry is Ayala Life Fi.xed Income Fund, Inc. 

(ALFl\11), the second fund of the Ayala group of companies (the other fund is Filipino 

Fund). The investment adviser of ALFM is the Asset :Yianagement and Trust 

Group of the Bank of the Philippine Islands. 
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KNOW ALL MEN BY THESE PRESENTS: 

7his Memon~ndum of Agreement exec:;!ed this _:~ day c' 
:'£SPJJI,l(! i 999 at Manila, Fhiiippines, by and be~Neen: 

6ANGKO SENTRAL. NG Pll.IPINAS, a govemmen: corporation duly organize<: 
and existing under ar.d by vir.ue ot R. A No. 70~3. the New Central Bank Ac:, witt: 
~rincipal of;lce at Mabini Street, Metro Manila and hereinafter refened :0 as :te "BSF" 

and-

SECURITIES ANC EXCHANGE COMMISSION, a government enlir1 duly 
or;;anized and e~isting under and by virtue cf Ccmmonwear.h .A.ct Nc. 63 :sec-.uities 
Act) 3s amended, w~h prinCipal office at SEC BUilding, EDSA, Greenhnls, Mar.<!aiuycng 
City, Metro Manila, :;nd hereinafter r~tQfrQd 10 ;s tt:~ "SEC". 

WITNESSETH: That 

WHEREAS, the SEC, under P.O. No. 902-A as amended, exerc~ abscl-.-t.. 
jurisdiction, supervision and control over all corporations, partnan;hips and assoCiations 

as well ,;s si2CUrftles broker;; and dealers. 

WHE~EAS, the asP, •Jr.der ::<A No. 7653, admirtis:ers the mcnatuy, banking 
~nd ctedtt system of the Philip pin~ end exercises supervisory ar:ci reg~tory aut!le~; 

over ail b.ani<S anc! aU financial institutions with quasi-banKing functions 'nciuding the;~f---------._ 

subsidiaries and affiliates engaged in allied activities. 

WHEREAS, under Section 130 of R.A. No. 7653. it is prc"lided tr.at the SSP . 
shaD, within e period of five (5) years fro!" the e!fectivit'J of this :1!1'1' (July 3. 1993). 

phase out Its· regulatory powers ever ffnance compani!!'l wi!.~o~'i quasi-banking ~-
functions (NonBank Financial Institutions) and ~tr.er institt;tlo~.s ~rmio~ simUsr \ 
functions as provided In existing laws, the s;me :o be assumed by :r.e SEC. -~ 

WHEREAS, BSP ... s regulatory authori~J over Ncn-bank FinanC:ai lnstituticns 

(N6Fis) consls:s of t.~e following: 1 I 

y 1. R~ulato.y actions as provided under the BSP Mar.,;al c;f Regulatiorcs 
for BanKs ar:d 01her Financial Intermediaries, Beck iV-N 

2. Ustfng of NBFis for BSP databar.k 

3. AC:ion on SEC endorsements ralative !:c these NBFis 

4. Conduc:t of s~ecial ex.amlnat!ons. if circu!TI$Iar.ce~ warrant s.c. 
verificatio~ ofccr.;p!aints, borrcwir.gs cfN:!Fi bm the ;;:!blic -
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5. C:Jiiatic~ cf data culled from repc:is 

6. Monitorin:; of oo1row!ng JQvsls of NBF!s as indicators fer unauthorized quasi

banking cperailons 

WHEREAS, 6SP $hall continue to regulate and supervi3e banking inetiMions 
and quasi oenks incl~lding their subsidi!lrtes and eftiliates engaged in allied activities 
and ihe fol!owing lr.atftutions: 

a. Non-bank f:nancial institutions (NBFis) authorized to engage in quasi

bankin!.J function cr in trust or other flduciary business/investment m9nasement 
operations; 

b. Pawnshops; 

c. Swilding ard loan associations; 

d. Ttust ccrr:panies: 

a. Non-stock savings and !"an associations; acct 

r. Other institutions, including government financia! institutions and banksiquasi
banks' subl!idi,.riesla:ffiKates engage<! in allied activitie5, required by law to b<~: 

under the supervieion of SSP. 

WHEREAS, SEC shall also continue to have superviSIOn over investment 
houses and financing companies regardless of wnettter the$8 Rnancial lnstftutiens ha 
quasi-banking functions or nc(: Securitie~ related activiiie~ to b:: re~ulated by ihe SEC; ' 

' 
NOW THEREFORE, fur ~nd in con$1deratlon of tne roregolng premises: the 

parties agree as follows: 

f. That the regulatory powe"" ci BSP snumerated in the 4th 'Whereas• clau:se 
over N BFis and oth&r lnsVtutions performing similar ftm•::tions as provided by 
exl~:tlng laws shall bG deemed transferred to SEC :mmedi:at~>ly upon signing of 

this Memorandum of Agreement and, subject tc exisling appli~able Jaws, e.g., 
Section 4 of Republic Act No. 337, as amenced. SSP shall cease to e>xereise 
said cowers; 

2. That the SSP shall iniorm the NBFI~ concerned that the latter snail 
I 

henc<:furth submit their reports to SEC; 
./} 

3. "T:1at NSFis suspected to be engaged :n bankh1g, qu3sl-banking, tr:Jst ar.dlor 
Investment management functions sr.all be referred b:t SEC to :he BSP 'or 

examination. The SEC shall furnish the BSP With the late:;t financial statemems 
and such other data that may be needed in lh., e•arninatior... The SSP 3hell 
inform the SEC of its examrnation flndingo and tM Moretary Soard action 

thereon. 

;:.I 

~ .... 

!JP 
( , .. , .. ""\ 
,.~IJ(1flf.J'I~; 

.... ~. 
(~-....... 1 
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On the other hand. BSP shall inform the SEC of vic:at:ons !::y 

banks and other nnan::ial institulior$ $!ill ur.d.:c the . ur.se!ctio" of asP of 

the Revi~ Securities A.ct 

4. That en an annual basis. the SEC shall fumish tt:e eSP with 

Consolicat<:d Statement of Condition and lnccma Statement for tf:e 

individual industries. ie. Securities Brokor~iOealers, Ler:ding lr.vestcr5 . 

. "inancing Companies, Investment Houses. Investment Compenies. ar.d 

Government Non-Sar.k Financial l~stlMlcml. 

IN WITNESS WHEREOF, the parties have hereunto e~eC\lte<l this Agre.;ment or. 

tf:e daie and place fir,; I above wri~en . 

IM.NGKO ~'l!NTRAL NG 
I'IT,Il'INAS 

By: 

~·N 

SECGRrrll;s ,'\.-.'D 
I:XdiANGE COM.'iliSSIU'i 

By: 

f 1 IJ...A - \_ . 

~R- !.\SAY, JR.. 
ClinirUllla.o 

'·· fi / 
··'. /'(j,V 

SiGNED IN T'rlE P~ESENCE 0" 

d 
.. J 

1., • ~- • Jo._ I ;__.t,'L~-

---'---
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ACKNOWLEDGMENT 

Republic of the Philippines) 
City of M~r.ila ) S.S. 

Befr.r<~ Me, a Notary P~blic, for and in the City of Ma~ila, Philippines, this 
___ day o1 , 1998, perscnally appeared: 

Gabriel C. Slngsan 
Governor 
Bangka Sentral ng Pilipinas 

Perfecto R. Yu:.y, Jr. 
Chairman 

Community Tax 
Certificate No. 

Securities & Exhange Commi~cion 

l)ate/Piace 
of lseuanr& 

--···-----

known to rna and to me known tO be the same J:<II'$Ons who exeoutsd tile foregoing 
M91'Tlorandum of Agreement and who acknowledged to me that the same is their 
voluntary act and deed and th:a! of ~ie institutions they respectively represent 

' 
Thi3 instrument consists of ( ) pages, including the page on wliich tl1is 

acknowledgment is written and signed by tn• pQrtles Qr.d their wrtne~ses on a~ch and 
every page therecf. · 

Wrtness my hand and notarial seal on the date and place abovementioned. 

Doc. No. 
Page ~o. 
Sook No. 
Series cf 
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G Sun Life 
of Canada 

May 17, 1999, 

Lew Mendelson, Esq. 
Agile 
Suite 105, Ground Floor 
45 Eisenhower Street, Greenhills 
San Juan, Metro Manila 

Mr. Mendelson, 

11!_ P~ de Roxas. Legaspi ViHage 
MaK.1tr, .\1erro .\.tanlia 

TeL: 318-69~6. S~9-5C0! 
fox: 31<.?-:;;s::::; 

Thank you for including me on the distribution list of the draft of your positioning paper 

relating to the capital markets and the mutual fund Industry in the Philippines. I have read 

the document with interest, and would like commend you on its judicious contents. 

In light of this document, I was wondering if it would be appropriate at this juncture, to 

raise the issue of mutual funds comprising essentially foreign securities, as the viability 

of this product, in the Philippines, is severely compromised. This in turn may, and will, 

negatively impact any attempt made to strengthen the mutual fund industry, and by 

"ricochet", impact the growth of local capital markets, which will result from a healthy 

mutual fund industry. 

Let me explain. We have found that for a mutual fund operation to be profitable, a basic 

critical mass of capital under management is required, and this critical mass is in excess 

of the size of the whole Philippine industry, as it stands today. However if this mass was 

to be achieved, it simply could not be invested in local securities' markets alone, as these 

are simply too thin to support such volumes. Therefore, other outlets are required, and 

hence the creation of foreign funds needs to be aided. 

We believe that should this not take place, you will soon realize that potential mutual 

fund sponsors, whether local or foreign, will not see the Philippine's market, as a viable 

one for their operations. This wiil deprive the market from the product legitimization that 

results from the entrance of important "players" with credible names, well-established 

images, and large advertising and promotional budgets. 

As well, Philippine investors are probably investing their money in offshore funds, 

managed by well-known foreign mutual fund companies, with offices elsewhere in Asia_ 

In other words, this money is probably leaving your capital markets anyway, therefore it 

might be desirable to see those assets profit mutual fund operations registered in the 

Philippines. Such profits will then be taxable here, and hence benefit the economy. 
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There are several factors which come into play in the Philippines, which severely 

compromise the viability of such "Foreign" funds, and I will mention four that come to 

mind. 

First, capital gains realized in such funds are taxable in the fund at the rate of32% (Jan 

1, 2000), which is not the case for mutual funds comprising domestic securities. The 

impact of such tax liabilities, on fund performance, would render the product 

"unmarketable", unless a "Buy and Hold" strategy was adopted, but this only defers the 

problem to a later date. 

Secondly, as a means to enhance the performance of such funds, and attempt to offset a 

portion of the tax liability mentioned above, it would be desirable for Asset Management 

Companies to mandate a sub-advisor with known expertise in foreign markets, to handle 

the day-to-day portfolio management of these funds. However, the Investment Company 

Act, with its definition of"Investment Advisor'' requires any foreign sub-advisor to 

register as an investment advisor in the Philippines, and we are told, they may also have 

to register as "businesses" in this country as well. These requirements do not exist in 

Canada, or the U.S, and just add to the hindrance of trying to launch such funds. It seems 

that if the Asset Management Company has to register as the "formal" portfolio manager, 

it may be a duplication of effort to also require the registration of a "sub-advisor". 

A third problem, is that an Asset Management Company in the Philippines, would not 

launch foreign funds without also launching domestic funds. However it appears that an 

Asset Management Company in the Philippines can only manage one fund. To manage 

several funds, the approval of the Monetary Board of the Banko Sentral ng Pilipinas, is 

required, and this approval needs to be secured before the articles of incorporation and 

by-laws of the funds, are filed with the Philippine Securities and Exchange Commission. 

As yet we are not sure why this duplication of "approval" is required. There does not 

seem to be any "formal" legal requirement for this, other that an internal opinion which 

has been issued by the Office of the General Counsel and Legal Services of the BSP, last 

April 5, addressed to the Department of Thrift Banks and Non-Financial Institutions of 

the same agency. Nor do we know what will be required to obtain this approval, and what 

duplication, if any, of reporting and fees will result from this step. 

In Canada, the U.S. and the United Kingdom, just to name these countries, Asset 

Management Companies each manage a multitude of distinct funds, whether close-ended 

or open-ended, or both. Also such financial instruments come under the jurisdiction of 

"one" government agency. 

A last point is that the playing field in this country needs to be leveled. Common Trust 

Funds can, and do offer US dollar denominated foreign funds, and the insurance 
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commission (in it's circular no 9-97) also allowed foreign currency denominated 
investments, in issues of foreign corporations, and foreign governments. Hence it may be 
appropriate at this time, to recognize the importance of"Foreign" funds in the Philippine 
mutual fund equation, going forward . 

In parting, I think it might be timely to raise these issues, as simplifying the creation of 
"Foreign" funds, may mean the difference between your seeing the mutual fund industry 
remain in it's infancy, as it is, or seeing it grow to thriving levels achieved in other 
countries or even in other areas of the local financial services industry. 

Best regards . 

/0.~Z~~<;~_,--
Andre-Jacques Belanger 
Director, International Investment Products 
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MA YNILA. PILIPINAS 

Su'PER VISION At'-l'D E.~.MINATION SECTOR 

Supervisory Reports and Studies Office 

23 April 1999 

Mr. Lewis]. Mendelson 
Capital Market Consultant, AGILE 
c/o Atty. Eleanor B. Rivera 
Suite 105, Ground Floor 
Le Gran Condominium 
45 Eisenhower St., 
Greenhills, SanJuan, 
Metro Manila 

Dear Mr. Mendelson: 

As requested in your letter of 19 March 1999, received by this Office on 12 April 

1999, following are our comments on the Circulation Draft Report, "A Strategic Vtsion: 

Strengthening Philippine Mutual Funds and Improving the Public's Perception of 

Them": 

I. 

2. 

We support the move to strengthen the Investment Company Association of the 

Philippine (I CAP) through its adoption of a comprehensive strategic plan. 

We believe that a stronger !CAP could educate the public about what inveStment 

companies are and how investors and savers could benefit by investing in mutual 

funds. We also believe that the success of the mutual fund industry would depend 

on how well the public can be convinced about its merits and not on how well the 

demerits of its competing product is brought to the attention of the public. 

We also suggest the proposal to subject the pre-need industry into stricter 

regulations for better protection of the investors, particularly the following: 

a. 

b. 

c. 

greater transparency into the regulatory structure, including prominent 

disclosure of actuarial assumptions and lapse e.xperience in an offering 

document; 

reduction of the severity of plan holder losses from lapses; 

improvement of procedures for training, testing, licensing and monitoring 

of salesmen to assure industry-wide professional sales practices. 

'· 

ITAGUYOD ANG PHILIPPINES 2000 MAG-IMPOK SA BANGKO 

163 



3. 

~ ------~-----~~-----~~~~----------------

It may be true that pre-need plans and mutual funds are similar and that they 
may be marketed to the same investors; that both of them are for long-term 
investors; and that their investment goals are likewise similar, i.e. providing for 
education and retirement. We would like to point out, however, that investors in 
pre-need plans differ from the investors of mutual funds, particularly in the cases 
of health and educational plans. As you have mentioned in the subject 
Circulation Draft Report, investors in the pre-need plans are not the wealthy or 
sophisticated clients, but are more likely, the newly-weds, young professionals, 
teachers and small entrepreneurs and many other first-time investors who 
normally have very little savings. And we would like to add that they are most 
probably looking at pre-need plans as a sort of insurance for the future of their 
dependents at the time they made the decision to invest. Hence, they preferred 
pre-need plans to mutual funds. 

4. Management of common trust funds (CTFs) is a regular business of banks and 
investment houses authorized to perform trust and other fiduciary activities. They 
are therefore permitted to directly solicit investments in their CTFs from the 
public. The Bangko Sentral is not discriminating against mutual funds but merely 
implementing existing laws by permitting banks and investment houses authorized 
to perform trust and other fiduciary activities to solicit investments in their CTFs. 

5. While it may be true that there are differences in the regulatory environment of 
mutual funds and banks' CTFs, such differences do not necessarily favor CTFs 
because existing BSP regulations on CTFs may even be stricter than the SEC's 
regulations governing mutual funds. Among other regulations designed to protect 
the investors, it is required that when the trustee is granted discretionary powers in 
the investment disposition of a trust, the investment of the fund shall be linvted to: 

a. Evidences of indebtedness of the Republic of the Philippines and of the 
Bangko Sentral, and any other evidences of indebtedness or obligations 
the servicing and repayment of which are fully guaranteed by the 
Republic of the Philippines or loans against such government securities; 

b. Loans fully guaranteed by the Republic of the Philippines as to the 
payment of principal and interest; 

c. Loans fully secured by a hold out on, assignment or pledge of deposits 
maintained either with the bank proper or other banks, or of deposit 
substitutes of the bank or investment house proper, or mortgage and 
chattel mortgage bonds issued by the trustee or fiduciary; and 

d. Loans fully secured by real estate or chattels in accordance with Section 78 
of R.A. No. 337, as amended, and subject to the requirements of Sections 
75, 76 and 77 ofR.A. No. 337, as amended. 
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A trustee or fiduciary is also prohibited from undertaking any of the following 

transactions for the account of a client under Subsec. X409.3 of the Manual of 

Regulations, unless prior to its execution, such transaction has been fully disclosed 

and specifically authorized in writing by the client, beneficiary, other party in 

interest, court of competent jurisdiction, or other competent authority: 

a. Lend, sell, transfer or assign money or property to any of the departments, 

directors, officers, stockholders, or employees of the trustee or fiduciary, or 

relatives within the first degree of consanguinity or affinity, or the related 

interest of such directors, officers and stockholders; or to any corporation 

where the trustee or fiduciary owns at least fifty percent (50%) of the 

subscribed capital or voting stock in its own right and nor as trustee nor in 

a representative capacity; 

b. Purchase or acquire property or debt instruments from any of the 

departments, directors, officers, stoc.lffiolders, or employees of the trustee 

or fiduciary or relatives within the first degree of consanguinity or affinity, 

or the related interest of such directors, officers and stockholders; or from 

any corporation where the trustee or fiduciary owns at least fifty percent 

(50%) of the subscribed capital or voting stock in its own right and not as 

trustee nor in a representative capacity; 

c. Invest in equities of, or in securities underwritten by, the trustee or 

fiduciary or a corporation in which the trustee or fiduciary 0\•ns at least 

fifty percent (50%) of the subscribed capital or voting stock in its own right 

and not as trustee nor in a representative capacity; and 

d. Sell, transfer, assign or lend money or property from one mist or fiduciary 

account to another trust or fiduciary account e.xcept where the investment 

is in any of those enumerated in items "a" to "d" above. 

Directors, officers, stockholders or their relatives or related interests 

(DOSRI) covered by this Subsection shall be those considered as such under 

e.xisting regulations on loans to DOSRI of banks and investment houses. The 

procedural and reportorial requirements in said regulations shall also apply. 

The disclosure required under this Subsection shall consist of the following 

minimum information: 

165 



6. 

1) 
2) 

3) 
4) 

The transactions to be entered into; 
Identities of the parties involved in the transactions and their 
relationships (shall not apply to item "d" of this Subsection); 
Amount involved; and 
Collateral security(ies), if any, 

which shall be made known to clients in a separate instrument or in the very instrument creating the trust or fiduciary relationship. 

The solvency and liquidity of individual banks are admittedly the primary concern of the BSP in order to ensure the protection of the depositors and other creditors. However, when it comes to their trust business, BSP's regulations are designed for the protection of the trustors. In addition to the regulations mentioned in item 5 above which are designed for the protection of the trustors, existing BSP regulations also requires the creation of a trust committee and the appointment of a trust officer and subordinate officers of the trust department. 

7. We would also like to take exception to the following statements on page 40 of the subject Circulation Draft: 

"Banks had no or inadequate capital to back their CTF operations. They also lacked supervision from regulating agencies. Investment guidelines and restrictions were overlooked. Fee and commission controls were inadequate. Investors were entitled to very few rights and transactions were not fully disclosed to them by their custodian banks. For almost a decade of rapid growth, the industry lacked clear rules on licensing, capitalization and nationality requirements for enterprising compani;-;." 

a. The existing BSP Rules and Regulations on Trust, Other Fiduciary Business and Investment Management have adequate provisions regarding licensing of banks applying for authority to engage in trust and fiduciary business. 

b. Banks cannot be considered to have no adequate capital to back their CTF operations because substantial amount of capital is required before they can be issued trust license. For thrift banks the minimum capital required is P400 million, while for commercial banks and expanded commercial banks, the capital required is P2.8 billion and P5.4 billion, respectively. 

c. The trust operations of banks just like their regular banking operations are subject to examination by the BSP at least once every twelve months. 

d. Item 5 above also belies the claim that transactions were not fully disclosed to investors in CTF accounts. 
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We therefore hold the view that differences in the regulatory environment are not 
the main cause why the mutual fund industry remains very small as compared to pre
need plans and common trust funds. We believe that the real reason for the industries' 
very slow development could be attributed to the following: 

a. 
b . 

The industry itself failed to make its product acceptable to the public; 
The small investors' preference to relatively safe investments like CTFs 
over speculative ones like stocks and mutual funds. 

Thank you for giving us the opportunity to express our views on the subject 
Circulation Draft. 

cc: The Governor 
The Deputy Governor 

c:other sulacmendehon 
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• 

~rr>{i~o· · ·) 
Managing Director, SE II 

& Officer-in-Charge, SRSO 
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Presentation by Mr. Hitoshi Tonomura 

Chairman of Investment Trust Association of Japan 

Ar 

ASIA-OCEANIA CONFERENCE 

Good morning ladies and gentlemen. 

My name is Hitoshi Tonomura and I am the Chairman of The Investment Trust 

Association, Japan . 

First, I would like to highlight the general developments relating to investment trusts in 

Japan, which are covered in the Country Report already distributed to you . 

The total net assets of investment trusts have failed to grow due to the decline of the 

Japanese stock market over recent years and the extraordinarily low interest rates in Japan. 

Looking at the past three years, after a sharp decline in 1997, there was a minor recovery 

in 1998 to 42.739 trillion yen at the year-end. In terms of fund categories, MMF (Money 

Management Funds) have risen gradually in weight to reach one-third of total assets. 

Turning to investments placed in international funds, investments in overseas securities 

have increased in pursuit of higher returns, as Japanese equities have declined while 

government bond yields have remained depressed. The weight of foreign currency

denominated assets increased by 6.3 percentage points, from 5.9% at the end of 1996 to 

12.2% at the end of 1998. A breakdown of assets as of the end of 1998 gives a figure of 

3.8319 trillion yen for government and corporate bonds, 1.0634 trillion for equities and 

333.3 billion yen for commercial paper and others. Please refer later to the hand out for 

the breakdown by country. 

Now let me focus on the Financial Reforms that came into effect on December 1, 1998. In 

particular, I will explain the measures being taken by the Investment Trust Association to 

meet the challenges of what has been dubbed the "Japanese Big Bang." 

I would like to begin by explaining some of the background to the Financial reforms in 

Japan: 
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They are intended to make the Japanese Financial system more flexible and fairer, the aim 

is to promote competition and to establish the necessary cc>nditions for such 

developments. In other words, the major purpose of these reforms is to provide a more 

reliable framework, which offers easier access for existing and potential users of the 

Japanese financial system. The reforms are characterized by the three key concepts of 

"Global", "Free", and "Fair". 

Investment trusts are a priority within this reform program. The intention is to increase 

the convenience, clarity, and reliability of these products so that everyone in Japan is 

encouraged to gain an understanding of the importance of savings and investments. This 

is doubly relevant now, given Japan's demographic environment of a falling birth rate and 

an aging population. It is also important to foster the recognition that investment trusts are 

core products within an efficient investment portfolio of personal financial assets. 

I will now highlight some of the legal reforms. 

First of all, it has recently become possible to increase the variety of investment trust 

products and to launch corporate-type investment trusts together with privately placed 

investment trusts. 

Secondly, investment trusts can now be marketed through banks and insurance 

companies; whereas before, securities firms and investment trust management companies 

were the only authorized outlets. At the end of March this year, the outstanding value of 

investment trusts sold through the newly authorized financial institutions amounted to 

590 billion yen, or 1.4% of the total, and this figure is expected to rise gradually. 

Furthermore, the processing of investment trusts (or funds) by the authorities has been 

changed, from a licensing system to one of registration filing, while disclosure 

requirements have been enriched and strengthened. Also, funds are now required to have 

their financial statements audited by certified public accountants, which I expect will 

result in greater clarity and reliability. 

I would now like to outline how the Investment Trust Association is tackling these issues 
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and how it expects to progress in the future. 

The Association aims to promote investment trusts as an essential part of investors· asset 
management plans, by raising the confidence of individuals in these products. To attain 
that goal, first we need to implement the new systems smoothly. The Association plans to 
constantly monitor and carefully assess whether the new systems are truly working in the 
best interests of the investors and beneficiaries. It will also change any internal rules that 
need to be updated or improved . 

Secondly, we must pave the way for making full use of the reformed system. 
One of our Association's most important missions is to promote greater public awareness 
of investment trusts among individual investors and to properly distribute information 
about investment trusts. To achieve this, we have to consider the issue of school 
education. We would like to see our children, who will be investors of the future, gaining 
a thorough understanding of investment trusts as part of their school education. For the 
past three years, we have been asking related government offices to introduce the subject 
of securities investment into "I" j hiil junior-high and high school education programs. 
In addition, we have launched new public relations initiatives, including an Internet 
homepage to promote basic understanding and statistics concerning investment trusts, 
and to disclose the funds' performance figures. 

The Association is also promoting effective performance evaluation. To enhance the 
broad recognition of investment trusts amongst investors, we have since April 1997 
provided private! y managed performance evaluation firms with basic fund data. Using 
such data they are able to rank the performance of these funds, apply star ratings, and 
provide information through monthly publications or by electronic distribution. We are 
encouraging the healthy growth of these performance evaluation firms, so that they may 
win the confidence of investors and become firmly established. 

Furthermore, there has been much discussion about the introducti-:>n of defined 
contribution type pension plans in Japan. If all goes smoothly, the reform bill is expected 
to go through next year. If the system is introduced in Japan, we have high expectations 
that investment trusts are sure to become the core investment vehicles. 
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Meanwhile, it is already decided that the taxation of open type investment trusts will be 

changed next year. This adjustment will ensure a fairer tax treatment, as investors will be 

taxed on the basis of actual gains or losses realized through the individual treatment of 

purchase prices and sales prices. 

Finally, I would like to conclude my comments on an encouraging note. While these 

reforms to the investment trust system will undoubtedly create a more competitive 

environment, I believe strongly that the market for investment trust products in Japan will 

grow, to the ultimate benefit of all those involved. 

Thank you very much for your attention. 
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Country Report(Japan) 

A. Statistical Situation 

Total net assets of stock investment trusts. bond investment trusts, and the 

Money Management Fund (MMF) are listed below . 

(in billion) 

Year end 1996 1997 1998 

Stock Investment Trusts ¥12,780 ¥9,986 ¥11.496 

(US$110) (US$86) (US$99) 

' I I 

i Bond Investment Trusts ¥21.669 f ¥19,100 ¥16,964 

(US$187) I (US$165) (US$146) 

I 

MMF ¥14.219 I 
' 

¥11,563 ¥14.279 

(US$122) 
I (US$99) (US$123) ' 

I 

Total ¥48,6681 ¥40,649 ¥42.739 
I 

(US$420) I (US$351) (US$369) I 

(Note)Exchange Rate:1US$=¥115.70 (98/12) 

B . Trends Concerning International Investment by Investment Funds 

Total investments by Japanese investment trusts in foreign currency-denominated 

assets increased from ¥2,888 billion (US$24.9 billion)at the end of 1996 to 

¥5,228 (US$45.1billion) at the end of 1998, an increase of 81.0%. The ratio of 

foreign currency-denominated assets to total net assets of investment trusts 

also incereased fro~ 5.9% at the end of 1996 to 12.2% at the end of 1998. Of 

¥5,228 billion (US$45.1billion) foreign currency-denominated assets at the end 
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of 1998, foreign bonds amounted to ¥3,831 billion (US$¥33.1 billion, 73.3%) , 
foreign stocks ¥1,063 billion (US$9.1 billion, 20.3%) and other asstes such as 
CP and CD ¥333 billion (US$2.8 billion, 6.4%). 

Foreign stocks of 39 different countries and foreign bonds of 23 different 
countries were held at the end of 1998 by Japanese investment.trusts. ]he top 
five countries of foreign stocks held by Japanese investment trusts are·u.s.A. 
¥346 billion (US$2,990 million), U.K.¥132 billion(US$1,140 million), Hong Kong 
¥76 billion (US$656 million), Germany ¥69 billion (US$596 million) and France 
¥69 billion(US$596 million). On the other hand, top five countries of foreign 
bonds are U.S.A. ¥2,120 billion (US$18 billion), Germany ¥567 billion (US$4,900 
million), U.K. ¥330 billion (US$2,852 million) Denmark ¥114 billion (US$985 
million) and France ¥113 billion (US$976 million). 

C _ Legal Developments 

The amended Securities Investment Trust Law and the amended Securities and 
Exchange Law became effective in December 1998, and following drastic reform of 
investment trusts were implemented. 

1. Introducing the corporate type investment trusts (the securities investment 
companies) and privately placed investment trusts. 

2. Permitting financial institutions such as banks and insurance companies to 
distribute investment trusts. 

3. Permitting investment trust management companies to outsource the management 
of the investment trusts to the outside companies. 

4. Changing the licensing system for investment trust management companies into 
the authorization system. 

5. Chanaging the approval system for the trust deed of investment trusts into 
the filing system 
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6. Applying the disclosure requirements under the Securities and Exchange Law 

to investment trusts. 

7. Requiring the financial statement of investment trusts to be audited by 

public accountants or accounting firms. 

D - Future Outlook 

l.Implementing the reform of investment trusts smoothly 

2.Conditioning circumstances in tune with the reform of investment truts 

(l)Promoting the publicity activities for enhancing public awareness on 

investment trusts and the education on investment trusts in schools 

(2)Prevailing the use of performance measurement by investors 

(3)Implementing the valuation of unlisted bonds by market prices 

(4)Making the preparations related to the introduction of the defined 

contribution pension plan 

(5)Changing the taxation system on investment trusts 
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II.Distribution channels of in~estment 

funds in each country 

1.Current situation 

Formerly, only securities companies and investment trust management companies 

(direct marketing) had been permitted to distribute investment trusts in Japan . 

However, as a part of the financial system reform (the so-called Japanese big 

bang), the Securities and Exchange Law was amended in June 1998, and this 

amendment has made it possible for financial institutions such as ~<s and 

insurance companies to distribute investment trusts since December 1998. 

Referring to the share of each distributing channel in terms of total net 

assets at the end of February 1999, securities companies occupied 95.0%, direct 

marketing by investment trust management companies 4.1% and financial 

institutions such as banks and insurance companies 0.9%. Banks are not 

accustomed to sell the risk products such as investment trusts yet. So, the 

sales of investment trusts by banks are unlikely to grow rapidly in the near 

future. 

2.Use of internet in the distribution of funds. 

In Japan, the growing number of investment trust management companies and 

securities companies provided already investors with the information on 

investments on the internet. However, the tradinig of investsment trusts on 

the internet has just begun in recent years. As many as two investment trust 

management companies and eighteen securities companies provide investors with 

the trading service of investment trust on the internet at present. In the 

future, the trading of investment trusts on the internet is expected to 

increase rapidly, if the safety of such a trading would be ensured. 

Following procedure for trading investment trusts on the internet is an example 

of one investment trust management company. 
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A. Preparation 

Q)Opening·the account for tradings at the investment trust management company 

GDRegistering the investor's personal information and the secret identity 
number through the internet 

GDSending the application for the internet trading to the investment trust 
management company 

B. Procedure for purchasing of investment trusts 

Q)Obtaining the porospectus from the investment trust management company by 
request 

GDinputting the purchase amount of the funds on the internet 

GDinputting the payment method (As the payment method, the remittances from 
banks and post offices, the appropriations by redeeming MMF or Medium-Term 
Government Securities Fund and so on are acceptable) 

GDConfirming the content of input 

GVRemitting the purchase amount from banks and post office (If the MMF and 
Medium-Term Government Securities Fund are chosen as the payment method, they 
are automatically redeemed for appropriating to the purchase of funds.) 

3. Problems of investor protection arising from the diversification of 
distribution channels 

As mentioned already, banks have been permitted since December 1998 to 
distribute investment trusts. In this case, in order to prevent the 
misunderstanding of investors, banks are required to explain fully the· 
following points: 
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<D Investment trusts are not the bank deposits. 

~Invsetment trusts are not covered by the bank deposit insuarance . 

... 
@Principal investments are not guaranteed . .. 

... 

ioo 

... 
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III.Cross-border cooperation on 
controls of intermediaries 

In a case of obtaining the authorizations of investment trust management 
companies in Japan, foreign companies are equally treated with domestic 
companies, and the reqUirements for their entry into the investment trust 
business have been substantially relaxed already. For example, the licensing 
system for investment trust managemnt companies was changed into the 
authorization system in December 1998. In addition, when foreign companies set 
up the subsidiary company in Japan in order to enter the investment trust 
management business, there is no restriction on their capital contribution to 
that subsidiary company. Further, foreign company can enter the Japanese 
investment trust mangement business not only in the form of subsidiary company 
but also in the form of branch. Consequently, among 64 investment trust 
management companies at the end of March 1999, foreign affiliated investment 
trust management companies numbered 31 (48%). 

In order to make it easy for investment trust management companies to develop 
their business in overseas markets, foreign countries should be equally treated 
with domestic companies according to the principle of indiscrimination between 
domestic and foreign parties. In addition, each country should make efforts to 
relax the strict requirements for the authorization of investment trust 
management companies which impede the new entry into the investment trust 
business. 
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IV.Permitted structures and types of 

in~estment funds in each country 

1.What structures of investment funds are permitted? 

Formerly, only the contractual type investment trusts had been permitted in 

Japan as the structure of investment trusts. However. as a result of the 

•• financial system reform, the Securities Investment Trust Law was amended in 

June 1998, and this amendment made it possible to establish the corporate type 

•• investmet trusts (securities investment companies) since December 1998. Both 

contractual type investment trusts and corporate type investment trusts may 

choose either the "open end type" or the "closed end type", respectively. 

Therefore, investment trusts in Japan can take any form of structure. However, 

•• the corporate type investment trusts have not been established at the end of 

March 1999 yet. 

2.Are privately placed funds. fund of funds and funds denominated in foreign 

currency permitted to be established? 

iiOI As a result of the financial system reform, privately placed investment trusts· 

and domestic investment trusts denominated in foreign currency have been 

permitted in Japan since December 1998. The privately placed investment trusts 

are aimed at a small number of investors (between 2 and 49) or the 

institutional investors, and they can be tailored according to the concrete 

investment objectives of such investors. There were already three privately 

placed investment trusts at the end of February 1999 and their total net assets 

amounted to ¥21.3 billion. 

ai On the contrary, the establishment of a fund of funds is currently not 

possible, because the self-regulatory rules of the Investment Trusts 

ai 

ill 

Association stipulate that the holding of any investment trust managed by other 

investment trust management companies may not exceed 5% of a fund's total net 

assets. The Association has been now making the rules necessary for 

introducing a fund of funds. 
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3.What roles can play investment fund associations in introducing new 

structures and types of investment funds? 

In order to enable investment trust management companies to establish new 

structures and types of investment trusts in response to various needs of 

investors, the Association has actively appealed to the competent authorities 

for the introduction of new products and has achieved the excellent results so 

far. For example, the Association played an important role in the recent 

introduction of the corpotate type investment trusts and the privately placed 

investment trusts. 
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V_Selling and marketing offshore funds 

1.What are the rules and regulations in the respective countries on this? 

In Japan. offshore funds had been permitted to offer their shares since 

December 1972, though the Business Guidelines of the Ministry of Finance had 

imposed followiong restrictions on the domestic sales of offshore funds. 

(1)0ffshore funds shares must be denominated in a foreign currency, and 

yen-denominated assets held by an or"fshore fund must be less than 50% of a 

fund's total net assets. 

(2)More than 50% of the total net assets of an offshore fund must be invested 

.. in securities equivalent to securities as defined in the Japanese Securities 

and Exchange Law . 

... 
(3)The offering amount of an offshore fund in overseas markets at the time of 

.. its initial public offer must be more than one-sixth of its total offering 

amount. 

.. 

However, as part of the financial system reform, these restrictions were 

abolished in December 1998. 

As a result, following minimum rules and regulations are applied to the sales 

of offshore funds in Japan. 

CDLike domestic investment trusts, offshore funds are positioned in the 

Securities Investment Trust Law. So the domestic sales of offshore funds must 

be subject to these provisions of the Securities Investment Trust Law such as 

the filing with the regulatory authority and the suspension order of sales . 

GDSince the shares of offshore funds are defined as "securities" under the 

._ Securities and Exchange Law, their sales must fulfill the disclosure 

requirements set forth by the Securities and Exchange Law. 
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QPThe domestic sales of offshore funds and other foreign securities must be 

made in accordance with the "Regulations Concerning Transactions in Foreign 

Securities" set forth by the Japan Securities Dealers Associations. Offshore 

funds are permitted to offer their shares to individual investors, only if they 

fulfill the requirements for the selection of offshore funds stipulated in the 

"Regulations Concerning Transactions in Foreign Securities." 

2.Statistics (number and assets at the end of 1998) 

Offshore funds sold in Japan numbered 185 at the end of 1998, and their total 

net assets amounted to ¥2,783 billion or US$24 billion (1US$=¥115.70 at the end 

of 1998). 

Those offshore funds were established in the following countries :128 funds in 

Luxemburg (¥1,880 billion or US$16 billion), 31 funds in Ireland (¥514 billion 

or US$4,442 million), 16 funds in the U.S.A.(¥343 billion or US$2,964 million), 

4 funds in Germany (¥40 billion or US$345 million), 5 funds in France (¥3,986 

million or US$ 34 million) and 1 fund in Canada(¥663 million or US$ 5 million)., 
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VI. Roles of in~estment funds 

association in the region 

l.Role of the respective associations 

The Investment Trusts Association functions as both the self-regulatory 

organization and the national association representing the investment trust 

industry. 

Q)As the self-regulatory function, the board of directors and the standing 

committees of the Association make the self-regulatory rules as the agreements 

of its member companies. These self-regulatory rules regulate the member 

companies in doing their business. In addition, the Association engages in the 

settlement of complaints from investors concerning the business of member 

companies. 

GDAs the national association function, the Association makes the studies and 

researches on investment trusts as well as the policy recommendations. 

Further, the Association promotes the knowledge on investment trusts to 

consumers and urges the Ministry of Education and other parties concerned to 

advance the education on securities and investment trusts in schools. 

2.How each investment fund association is contributing or should contribute to 

the establishment, management and distribution of investment funds? 

One important function of the Association is to create the environment in which 

member companies can exercise their innovative originality without any 

restriction in establishing, managing and distributing investment trusts. As a 

result of the recent financial system reform, corporate type investment trusts 

(securities investment companies) and privately placed investment trusts were 

introduced, and financial institutions such as banks and insurance companies 

were permitted to distribute investment trusts. The Association played the 

important role in introducing them or diversifying the distribution channel by 

working hard upon the regulatory authority. 

The matters related to the establishment and the management of investment 

185 



trusts fall under the sole jurisdiction of our Association, while the matters 

related to their sales fall under the joint jurisdiction of our Association and 

the Japan Securities Dealers Association because the Securities and Exchanage 

Law defines the investment trusts as the securities. 
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VII. Impact of the financial crisis on 

the fund management industry 

Japanese stock market, in terms of the Nikkei 225 Stock Average. once rebound 

to the level of ¥17,264 in March 1998. However, it declined to the level of 

¥12,879 in October 1998 due to the adverse effects of the overseas financial 

crisis such as the Russian crisis in August 1998 in addition to the concerns 

for the economic recession and financial system in Japan. 

Therefore, the Japanese government determined the comprehensive economic 

measures of ¥16 trillion in April 1998 and the urgent economic measures of ¥27 

trillion including the tax cut of ¥9 trillion in November 1998. Further, the 

government made the scheme of ¥60 trillion for stabilizing the financial 

sysytem in Japan. Of ¥60 trillion, ¥17 trillion should be used for protecting 

the bank depositors, ¥18 trillion for reconstructing the failed banks and the 

remaining ¥25 trillion for injecting the capital into the sound banks. These 

measures have gradually taken effect on the stock market, and the Nikkei 225 

Stock Average recovered to the level of ¥16,378 in March this year thanks to 

the purchase of Japanese stocks by foreign investors this year . 

187 



VIII. Reciprocity among fund regulatory 
commissions 

In Japan, foreign funds had been permitted to offer their shares since December 
1972, though the supervisory authority had imposed certain restrictions on the 
domestic sales of foreign funds. However, as a part of the financial system 
reform, these restrictions were abolished in December 1998. 

Unlike in Japan where the domestic sales of foreign funds were already 
liberalized, I suppose that many countries in the Asian region have still 
prohibited or restricted the domestic sales of foreign funds. Therefore, 
before discussing the basic regulations or formal standards to permit the 
marketing of funds in different countries, we should discuss first of all 
whether the domestic sales of foreign funds are really necessary and useful for 
investors or not. 

I believe that each country should reduce the restrictions on the domestic 
sales of foreign funds from following reasons, while considering to take the 
measures necessary for the investor protection. 

GDif these restrictions are reduced, investors are able to purchase foreign· 
funds more freely. As a result, the investor's convenience would be enhanced. 
At the same time, this would give the opportunities to investors to purchase 
foreign funds of their choice. 

~The reductions of these restrictions encourage the international competitions 
between the domestic and the foreign investment trust management companies, and 
such competitions would lead to improve the fund performance. 

QDThe investors in the countries such as Japan, in which the control on foreign 
exchange has been fully liberalized, can receive the profit distributions and 
the money paid at the redemption in foreign currencies from foreign funds, and 
can convert the foreign currencies into their own currencies timely by their 
own judgement on the movement of foreign exchange rate. 
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IX.De~eloprnent of the pension systems 

1.Statistics 

The pension system in Japan consists of public pensions and private pensions. 

Public pensions include the National Pension, the Employees Pension Insurance 

and the Mutual Aid Associations. On the other hand, private pensions include 

corporate pensions and individual pensions. 

Total assets of public pensions amounted to ¥171.2 trillion (the National 

Pension ¥7.8 trillion, the Employees Pension Insurance ¥118.4 trillion. the 

Mutual Aid Associations ¥45.0 trillion) at the end of March 1997, while those 

of private pensions amounted to ¥115.0 trillion,(corporate pensions ¥63.5 

trillion, individual pensions ¥51.5 trillion). The combined total assets 

amounted to ¥286.2 trillion. 

2.Regulatory framework 

.., All pension systems in Japan, regardless of public pensions or private pensions 

are known as the defined benefit plan. However. the aging population with less 

"" 

... 

... 

children and the low return of the pension asset management due to the maturing 

of the Japanese economy have made it very difficult for the defined bo_nefit 

plan to secure financially the retirement life of retirees. So, in addition to 

the existing defined benefit plan, the introduction of the defined contribution 

plan has been intensively discussed in Japan. In January 1999, the Ministry of 

Health and Welfare, the Ministry of Finance, the Ministry of Labor and the 

Ministry of International Trade and Industry begun jointly to consider 

concretely how to introduce the defined contribution plan. They aim to reach 

the conclusion by June 1999 and introduce the bill to the ordinary session of 

Diet beginning in January 2000. If the defined contribution plan would be 

introduced, the efficient asset management and record keeping would be 

required. So, investment trusts which can manage the pension assets most 

efficiently are expected to become its main player . 
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Hong Kong Investment Funds Association 
808 Tak Shing House. 20 Des Voeu~ Road Cemral. Hong Kong 
Tel: (852) 2537 9912 Fax: (852) 2877 8827. 2877 2368 
Website: http://www.hkifa.org.hk E-mail: hkifa@hkifaorg.hk 

REPORT (HONG KONGl 
(1) Report 

(a) Statistical Situation and Trends 

Details on unit trusts and mutual funds authorized by the 
Securities and Futures Commission ("SFC"): 

Type of funds IN umber of funds !Asset size (USS bn) i 
Equity 905 124.841 
Bond 261 ?8.891 
Money market I 1571 12.681 
Diversified I 841 14.271 ' 
,1JPMF I 401 1.031 
!Warrants 8: 0.30; 
!Other SQecialized* 201 1.08: 
[Total 1,4751 183.091 
!Umbrella structures I~~ I 

.).) ' 
!Total number, incl. 
umbrella structure 

1,6081 

* includes: futures and options funds; guaranteed funds and leveraged funds .. 

Note: Source: Securities and Futures Commission - The number of funds 
referred to data as at the end of March 1999, whereas asset size was as at the end 
ofDecember 1998. 

(b) Trends concerning international investment funds 

• Most authorised unit trusts and mutual funds in Hong Kong 
are domiciled in offshore jurisdictions and are invested in 
foreign stocks, bonds or other foreign currency-denominated 
assets. Authorised funds that are invested solely in Hong 
Kong equity or solely in Hong Kong money market 
instruments account for about less than 2% of the industry 
total, both in terms of asset size and number of funds. 

• In 1998, we saw more investors movmg into 
international/balanced funds, bond funds and European 
funds; and in aggregate they took up 45% of the industry's 
gross sales. Investor interest in Asian sectors was lacklustre 
- the various Asian sectors only accounted for 22% of the 
industry's total sales. 
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This was just the reverse of 1997 when Asian sectors in 

aggregate took up over 55% of the industry's gross total, 

whereas international/balanced funds, bond funds and 

European funds accounted for about 25% of the industry's 

total. 

(c) Legal developments 

• SFC: Securities (Disclosure ofinterests) Ordinance 

In 1998, the SFC conducted a public consultation on its 

proposals to revise the disclosure regime of Hong Kong. 

Objectives o[its proposal: 
to bring Hong Kong's disclosure regime in line with 

international standards, to increase market transparency 

and to enhance Hong Kong's competitive position as an 

international financial centre. 

Some of the proposed key changes: 

A:\Oceania\country.doc 

Disclosure threshold: 
* reduce the initial substantial shareholding disclosure 

threshold from 10% to 5%. 

Notification period: 
* shorten the disclosure notification period from 5 

days to 3 business days. 

Investment managers and trust companies: 
* remove the exemption currently made available to 

Hong Kong registered investment managers and trust 

companies under the Securities (Disclosure ofinterests) 

(Exclusions) Regulations. However, the SFC 

recogn1ses that substantial shareholders such as 

professional investment managers, custodians and 

trustees, should be treated differently from 

shareholders who exercise control over interests in 

shares. Accordingly, the SFC proposes that where the 

organisational structure of a corporate group is such that 

the voting and investment powers over interests in 

shares held by such professionals are exercised 

independently, then aggregation of interests held by any 
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such persons with those held by its holding or related 
entities is not required. The SFC suggests that the 
Ordinance be amended to allow "disaggregation" of 
group interests in these situations. 

• SFC: Client Identity Rule Policy 

After much consultation, the SFC published a policy for 
administering the Client Identity Rule, which came into 
effect in November 1998 . 

Objectives o[the Rule: 
- the Rule aims to enhance the market surveillance 

capabilities of the exchanges, as frontline regulators of 
trading on their markets and the SF C. 

Kev requirement o[the Rule: 
the Rule requires a registered person, before executing a 
transaction, to obtain and record details of the ultimate 
beneficiary of the transaction and the person who 
originates instructions in relation to that transaction. 

Highlights of the Policv: 
information will not be requested about subscriptions to, 
redemptions from or switches between collective 
investment schemes; 

- except in unusual market conditions, client identity 
information need only be made available within two 
business days of a request from the regulators; 

- the SFC will not specifY any particular ways for a 
registered person to comply with the Rule. as long as the 
registrant is satisfied on reasonable grounds before a 
transaction that the client identity information \vill be 
made available within two business days of a request. 

(d) Other comments and outlook 

It is expected that the fund management industry in Hong Kong 
will undergo rapid development in the next few years because: 
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• the Asian financial crisis has led more investors to become 

aware of the need for and importance in developing a 

diversified portfolio. Many have started to appreciate that 
unit trusts/mutual funds - which offer access to international 

markets - can have a role to play in their financial planning 
programs. 

• more and more banks, especially the retail banks, are 
committed to distributing funds. This will greatly boost 

the popularity of fund investment because of the large 
distribution network of banks and the fact that the local 

population has a lot of trust and confidence in banks. 

• on a longer term, the implementation of Mandatory Provident 
Fund Scheme ("MPF") will be positive to the industry 

because when MPF begins implementation next year, all 
Hong Kong employees will be investing in some form of 
pooled investment vehicles. This will increase their 

understanding of, and comfort level, with unitised funds and 
can only be positive for the growth of the unit trust industry in 

Hong Kong. 

(2) Distribution channels of authorise~ funds in.f!Q!!g_:Kong 

(a) Distribution channels: 

In Hong Kong, authorised unit trusts and mutual funds are 

distributed through various distribution channels, namely: 

• Direct: fund houses - their investment centres; 

• Intermediaries: private and retail banks, independent 
investment advisers; and 

• Others: accounting firms and insurance companies. 

(b) Trends: 

Banks, especially retail banks, have 
important roles in the last few years. 
of the following reasons: 
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• traditionally, there is a high level of trust and confidence 
among the local population in banks; 

• banks are increasingly looking to add more financial 
products to their product range so as to provide a more 
complete financial package to customer; 

• more depositors are looking for value-added services other 
than pure deposit services; and 

• banks are also increasingly looking to develop more sources 
of fee-based-income. 

(c) Relative importance of the various channels: 

Below is a breakdown showing the relative importance of the 
various channels in the distribution of funds: 

Channels % share (based on $ value of 
gross sales) 

199g_ 199i 
Direct 19% 28% 

Intermediaries: 
Banks: (retail+ private) 48% 41% 
Investment Advisors (!As) 13% 19% 
Breakdown not available 
i(Banks +!As) 7% 5% 

SubtotaZ: 68% 65% ,, 

I 

/Others I 13% 7%! 

I 100% 100%1 . Grand Total 

(d) Use oflntemet in the distribution of funds: 

• At present, there are no fund management companies in 
Hong Kong that accept subscriptions and redemptions on the 
Internet, though some are exploring the feasibility of doing so. 
For some fund houses, switching can be done on the :'\et. 
However, for the vast majority of fund houses which have 
their own sites, the key objective is to provide information. 
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• the SFC published a Guidance Note on Internet Regulation 
on March 31, 1999, to clarify its regulatory approach on 
various Internet activities under the existing legislation. 

As a general principle, the SFC does not seek to regulate 
Internet activities that originate outside Hong Kong, 
provided that such activities are not detrimental to the 
interests of the investing public in Hong Kong. In addition 
to compliance with the registration requirements and 
applicable SFC codes and guidelines, the SFC expects 
registered persons to put in place additional operational 
measures for conducting businesses over the Internet. 

The issue of advertisements or documents on securities, 
investment arrangements and advisory services is subject to 
SFC regulation irrespective of the medium used. The SFC, 
however, will not seek to apply the regulatory requirements 
to activities that are not targeted at people residing in Hong 
Kong. 

(3) Permitted structures and types of investment funds in HK 

• Structures of investment funds permitted: 

In Hong Kong, what is being offered to the general public include 

open-ended unit trusts and mutual funds. Among the open
ended authorized funds, probably about half are mutual funds, 
while the rest are unit trusts. 

These funds can be in umbrella structure, fund of fund structure 
as well as other structures that are permitted under the SFC Code 
on Unit Trusts and Mutual Funds. There are no restrictions 
on the denomination of funds, and in fact the vast majority of 
funds are denominated in US$, yen, pound or Euro. 

Closed-end funds are also available for sale in Hong Kong. 
However, they are primarily catered for institutional investors 
only and are mainly listed. Privately-placed investment funds 

are also allowed in Hong Kong. 

It is not within HKIFA's brief to introduce any new structures or 
types of investment funds. However, HKIF A monitors closely 
the market trend and if there are certain new developments within 

A:\Oceania\country.doc 
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the industry which require guidance or clearance from the 
regulators, the HKJF A will take a lead role to help relay the 
industry's views . 

( 4) Selling and marketing offshore funds 

According to the SFC Code on Unit Trusts and Mutual Funds: 

• offshore funds can be marketed in Hong Kong as long as they 
receive SFC's authorisation; 

• for schemes that are domiciled in recognised jurisdictions, they can 
be approved on "fast track". Jurisdictions are recognized on the 
SFC's understanding that the types of scheme referred to are 
governed by laws and regulations which are comparable to the 
Code or offer equivalent investor protection; 

• applications for recognized jurisdiction schemes will generally be 
reviewed on the basis that the scheme's structural and operational 
requirements and core investment restrictions (except where noted) 
already comply in substance with the Code; and 

• the SFC expects recognised jurisdiction schemes to comply in all 
material respects with this Code and reserves the right to require 
such compliance as a condition of authorization. 

• Domicile Mix: 

At the end of March 1999, Hong Kong-domiciled funds accounted 
for 1.2% of the total assets of authorised funds. 

The rest are overseas-domiciled funds, with Luxembourg assuming 
a leading role, taking up 44% of the total assets. It was followed 
by Ireland and UK, which accounted for I I% of the total assets 
respectively. 

It is expected that over a longer term, with the implementation of 
MPF, there would be more Hong Kong-domiciled funds being set 
up. The reason is because under !vfPF, all approved investment 
funds should be set up under Hong Kong law. 
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(5) Roles ofHKIFA 

The HKIF A is not a self-regulatory organisation. It is a trade 

body that represents the investment management industry in Hong 

Kong and it has two major roles: 

• Consultation: 
* the HKIF A acts as the representative and consulting body 

for its members in the investment fund industry in all 

dealings concerning the Government and the regulation of 

unit trusts, mutual funds, retirement funds and other funds 

of a similar nature. 

* 

* 

the HKIF A has been working closely with the SFC to 

provide members' inputs on draft codes and guidelines that 

have an impact on the fund management industry. 

also, the HKIF A has been working closely with the 

Mandatory Provident Fund Schemes Authority to relay the 

industry's views on Mandatory Provident Fund Scheme 

Ordinance, and the related Guidelines and Codes. 

• Promotion/education: 

* to promote Hong Kong managed investment products and 

to educate the public about the benefits and value of using 

units trusts and mutual funds through organising 

educational events targeted at the general public; and 

* to organize training courses for industry participants (both 

in Hong Kong and the Mainland), which aim to provide 

industry participants with a comprehensive overview of the 

industry so as to boost the professionalism of the industry 

and the quality of services provided. 

Through these two briefs, the HKIF A helps to foster the 

establishment, management, and distribution of funds in Hong Kong. 
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(6) Impact of the financial crisis on the fund manl!gement industrv 

• investors have increasingly become aware of the importance of 
developing a diversified portfolio. 

• investors have increasingly turned to bond funds and shunned 
Asian funds in the last 12-18 months: 

Gross sales of bond funds rose significantlv, from US$498.35 - -
million (7.8% of the total) in 1997 to US$686.62 million (18.8%) 
in 1998. Net sales of this sector rose from US$270.58 million 
(Industry's total net inflows was US$1,522.06 million in 1997) 
to US$343.86 million (Industry's total net inflows ,...-as 
US$134.24 million in 1998). 

Gross sales of the six Asian fund sectors shrunk, from 
US$3,550.44 million (55.5% of the total) in 1997 to USS808.14 
million (22.1%) in 1998. Net sales of US$816.48 million in 
1997 turned to net redemptions ofUS$431.2 million in 1998. 

(7) Reciprocity among fund regulatorv commissions 

Please refer to Appendix 1 a & I b. 

(8) Development of the pension svstems 

• Pension fund industry in Hong Kong 

The Occupational Retirement Schemes Ordinance ("ORSO"), 
which has been in operation since 1993. established the legal 

framework for the regulation of private occupational retirement 
schemes in Hong Kong. 

The ORSO has wide coverage. Apart from schemes contained 
in or established by any other Ordinances and schemes set up by 
the government of any country or one of its non-profit-making 
agencies, the ORSO applies to all private occupational 
retirement schemes covering persons gainfully employed under 

contracts of service with any employer, irrespective of whether 
such schemes are operated in or from Hong Kong. This 
includes not only schemes whose governing law is Hong Kong 
but also offshore schemes. 

A:\Oceania\country.doc 
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The following statistics are compiled on the basis of the 18,259 

retirement schemes registered or exempted under the ORSO as 

at December 31, 1997, having excluded i ,923 schemes which 

were terminated or wound up voluntarily smce the 

commencement of ORSO. 

Benefit Types: 
No.of Defined Defined 

schemes Contribution Schemes Benefit Schemes 

Registered 
Exempted 
Total 

15,780 544 
1,041 894 

16,821 1,438 

Total 
16,324 
1,935 

18,259 

The number of registered schemes reached 16,933 as at the end 

of June 1998, of which 16,400 are defined contribution schemes 

and 533 are defined benefit schemes. Total asset size 

amounted to about US$18-20 billion. 

• Mandatory Provident Fund System 

The Mandatory Provident Fund ("MPF") System is an 

employment-related contributory system whereby contributions 

are made by persons in the workforce during their working lives 

(5% from employees and 5% from employers). Contributions 

will start in December 2000. 

Upon retirement, scheme members will be able to receive 

benefits that commensurate with the contributions they have 

previously made and the investment returns arising from such 

contributions. 

The MPF System is a privately-managed system in that scheme 

assets will be managed solely by the private sector, and trustees 

will be responsible for safeguarding scheme members' interests. 

The Mandatory Provident Fund Schemes Authority is the 

regulatory authority which will monitor the management and 

operation of MPF schemes so as to ensure compliance with the 

MPF requirements. SFC will also assume a regulatory role 

under MPF - it will authorise pooled investment funds, focusing 

on the disclosure of information as well as approve the 

investment managers. (End) 
(Prepared: April 1999) 
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List of Regional authorities with 
which SFC has sianed MOUs 

A:::roendix la 
ASIA PACIFIC 

17. Chin:1 Securities Regulatorf Commission, PRC 
MORC (19 June 1993); Shat;.ghai Secur:des '=xc~2gc a:,,C Sh .... --~e:: s~cck 

18 . 

]:' • 1 • . • ( ·-" '"' 1 ' ....... xcuangc ar: a.:so Slg:lZiones see lL. &: i..J Cf: .. ow; 
MORC co--..... .,~~ne- fO,·:-·n~:>s (4 T·!iV 1CC..::;J :"::::l~~~s :..,~:.,c i-•.:~...--:·="-!'1-l .. _ u ............ _. .. .::: -t~ ........ - . ..u .. ., _.,~~_,.I, :-- ....... ... ........... ,-.... ~ ... ~ .. \.·.:..:.;:.. .. 

Divisic:: of SFC a!ld DepCL. ........ en~ ofFt:tu:es of CSRC 

Shangb:ii Securities Exchange, PRC 
'fORr (' o - 1 oo~· CSRr - . .i.Y _ ._ 1 ... June ......... ~): _ ...... a.na 
signatories (see II above a.id 13 below") 

Steck Ex:=:.a::ge a!so 

19. Shenzhen Stock Exchange, PRC 
MORC (19 june 1993), CSRC and Saar'.:"ai Sec:L-!ri~ Exch~ge :1::: ;;lso 
sig::1atories (see 11 and 12 above) 

20. Austnlian Securities and Investments Commission, Australia (previously 
known as Australian Sec-::riries Commission) 

21. 

22. 

?~ 
--'· 

24. 

7' _o. 

MOU (29 Sept~mber 1993) 

Securities and Exchange Commission, Thailand 
MOU (2 November" 1993) 

Securities Commission, Malaysia 
MOU (22 February 1994) 

Capital Mark~t Supenisory Agency, Indonesia 
MOU(31 Ocrober 1994) 

Securities and Futures Commission, Taipei 
MOU (7 February 1996) 

Securities Commission, New Zealand 
MOU (17 Septe::1ber 1996) 

Monet::try Authority of Singapore 
MOU (16 hm::1.;: 1997) 
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favorable uses of the Inrerne~. pan:icuiarly in regard to 

second:.uy marke~ securities and deri•:arives transactions. 

Regubrory imp!ic::<rions and ocher problems emerging 

from irs use :ue also p:.U1' oi \V'orking P:ury 2 's mandate 

:lnd are being dosely examined. 

5.! 1 A second major initiative involves rhe Year 2000 

compucer probiem, which presencs a serious challenge ro 

rhe world's financial markets. The Te::hnical Committee 

of IOSCO h.:ts issued a sraremem that all IOSCO 

membe::-s :md marker p;.lrticipan::s should rake all 

necessary and :1ppropriare acrion ro address the problem. 

Working Parry 2 conducted J. survey of irs members to 

ascen:am what actions are being taken wirhin member 

jurisdictions. Follow-up surveys will be carried our 

approximately every six months umil 2000 to monitor 

rhe progress of remedial acrion :J.nd resring. 

s.12 Third, Working Parry 1 complered a survey of che 

methods and scope of Working Parry 2 members' 

supervision of regulated markers and de:1ring houses. The 

survey was directed expressly ;H identifying che practical 

measures IOSCO members use to ensure rb.e inregriry and 

appropriate infrastructure of second:J.ry markets. The 

results of che survey also identified some cOmmon areas 

of difficuiry which would benefic from fur-her discussion 

.:1nd collaboration by members. It is believed char the 

resulrs of rhe survey can be used co develop some 

practical guidance for benchmo:trking regulators' 

supervision techniques. 

5.13 Amongst irs ocher initiatives, a joinr \Vorking group has 

been formed wirh rhe G-1 0 Centr:ll.Bank Committee on 

Po:tymenr and Serrlemenr Systems {CPS$) tO study the 

worldwide developmenr of securiries !ending o.nd irs 

impiico:tcions for securities reg:ubrors o1nd cencroll banks, in 

particular irs implications for securities deo.ro.nce :.1nd 

sertiemenr systems. To\vards rhott ~nd, a survey of 

securities lending :J.ctiviry will be conducted of firms 

active in each major segmenr of rhe global securities 

marke:. 

risk models. In addition. insrirutions expanded :heir 

discussion of operating and \eg:J.l risks and provided more. 

information about rhe nluarion ce::hniques for ::ading 

and d~riv:ni\·es acriviries and the <1c::ounring rre:ltmenr ior 

deri·•:J.tives credit losses. 

Client Asset Protection Self-Evaluation Questionnaire 

5.16 In conjunction wirh the published report on Client Asset 

Prorec:ion, o. se!i-evalu:J.tion questionnaire has been 

compiled CO assess where all fQ$(0 members St::tnd in the 

use oi rhe standards J.nd practices described in the report. 

The questionnaire was disrribuced co all lOSCO me:nbe:s 

in December 1997 and is intended to encourage ;;md J.ssist 

auchomies ro <1ssess che exrem co which rbe regimes rhey 

admir.isre: for rhe procecrion of diem assets heid by 

inves;:menc firms conform co cbte recommendations in rhe 

report. 

join1: For-um Papers in consulntion 

5.17 Tbe fo!IO\ving joint Forum papers were issued for 

consulrJ.rion to the indusrry and the supervisory 

communir;.· in each sector: Capir::tl Adequacy Principles; 

Fit and Proper Principles:; Fr:.lmework for Super•isory 

Informacion Sharing; o.nd Principles for Supen·isory 

Information Sharing. 

5.18 As the Working Parry responsible for inrermedi<lties • 

\'O'orking Party 3 revie\\'ed che report ~nd offered 

comments and suggestions co the IOSCO Technic:tl 

Committee for feedback co che Joint Forum. 

Revising the joint 1995 Basle Committee/IOSCO Supervisor-y 

Information Framewol'"k for- Derivatives 

5.!9 As part of rhe continuing effort by rhe Basle Commir.:ee 

and by IOSCO co monitor the rr:1ding and deriv:trives 

a..:tiviries oi banks :md securities firms, Working Parr~· 3 

togerhe: wirh rhe IOSCO Informacion sub-group ha\·e 

been actively revising the dr~1fr in order to enhance rhe 

supen·is6r:· informacion framework. Work is continuing 

in chis area. 

.... 

Risk Management: and Control Guidance for- Securities Fir-ms i.i 

Supervision of .'viarkcr lmcrmt!di~lril!~ 

Disclosure about Tr-ading and Der-ivatives Activities of Sanks 

and Securities Finns 1996 

5.i-t The 1996 annual sun·e~· of Dis..:Josure ~1bour Tr::tding ~md 

Derivatives Ac:iviries oi Banks ;l!ld Se.:uriries Firms by rhe 

8;1sie Comminee lnform;.nion sub-group and Working 

Poury 3 of rhe IOSCO T::~.:hnic~1l CiJmmirree h;.lS been 

complered ~md was published on 3 :--.;ovembcr 1997. 

5.15 The results of this sun·t"y show t"!lh:.mct"d ~ii~..:losure of 

volue-:.lr-risk do..t:l :.1nd ;lSSLunprions underlying \·;llue-;u-
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and their- Supervisors 

5.20 The Technical Committee h;.ts approved for publication :.l 

Working Po.rry 3 report on ··Risk .:Vlo..nagemenr ;tnd 

Control Guid.:mce ior Secmiries Firms and rheir 

Supen·isors" in .:..L1rch 1998. 

5.21 The purpose oi rhe reporr is w provide :;uid~tn~.:~ w .~nd 

encour;lge discussion :J.mong $Upc-rvisors concerning rh;k 

moln:.lgt"menr policies :md inrernoti ,;onrro! s~·srems for 

regubred ;.1nci unregubtt"d se~.:uricic:s inc~r:nc:di:tries :tnd 

end-users in ordc: to devdop :l srrung d'lmcsti.: :tnd 

incern.1non:tl risk m:tll;Jgcnlenr :>truccurc. 
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Enforccm~.·nr :md Ex.:lun;:t: of lnform:ttion 

S.l: P:zrsu::tnr ro rhe 1994 IOSCO resoiu:ion on 

.. Commitmenr ro Basic IOSCO Principles oi !-iigh 

Regubrot;· Standards and ).luc-.Jai Cooperar:on ~nd 

:\ssisw.nc!'", Working Psrry .;. commenced a self

e\·alu3tion exercise co\·ering IOSCO members· capabilities 

in respecr of inte:n:r.tional cooperation. During :he yea::. 

the SFC was advdy iO\··oived in rhis self-evaluation 

exercise and in the assessment of responses submitted b~

memb~rs from the Asia Pacific region. 

5.23 Tn.e self-evaluation exercise resulted in :1 November 1997 

.. Resolution on Princ!pies in rhe .l..re:l of Record K~ping, 

Collec:ion of lniormarion. Eniorce:nenr Powe:-s and 

Mur.lal Cooper:ltion wir..l, a View to Improving ;-he 

Enforcement of Securities and Furores Laws by the 

Technical Committee"" and rhe publication of a repor. on 

rhe sdf-evalua.rion exercise irse!f. Tnis report. based on 

responses received from 79 our oi 87 member 

jurisdicrions, provides a useful reference docurnenr for 

IOSCO members on matters relating to inremational 

cooperation and e.."Xchange of iniorcacion. 

5.24 During the year the Intemer Task Force oi Working Party 4 

completed work on irs mandate on .. Issues r:~.ised by the 

increasing use of public electronic nenvorks in the 

securities and iurures field". Irs reporr on enforcement 

issues in this area has been adopted br the Technical 

Com."Din:ee. 

5.25 Tnere is also a growing relationship be~ween Working 

P:l._rr:· 4 and rhe ~erging ~1arkers Commirr~ \\
7orking 

Group 4. In May 1997, rhe results from a sun:e;- on 

price manipulation of shares prices on securities marketS 

conducted by Working Group 4 was discussed in a. joinr 

meeting of borh groups. Ir \\·as recognized that :he 

sanc:ions avaiiable to combat price manipulation vary 

from jurisdiction ro jurisdicrion and that citere is a need 

for inremarional cooperation to counter sue..~ ac:iviries. 

At the same meeting, rhe SFC re:::ommencieci de\ising a 

regiona! enforce.!nem rraining ?rogram. This 

recor.:m~ndation has since be~:-: a~ .. ·eioped in::o a wider 

securides reguiarors rraining:: progr~~ with ::he \\arid 

Bank. Asian Deveiopmem Bank and :he APEC Se::~r:ries 

Reguiamrs Training Consulcti\'e Group :1iso 

par.ic!paring. Ir is hoped ±a:: ;-he iirst program will be 

conciuc:ed in rhe for:hcoming year. 
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Firn Globally Co--on::lina::ed Inspection 

5.26 The i;;::e:na.;ion.::d co-ope:a::2or: ~~r.ge:::e::ts on 

supe:-.. ision oi c:oss·borde: i.r.ves=no~ rr:.acage.."!te:":' 

acri"·ir;· have iacilit:lted and resciced. in ::he first globai co

ordinated inspec:!on. joind~· or;aniseC v..irh the 

Inves~enr .Mar:age:nen:: Regui:::ory Organis.d.tion 

(HvlROl in ~e lJK and !..!:e US Sec.L.--icies and Exchange 

Commission (US SEC). Ime:oCed as a ?iim sdte.-ne. ::.he 

re"iew focused on giob:.l St:?e~-isory fo • .mdons :~.nd ..:::oss

borcie: ac:iviries of an !nre.:::.:.:::ior.ai funC a:.aro:tge:nem 

group wic.h worid-wid.e ope:arior..s, J.re:.s wh:c.~ mtght :.or 

ha,·e hee!l examined cil!ring rourir.e iOC3.i tnspeccions 

carried our in d:e :espedve jurisii.C:::ons. 

5.17 Given ::he inC':"e"-Singly g.ioCalised oar.Jre of ::wescnem 

managemenr businesses, t..i.e success oi tile .:o-orcii.ca::~:d. 

inspec""..ion demonstrates cile imporranc~ oi co-ope:::irion 

amongst ince..""'n3rionaJ :-eg-..ll.:nors !n e.-1-..ancing tile 

supe..~-ision of coss-border investment manageme.t"'t 

ac:h;ries. It is en .. -isaged ~:1:: such co-oniinared ~iiorn 

will per"Sisi: in the corning ;·ear and c:oss-borci'e= 

supe:-.;sion will continue ro evolv~ ro e::sure eEecti\·e 

moniroring of giobal in~·e:smte:u ~'1age:ne::t ac:i .. "icies. 

IOSCO \~·nrkin!! P:~rry ~<l 5 on fm·c5tmc:1.~ ~bna!!c:ncn; 

5.28 Hong. Kong continues ::-o he an acri\·e .::.e:r:be::- of Work;ng 

Parry 5 on lnves.menc ).·lar~geme:l'~. In 1996~ Working 

Par.y 5 rook on a new :n::mdate ro ~iew issues ::e!a.ring 

to rhe super-vision of iu.w:C ;r.ar:.:::.g:...~. A discussion ;::ape:: 

on .. Principies ior ::he Supe:-vision of Ope::u::ors of 

Collec:ive lnvesr:nem: Sc.:.:e:nes" .. 1.--as iin.ai:se::: during ::,.e 

yeat. Tne pape: aims ro assisr IOSCO m:..-nOers in 

reac..:,ing a common ~pproach in e::ec:l.·e su-;x::"\·ision cf 

ope:-arors of coliec:i .. -e jr:,·esrme::r s.:.~em~ It is .:1tso 

anticipated ::hat dl: P~ •.• ·.'l.ci;:ties will be!te:- e~h:tnce co

opc::'arion among iOSCO :ne:nO::-s in supe:vision oi cile 

inc:easingly gioDai in\·~e."lt W:L.~:ge.:;Jent lncit:sC'}: 

:.1~ Work:ng ?a~· 5 also u~d:.::ook to :e•:iew isst..tes in 

rdarion to :..~e scpe:"·ision oi oiie.~ of colled .. -e 

inv~:::tS o::: ::b.: !.~•:::1~:-. W!± ::?id ~c\·anc::::e::.~s tn 

r~?-.r.oiogy, :.,is is a ::-?ial :~.r~ for wflic:t tm.:::n:o.cicn.:1i 

co-ope::1rion a:i'!ongsr d!Ee::=:r regui.:ro:s .:.nd :.~e se:::-:ng 

of .:omr:1on s::anCarcis ls ::tuc~ C:sireci. V::e.rious !m:::te-: 

issues are be:ng disC'.JSsed ""·it.i} :o view <O ;m:partng ;:;. 

re?OI. ro ::.'le !OSCO inre:=1e:: T:lsk For.:: (!T?'t w~ich 

incorpo~tes Worki.:'lg !':lU:" s·s vii:'IIS on ::::t~e :ssues. The 

objech·e of :he I7'r is to f3c:!!:::::e ::1cicsrry de\·eiopm:n:s 
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by ani~' developing principles at a ver:· bro<J.d general 
!eve!, rhe:eby le:1ving che industry a gre:tre:- degree of 
flexibility to use new technologies wichm :,roade:: 
par:J.meters set by reguiarors. 

, The IOSCO .-\si:1 P::zcific Ri!gion Committee 
5.30 In o.ddicion ro rhe SFCs particip:1rion in the work of the 

IOSCO Technic.::d Committee, it is o.lso ::tn active member 
oi the IOSCO Asia P::tcific Region Commirree {APRC). 
The APRC h;.lS co dace 17 membe:-s from rhe region. 
• -\PRC members and their eniorcemem he::tds meet 
regui:J.rlr co discuss policy ;,tnd operarionJ.l issues. 

5.31 A;: che APRC meeting heid in .\lumbai. Indi:t. between 
11-13 February 1998, me:nbers and their enforceme~r 
he::1ds discussed a wide range oi ::epics arising from the 
turbulent m~rket conditions seen in the Asi~ P~cific since 
mid 1997. In view of che gre:uer need for cooperation 
~mongsr reguiarors. a resolution t.vas passed at that 
meeting cal1ing upon members co use tht:ir best 
ende~vours co provide mucu:d :lSsisrance co each other in 
order co achieve more eifecrive regulation of marker 
intermediaries. 

On~oing R!.!gui..uory Coopt:rarion 

5.32 During the year, the SFC recei,•ed and processed 42 
enforcement-related requests for inform:.1cion of \vhich 17 
were for non-public informacion. Tne SFC also received 
199 licensing-related requests for non-public informacion 
from overseas regulatory bodies. The SFC itself made 
996 requests to overseas regub.cory bodies for non-public 
licensing-related information and S requests for 
enforc:mem-relared informacion. 

s.:n In addition, the SFC received 11 requests from o\·erseas 
regulatory authorities for invesrig:uory ~ssisronce Jnd 
itself made 15 requests ro overse:1s regubrory authorities 
ior investigatory assistance. The SFC exercised irs powers 
under sec:ion 59 A of the Securities and Futures 
Commission Ordinance and section 63A of the L¢ver.J.ged 
Foreign E..xchange Trading Ordin::mce in response co a 
reques-. from Ausrr-ali.an Securities Commission (ASC) and 
one irom US Commodity Futures Tr:1ding Commission 
(US CFTCJ respectiveiy. The .lssis;:ance provided in rhese 
c~1ses included obtaining afiid;J.\'its. wimess· st:J.tements, 
non-public records and documenrs ro :Jssist overSe;J.S 
reg~d:uors. in ac.:orc!J.nce with rhe )..10Us \virh rhese 
commissions. The SFC J!so pro\·ided ~1S:>ist.J.nce ro rhe US 
CFTC in serving notices of he~tring beiore ~tn 
odministr.J.tive judge to ,,.,..o Chinese males in Hong Kong. 
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5.34 Berween 1996 .and 1997, rhe SFC provided investigator;: 
assisrance ro the US SEC in an insider dealing case 
,..-hereby rhe .:1!leged tipper and tippee resided in Hong 
Kong. \~'irh the ossisrance oi the SFC, the US SEC t.V<lS 
abie ro authorise .:10 emergency l.awsuit ch.arging rhe 
tippee with illeg:d insider tr.ading, resulting in th¢ 
c:mcellarion of the trades. Subsequently, the US SEC fiied 
:m insider de:ding la\vsuir in Federal District Courr 
against the tippee on 26 june 1997. The tippee beer 
consented. without ;1dmir::ing or denying the :J!iegJrions . 
ro be enjoined from viobring che :.tnriiroud provisions oi 
the Federal securities b\v·s .1nci ro pay USS2 million in 
civil pen.a!ties. 

5.35 Since 1996, che SFC has :1lso been providing invesrig::ttory 
assistance to assist rhe tiS SEC in a marke: manipulation 
case which involved che rronsfer of trading proiirs co 
nominee b.ank accounts in Hong Kong. The US SECs 
investigation resulted in rhe commencement of leg::d 
proceedings against rwo businessmen in Febru:1ry 1998, 
seeking co compel them co pay back their rr:1ding profits 
and ro have them banned from holding company 
directorships in the US in rhe future. 

5.36 Anorher case arising our of inrem~tional regulatOry 
cooperation is the c:1se of Nomur'a 'as menrio~ed in 
paragr.aphs 3.58 to 3.60. the cO"Q.ducr subjecr of the SFC 
disciplinary proceedings and ASC lirigoriory rook place in 
1996). This ca.se roises serious issues regarding the 
difficulties and problems reg:ula.rors encounter in 
regulating entities char opc:::-::tre in multiple jurisdictions, 
and ::he need for coordin:1tion for effective enforcement of 

. securities and futures laws. 

5.37 During the :·ear, rhe SFC obt~lined :1ssisrance ircin cbe 
Chin.a Securities Regul:.1ror;.· Commission, . .l..us::raii~m 
Stock Exchange, US SEC. Commission des Operations de 
Bourse of France .:1nd Swiss F~der:1l B<1nking Commission 
in obtaining non-public r¢t:ords :md documents for irs 
investigations. 
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COUN1RY REPORT 

REPl.l13LIC OF KOREA 

KO:REA I~VESTi\<fE:'-.1 TRl'ST COMP.-L'I,JES ASSOCI.-\ TIOC'i(KITCAJ 

THE 4TH ASIA - OCEA:'Io"'A REGIO:'iAL !\ITETI.'<G 

A. Curre,lt Deve!opmem:s & Scaristics 

"The assets hdC in invest.."TTe:lt trust=. at tl:e err~ of 1998 ::ot::i~cd 19€ tr1Hicn 

won, an ir:c::-ea::e of 118.2% over- the e:1d of lSS7. 

_-\sscts u1 2qt.:it"_;.t funds de-.:reased by 23.390. "'-r:ac 2sse:s ti1 mor:ey 

rr.arket fur:ds Cv.D:!Fs) ar:d bend f...!r~ds scared by :275.2~)~ a~C 74.5?:~ 

respectively in the sa...rr..e pe:icd. 

In LJS dollar tC-'":ilS, the total assets mar;aged by ir:ves~ent tr..lsi: 

companies recorded l:SD 162.6 billion as of t:: end of 1S9S, up by 155.7°~} 

rroo t:SD 63.6 billion as of the end of the p;:-e•,icus year. 

The huge increase in assets rn InYeSt..'Llc:n::: u-usts is d:!e to t.b.cir 

characte:istic of providing high. short-t:~"":Tl ret-:.Irns ccr.:?a..~ w·ith oilier 

financial products. 

Specifically, t.l-Je inYestrnen:: tr.Jst ccr:1par.!es 

products than other financial institudons through t~e :stabEshment of 

bond funds, \\rhich invested in the bends ·w·:± high cre.:ic rat~ngs ar.C 

high yields that \'-·ere issu::d du.:-ing t..~e first !:al£ oi 1S98. 

After the financial cnsrs \vr.ich begar: in Dece..rnbcr 1997. ~-.vo regtor.ai 

in vc:stmcnt tr:.1st COrr!panies ar:C five inY~su~e~r tr..!s~ ::1anagement 

precess . 
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This is a ;:e-flection of investors' 1..mcercainty about the future direction of 

interest rar:es. 

Assets under ::VIanacrement 1 in USS billion) 

.. ,, .. l '' 
I Emr ·ar ·+ · · : ... Eguity-t)-1Ji!. -. Bond-tvpe 

I -NC( 
Year , 

Assets 
15.9 

7.i 

6.9 

I 
%cl1arrg~ : j 

~ i.O 

.:..:..6.2 

.::::.48.4 

'"-10.7 

Ne:·· 
.Assets. 
51.8 

57.4 

38.5 
78.8 

.;.:.Q, i' 

L3:.9 

104.4 

6.5 1:2.1 

11.3 73.3 
17.-l 53.: 

77.0 3--l-3.1 

, Asse!S 

80.2 

83. i 

63.6 

162.6 

;j; 91) change dc!1ot:;s increase/decrease over the pn::\"iou:.; year. 

Toial 

I %ch.an~e 1 
I 

iJ.l 

4.3 

.:::.24..0 

1.55.7 

... 

'" In 1997, the decrease of the total assets in US dollar ce!'ITlS. was due to "" 

the rapid depreciation of the Korean won(67.6%\. 

:V!MF Toto! 

I 
Eod ot' 'I Nor .. I . :J;Iet ,,.. · .. :Net Net 
Year··-·· %chna.· g~_-_ 1·:.: ·•M·-·--··· ·. ·•:.~.%chail<T~ %chilD!:!_e 

Assets i·. Assets ··, ·-· -· .. -.? ·Assets Assets 
I , .. 
·i·-%~hange-

;·.:.:;r99'~:.:t:l 12.334 ~u 44.759 1&.3 s,os6 10.1 62.149 11.1 

!;~' ,•;I~i')'.'''ii;j I 0.917 ,:,. 13.4 54.$19 I l.5 24,584 156.8 90,1)20 27A ! 
ic.':"";;~'I"',9""~"'"~•:::';:.::':'-J_s_.3_16_"-_-_·'_2_3_.s _ _.__9_5_,1_:_6_'-_,4._s_-'-_9_2_._9~_,6_'-_2_7_;,_·.2_....:.._1_96_._4_r_s-'-·-~·J8.2 ; 

B. International Investment Funds 

- International invescmem funds are divided into rwo typeo of investment 

vehicle. First. there are funds that are ser up in Korea for dome~ ric 

itT•.;estcrs char in-..;est their assets mainly in over:~cas ~;.:curir!es, t..vhich are 

called Overseas Investment Funds. Second there arc Forcign-domiciied 

Funds (these are funds registered outside KnreaJ that are sold in the 

dcmestic.: marker. 

UJ Overseas Invest.T.er:t Funds 

No funds established 1!1 1CQ" 
.!..-.·~b and tbc funds 

exper!enccd a ~tead:.: sr.rearn of r-eCe:r:-.ptior:s. -~£ oi :he e~-:.d of 1998, nee 

D.ssecs steed at T..~SD 848 n"lillion, a dec;-e~se ot t:~:;o ~~:: :nillio>'. du:1ng 

the rear. 
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C2J Fon::ign-domiciied Funds 

P·!.s of the end 

companies had 
of 1997, 

recorded 

seve~: 

sa!es 
funds from 
of L'SD •)•) ,__ 

si;{ for.=.iv:-. . ---:·· fp-...: 
.L-t~l.• ~a:r.age.scn[ 

miEion. Due ~:; or :..~e C:<d of 

1998. sales haC de::re2.se:d to l·so 18 mElion :·or six :u:1cis ;£om fiv~ ~nC 

Clar:.:ig-c:ne~t co~paPies. 

Ho\vever. as t.'le foreign exchange sir:.~a:::::-;:! ar:c Cvr::es~~c ecc:r.o:nic 

condicions have in1proved. t..l-Jere are s1gns 0~· ~ ... L kJCa! ir:v~stor~ ar--: 

rci:iaining an a~petice for overseas fir:[·mcial p:-::d-...1c:s . 

C. Legal Deve!opmerrts 

Firs~ Revi~ion of the Securities fuvcstme!"lr Tr.1st Busir;.ess -~c: 

(Septcn:ber 1998) 

The dis~..-:buting agents for inves~ent ::-..:sLs 1.vere expar.ded f....-o.rn 

securities houses to banks. 

Fund management compwies we:-e perr:-.icred ~o exercise the voting 

righrs of equity stock held in trusted assers. 

Critc:ia for registering fund managers \.\·er~ i:ttrod:1ced a~c a .ti...:nC 

1nanagen1ent company must have at leas: seve:'! :;~ch qt;.a!it!.ed :t:r:c 

managers on its staff. 

Funds estabiishcd after 16 )ioVtJnbc; 1998 w1a!: ir.c!ude 'bo;:ds in t~e 

9or:folio should apply the mark to :r:ark,?;: '.:al:.:atior:. pr:tc:ice 1n tiic 

calculation oE net asser vaiue (in conc-asr tc :.~e c:.mo~~cd ens:: m.:::::~odL 

The privar:t!y piaced ft:nd ~ .. "'as i~:~od:.:c~. F:).- :;,~s~ ::.::-:as, ::h~ 

re-£rric:iot:s t!;.~t .Jver lOc ~ oi tc:al as~e~s C3.!:!1~)t !)e :::vc-s::~ ~r: .:: 5ir.z:~ 

company 2nd a fund cannot i~-::.::st li: ~0z·e t:1ar~ ~r::"·. (}~ the :o-~: 
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- 5econd "Revision of ili~ Securities Investment Trus~ Business Act 

Cviodified at the ~nd of 1998 and effective !rom 1 Februmv 1999) 

In vcstn1cnt trusts may invest 1n furures (bot..1 domestic and foreign 

products). 

hJTCA ous~ disclose th~ per:ormance and urat p:ice:s o: f:..t.r:d.s. 

The minimum capital required for the estabiiohmem: or an inves:ment 

tr.1St company was lowered to lO billion worr from 30 biliion won (ro hr: 

effective soon!. 

- Enactment 2\nd Promulgation of the Sccuricies Invest::nenc Company Act 

( Sc:pr.cn1ber 1998) 

··~------- .. ~ .. ~,--~ ;: ___ ~] .. , 
~l.llj, ... a.ll.:.:t..t.: L)'t.n .• .: .I.Ul.l"-l~ 

may be established. Currently. only c!osed-end funds 

open-end funds will be allowed ;vithin five years 

Presiderrtial Decree. 

are 

as 

allowed and 

set the 

As of the end of 1998, five corporate type equity funds had been set uo 

with the toral amoum of their assets recording USD 241 million. 

A'IS the Korean stock market has rebounded from the ·end of 1998, 

... 

.... 

investors are taking a growing inten~s! in these new funds 'as the lo.i 

transparent man<Jge:nent of the corporate type funds has been highiighted 

compared with unit trusts. 

b. Foreigners' Participation m Domestic Fund Induscr;' 

- On l Dece:11ber 1996 foreign direct ir.vest.rner.t of up w 30~\; in local fund 

!nanagement cmnpanies was permitted. and on 1 Dcce:11ber 1997 the dire.ct ~ 

investmen! ceiling for foreign investors wa5 remo\~cct. 

from 1 Decer.1be:- 1998. ··.;vhen per":7'J.ssion ;,vas g1ver. fo.1· foreign fund 

man2gemen-c cnr.1pan1es to set up indeper.de~r subsidiaries. the :·ur.d 

.n1a~agement business ~vas con1pletely ope::eC: :o i~;reign corr.panie:::.. 
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c. Changes m Taxation 

For inve~tme!'lt funds that have ov<::r 50% of bonds in their pcr:f:J!ios, the 

t;;.1X rate (ir:ciud;i1g L~corr..e ta.~ and reside~!: ~=. v..~hic.~ is 1091.) of incon1e 

tax) Vv'3S inc:-easeC fror:l 2'2~ ... c; to 24.:2~-C: 

Thi:-:. ~.vas i:O alle,iate the gove!"'r' ... -nc::( s co~..:=~ cv~!'" f~llir:g rz:.;: reve!"tU.e~ 

resulting from the sluggish ecor:om;.'". ar:d a!so co piac= a greaLcr tax 

burden on those investors who were rer::i.:ir.g hef:y g::.ms on u.':eir 

finat"!cial assc::ts d~ng the period for t.:':le pt.:...-;csc of fair ra:.:atior:. 

D. :\ew Products None 

E. Cross-border Sales of L·west.rnent Funds 

- There are three kinds of inte:-national inves=em furocs . 

First. offshore mumal funds chat satisfy the relevar:t laws ar:d reg>.llatior.s 

were allowed to be sold domestically from 1 january 1997. 

(See Foreign-domiciled Fund above) 

Second, there are the invesU.'Tler.t funds for sale cxc!usiveiy to foreigr; 

investors t-l-J.at Y\o'crc se~ up by the domestic ir;vest:nent U.JS~ c::::mparics. 

i'\1'\Jo=ar': ....... 

inves;:ors. the future of rhese fw"1ds is t.LTicer-..ai!!. 

As of the end of 1998. total assets of the,e funds stooc at USD 1,607 

n1i!lior:, dO\\~n by ~:?.i~1) :rom USD 2~080 ~!lien :::.t t..":e enC oi 1997. 

ac:ual saJcs orJ.y Gc;.;:.u: !r~ 1998. 
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F. Future: Prospects 

_-\s the er.try baniers inro che fund managen1enr business have now been 
alr::ost ren1oved, foreign investors can nov..~ recen··e vin:ually n8tional 
treatmer:t ... A...-5 a result. numerous new· players a!"2 expected to appear ir: 
[ht: rnarke:, which \viU lead to greacclr comp.:tiricn. 

- ."\sset int1ows into the fund manage:nent ind:..:stry are expecrcd to be 
~1ustained because of the lo\v inte::-est rare along \Vith the inc:-2ased 
±bar.cia! assers of individuals. 

- Asset'> in bond funds, 1\'hich currem!y occupy SS?-6 of the rocal assers in 
the invest...-nent t..."Ust industry, \Viii be grad:1al1y £;.virched into equity funds 
owing to t.'he econon1ic rebound, prevai.ling Jo\v in:eres: rates ar:d recent 
bullish bourse. 

\Vhen rhe mark to markc: valuation systen1 is introduced for aU funds in ... 
july :2000, the domestic fund mar.age:ne:lt i.ndusu-y will be one step doocr 
to global standards and transparency in the mar:agement of funds will also 
be improved. 

- Foreign investmem imo Korea along wit:h overseas inVC$I:menr by domestic 
investor'S will increase, and mere will be brisk movement 'Of asoeto into 

... 

.... 

.. , 

and out of Korea as t:he domestic ftmd management industry is, cornpletely 1..! 
open to foreign investors and the currenc economic recow:ry is sustainabl.:. 
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Mutual Funds Offer Value 
In Jumping Korean Market 

r;';·j.\·'t) :\By HAE WON CHOI 
0 \ • \ Staff Reporter 

In Soulh Korea's hot stoc.'< market. it's 
getting harder to find cheap shares. But 
investors now have a vehicle for buying 
Korean stocks at a discount: !he coun· 
try's lniant muruaHund indusny 

The government lifted a prohibition an 
murual funds in December. Since the!l. 
low imeresr rates coupled witil a robust 
stock market have prompted a flood of in
vestors ~o shovel their money into the 
new funds. ~!urual funds now hold two 
trBlion won (Sl.08 bBlion) in assets. ac· 
cording to the Financial Sunerlisory Ser· 
vice. the country's financiai watchdog. 

By law. South Korea·s mutual funds 
are all closed-end funds - they have a 
fixed number of shares that trade on ei
ther the Korea Stoc.'< E.xchange or the over· 
th<XDunter Kosdaq mar'.<et. The funds buy 
only stocks and bonds issued in South 
Korea. and there are no restrictions on 
foreigners investing in the funds. In addi
tion. the law cans for the funds to expire 
just one year after they are listed. though 
they can be extended for another year. 
When they expire. as with all closed-end 
funds. !hey wtil be iiquidated. and in· 
vestors will receive the net •Jalue oi the 
shares. 

Discount to Asset Values 
As ~s oiten the case with closed-end 

funds. some of the biggest of t.'l.ese new 
Somh Korean funds are tradin~ at a dis
count ~o their net asset 'lalue. That means 
:nvestors can buy a. block oi South Kore
:J.n stocks J.t a bargain pr.ce. 

.. We ne just startin~ to undersmnd 
~he ~nctusrry. Jut we believe many for
e!~ fnvestors ·.vtJI be very incerested tn 
:n..-esctn~ !n the funds.·· savs :nck P::t.r:.s. 
:-te=td 'Ji :he coum~:-funds r-eam Jt Credit 
:..::onnats :::~curities A.sia :n London. 

The 'und.s c<>r-... ;mv ..... "'"!"'".-:eve,...,! ns~ 
?0r ·,;ne·. o:hey ;~~~Jniy ·;· f~ .. ; :no·;th~ '>lei 
;1nct 50 don·~ ha\'e much of a ~rack record. 
:n ;!d.ditton. ~he mar:..:e~ :·or :he ,·unas· 
~nar~~ :sn : ':e:y liquid. ·.o:nich ;:mrt!y ~x-

plains the discount. If the discnunt per
sists. investors selling their shares before 
the funds are liquidated wouldn't receive 
the shares' net asset nlue. '"Illiquidity of 
the shares right now is a drawbac.'c to in· 
vestors." says Paik Woon. a financial an· 
alyst at Samsung Securities in Seoul. 

A more serious risk is that the S!DCk 
mar'.<et could falter. Low interest rates 
compelled investors to put money intO 
stocks. but as the economy improves. in· 
teres! rates might rise. Companies that 
dr:lmatic:J.lly cut production and invest· 
ment in the past 18 months are expected 
to reswne borrowing irom hanks. II that 
boosts interest rates. investors might pull 
their money out of stocks. 

Blue-Chip Focus 
But for investors optimistic that Kore

an SIDCks will keep rising, there are sev· 
era! intereSting funds. The Plattmim 1 Ftmd. 
which listed on the exchange in :March. 
has amassed a portfolio comprising 88% 
stocks and 12% bonds. Its net asset value 
has jwnped more than 50% since it start· 
ed trading, a good 20 percentage points 
more than the rise in Korea Comoosite 
Stock Ptice Index over the same period. 
The fund's maoager. Seoul Invesnnent 
Trnst :llanagement. says it achieved that 
high rerurn by putting more than 50% of 
its investment into blue-chip stocks. which 
have led the stock market's rally. The 
fund's largest holdings are Samsung Se
curities. Housing and Commertial Bank 
and cellular-phone semce provider SK 
Telecom.. 

Despite !ts hm;~ gains. the Platinum 1 
Fund still is a bargain. Since they were 
listed. me fund's shares have risen more 
than 17% to b.-i90 won. as of Wednesdav . 
But dlat still means Uley are !rading at a H% 
discoum to the net asset •,;aiue of 7.550.92 
·.1,·on a share. also as of Wednesdav. 

C:osethmd funds managed nY ltir.le 
Asset Investment .\1an~ement 1re also 
attr.l~n!; :mention. ill .m unor:.hcdox mar· 
Kerins; move. the ..:ompany names some -Jf 
:ts funds after :ts orestcient and c:uef ex· 
~cutive officer. ?:J.i-K Hyeon Jco. 

Th~ .\tir.le Asset ?!lrk Hyeon .:oo 3 

Considering Funds? 
South Korea's mu!mll funds lr.!ve a=ls 

of Sl.sa ~illion under lll3nagement and 
are autpertormiag the KOS!Ii despite 
tbeir stlon ~istorr 

Mutual fUJJds 1/md in South Korea: 

KcreaSlcdc ~. 
~~ 

i '!lase!! en May 25 c!osmg >= 
I ~ .~Sicck~XastJ)QFi~ 
1 Svrernsr,ry ~ :t.ew . .-.u-es 

Fund ...as the first closed-end fund listed. 
As of Wednesday, its net asset value had 
soared more than -!2':'o since its listing in 
December. beating the Kospi oy more 
than H percentage points. Bun!Urtng the 
same period. the funds' share price feU 
almost !5\'o, closing Wednesday at 6.050 
won.. !lie }!!rae • .\sset Part Hyeon Joo 3 
Fund holds 90% of its assetS in stoc!<s and 
10% in bonds. 

Mr. Par';: says he favors sticking :o 
blue--""-hip stocks becaUSe most of the 
sharehoiders are conservative tnvestors. 
!he :trod's major holdings 3I'e SK Te!~ 
com. Samsnng Elearonics and Kool<min 
Banl<. _\5 of Wednesday. the fund's shares 
traded at a discount of nearty !5% ~o merr 
net lSSet 73lue oi ;,!07.76 7i0n~ 

For even more conse!"'lative tnvesrors. 
Yr. ?ark r'J.DS a fund :hat J.oids mostlv 
fuced-'.ncome investme!liS. The )lir:le .-ISs& 
Albatross 1 Fond consistS of SO"o bonds 
and :))5 sroc..'cs •. .o\.5 of Wednesday. fts :t.e~ 
asset ·~-aiue had r..sen :nore man ~~ :smce 
it was listed. -·rt b-eats purting- me money 
mro .sa•nc~ ac:cunts. ··says ::.tr. ?:lr:'- 3e 
fund's snares :racie at ::m 5..::':: discount :o 
the!r ::et JS.Set value •lf 5.C00 . .;3 won. 

One :;!!iv.lntage ~i :hese !lew c!osec-:~d 

BEST AVAILABLE COPY 

210 



Korean Mutual Funds 
Offer Unusual Value 

Continued From Page 13 
funds is that the Financial Supervisory 
Service closely monitors them and enforces 
stricter disclosure requirements than with 
other investment-trust products in South 
Korea. Under the current regulations, in
vestors must receive a prospectus that ex
plains the fund, its investment strategy and 
the risks involved. Furthermore, invest
ment firms must send a "performance re
port" to fund shareholders every month. 

Soon the closed-end funds may have 
company: The government plans to allow 
open"ended mutual funds as early as next 
year. 

... 

... 
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FEDE.R.A.TION OF MALAYSIAN UNIT TRUST MANAGERS 

A.. STATISTICS 

!l>.1)USTRY AsSETS 

(Company No. 272577-P) 

COUNTRY REPORT -M-\U.YSB. 

4TH AsL-\. 0CEA .. "<L-\. REGIONAL lY!EETING 

28m - 30dJ.. April1999 

To raJ. ~et _-\sset Value r;:;.A V) of rhe funds in the :nCcstry e:::p~:nded f:otn R.,:\.135.72. b:llic::: i."l 

1994 ro R_1Vf59.96 billion in 1996. \"V-i± tht.: oosc: of ;;"~I"!C:l ::risis i:l Jcly 1997, :hi: !\L-\. V 

cont:3.cted 44%, to lLY133.57 billion ll:!. 1997 3!ld recoveted by 15%J to .Ri'vf38.73 billio!l by end of 

1998. 

Nonc:tb::lcss, the pcrcc::ltagc ofNAV ag"..inst the KLSE M::..::br Czpiulisztion, bas il::crezsed 

fro"'- 7.0% in 1994 co 10.3% as at e:1d of 1998. Figure: 1 d~pi= the unit =r ;~d=""'! in ,\liliym 

for the five year period from 1994 to 1998. 

Figure 1 
Total Net Asset Value of Funds vs KLSE Market C3p. {As at 31 December) 
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Counay &pon-~b.bvlU. 
4&. :\.si3 O<::c:mi.a Rc;iom.l Mt:t:cing (:\pril, 1999) 

Across che span of five years, the unit t::ust industry in Malaysia is dominated by gove=enr

sponsored funds. As at end of 1998, go<·emmtm-sponsored funds accounted for 83.5% of the 

ror:li size of the indusir;, whilst prince sector funds cono:ib,;red 16.5%, up from 14.8% as at end 

of 1997 (Figw:e 2). 

Tnt.:!.l number of funds stood at 89 in 1998; almost doubled from 47 fu_-,ds registered in 1994. 

~umber of private sector f...:nds ournumbetcd go~~ern.menr-spcnsored fu..nds u.-i± 77 against 12 

funds (Figure 3). 

Figure 2 
Total Net Asset Value of Funds As at 31 Detember 

• Private :;,::~Government-Sponsored 

199S 

19'37 

1995 

,. .. 
0 ,. 2Jl "" 40 so •• 10 

(RM' billlon) 

Soun:e: SeCLJri!:Jes Commission 
.. lndud~s mana:;ement comp;m!es approved but not y.et iaunchM any tun11 

Figure 3 
Total Number of Funds As at 31 December 

No. of 
Manag~m~nt Co.• 

32 

31 
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20 

89 
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Sa"rce: Upper Asia Ltd. and FMUTM 
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C:<::l...~""i' ikro..nr::-~';':i::.:. 

..... ..:-: .Jui1 Oc:-:. ... ~ :L~cr..:.l ~r~s-{.\:::-~ Ji'q} 

TYPES OF FUNDS 

For me pas; th::ee yea..'< ended 1998, me numb~r of funds that in>esred mainly in me stock 

m.'tt:ket fa= outso:ipped oilier types of funds such as Gtne::al Bond Funds :u:.d Money Ma::ker 

Funds. Ba.sed on Lipper Asi<l Ltd.'s fund cl.assi.fic:nion, he tot.'ll number of Growth & !:ocoee: 

F=ds top me list and stood at 32 or 36% of total number of priYate sc:cror funds in -J.,e ind:.:str; 

rFU:rurt: 41. In 1998 alone, eight new orivate secro! .Eu!:ds were !:lunched u..i.th tl-..!:tC ~cw- i,h-.;cf 
~ --.;:;:- ~ ...... . . 

Sya.:iah funds, t\1.-·o Babnce_d Income funds and one of Bahnced., Gro~Jr a:1d Sm.-ill Co~?<::'ly· 

Growm F=d each. 

Figure 4 
TotaJ Number of Prlvate 5ector Funds As at: 31 December 1996 - 1995 

.1996 

;;1997 

•1998 
•• 14 

u-

l:Z 31 l2 

--

BatanQid B.Jlilnc.d E~itr G'ener~~l GW!wtft Ctow"..ll &. l.Sianlle/ PICH\8f Sm;a9 Co. 

lll;:omot Ind-=x Bor.d L-u:oma ~~h M;rim GrGiolith 

Tr3dUno 

Scurce: Lipper Asia Ltd . 

Figure 5 
Total Net Asset Value af Private Funds As at 31 December 1996-1998 

{RM'mftlion) 
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Country R'1'ott·Mill3~i:l 
4th ki:t Oc:;,:ni:1 R~gi<m:1£ :-..l~ting (A;:Ol. 19~9) 

In cenns ofN".\ V, Growm & Income Fu~.ds accounc for a J:..rger fur:d size relative to oilier 

funds for me past chree ycaxs. Growth & Income Funds occupied 69.7%, 49.9% and 45.7% of 

NA V of the cow privace sector fund.; for year 1996, 1997 and 1998 respectively (Figure 5). 

The );,\ V of Growm FUllds has consiscem!y increased since 1996 and is account for 23.8% of 

pri>ate sector funds as at end of 1998, up from 19.3% in 1997. 

B. TRENDS CONCER.NING INTEfu'i'ATIONA.L ll'<'Y"ESTMENT FUNDS 

•\11 un.ic trust funds aut.l,orised and hunched in ::V!alaysia art allowed m invest in foreign 

securities; subject to the specific approval of Bank Ncgara Mal.o-;:sia (l3N"j\f) and other relevant 

arir:horiries. The proposed i.uvest:neo.t must ruso be approved by the Securiries Commission (SC). 

Wt"'..ilst there is no data available fo!: the incero:1ciona.l fl,.,ds by l..lni! rru:;t schcmc:s, it is belie"Ved 

thar mosr of the funds a:re hrgely invested in don1csric sc:cu.r:icies. 

C. LEGAL DEVELOPMENTS 

TI,c unit trust industry in Malaysia is primarily regtilited by r:he SC, pr'.ncip:illy via tht Sccurici~s. 

Commission (Unit Trust Scheme) Regul<trions 1996 and the Guidelines on Cnit Trust 

Funds(revised 1997). 

In 1998, several Pracricc Notes were issued. 'lbese include: 

~ Basis of computation of Annual.'.fanage::nem Fee and .:'.:lnual Trustee Fee; 

~ Eligibility of a management company; 

1>- Pa.."ticipation of ullit trust scheme in futures conttacrs; and 

._. Revised submission of monthly statistical and compliance re~s. 

On a broader regulatory front, policy saaoegy m revive and sc:stain economic growth as well" 

cfforl:$ broadly intended to restOre confidence i..c-:1 Malaysia capitii..l =uket and to facilitate capitii..l 

r:lliing h.we been initi:lttd by the SC and B;:..i:V[ Amongst others, u'le following auin iciriarives 

were taken: 
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,.. SC stepped up enforcement effom by a:nending The Securities Commis:cion Act 1993 (SCA) 

to include, imer a!i:1, a new section 39C on rhe com?ounding of offences under ±e SC\ to 

broaden rhe Commission's compoundable powers. 

,.. Re!e,.si.ng of Corporate Governance R~porr on 25 M:l.!:ch 1999 by rhe Fin:mcc Co~mh·..ce o:o. 

Corporate Gove..rnance. The .report provides a comprehc:nsi\·e action plan r.har covers the 

following three broad areas: 

1. Deve.lon ).:f..:thysia.n Code on Comora:::e Go;-ema.f!;:e ~hich ::;cts Ol:! a :.er of :>:incioles md 
I. I 4 - -

best pracrices for good governance; 

2. Formuhte efieC:rive enforcement mecb,nisrns th.:!i: involve re£0rming ofla ... vs, =e:gcl2.rion.s 
' 

=d rules ro sttengthen the reguhto"' framework foz uublic listed companies includi:I<> -; .1 - ~ 

enforcttlem of good corporate conduct; and 

3. Training and eclucacion ro e..\.tland the pool of persor~ suira.ble fo.r appoir:I:C.ent as 

company cfuecrors. 

,.. Reviewing the :1ppoinuneot of chief e.::ecu~e office::: in financial instirutions e"C"c:ry :wo 

years. 

,... Proposed separation of non-banking units from bo<>l-i-g units under a different holding 

company to mitigate the overdependence on rhe back!ng sector for st:ategic development of 

th~ financial system. 

These measures form part of government's keen effons tO gee Mahysh back to rhe mainstrearn 

by ensuring corporate credibility to imp:o:ove marker confidence. 

D. OTHER COMMHITS .Al'-11) OUTLOOK 

High smn~d of due diligecce, disclosure :md corponce govemar;ce pra6ces accompanied by 

other regubrory efforts :u:e evidences of-:vfalaysia's colleceve e.ffons w continue developing z.::o 

efficient, in.rl.ovative and competitive financi..U sy"tc:m. The unit trust and fu::d ~=em 

industry would serve to promote sarings and rr:obilise 5"0 ncing needs of ::he rc:U ccono::>y. 

Given rhe pivou.i role of rhe capital market :t.s the funding source of growth ;, ~ .:e:U economy, 

the pro!!lorion of the ut"..it trust :u1d fu:J.d t:c3.D.agemenr in.Cusn:y \l:Mich phys 3..!1 integral p:u1: !.:1 

the rr:atke: will cont:i!me to be supported by rhe gov·~,.,ent. 
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4c..l.: J\:;io. Oc:::;.nin Rc~onal ;>.fcc.::i•lg (.~.pn~ 1 'J'J'J) 

The FMliTM envisions ro develop the unit trust scheme as t:he preferred vehicle for savings :md 

rotiicmon~ The FMUTM also endeavors ro ::each t:he indusrry's goal of 40% =rket 

capir:al.isation by year 1020. 

In new of the above, FMCTM will concinue to seek oppormnities to funher improve t:he 

bcnc:5.ts co i.uvestors :and unit trusr. m.anagemenr companies u.:1der t..~e Employees P~ov-idcnt 

Fund (EPF) Members Investment Withdrawal Scheme t:hat -;;as introduced in November 1996. 

The scheme permits eligible EPF contributors below 55 ye:;.rs of age wit:h more than RM50,000 

under Account 1 (i.e:. 60 pe.rcenr of roral conrributions) to inv~sr 20~1o of the c:-:cess ac:c.ount in 

Account 1 in approved unit trust scheme> and a,er m:magemem compa:lies. As at October 

199 8, Ihere wert 34 appro~ed asset managemenr cor.:1paf'ies. 

F~J1cr ta.x incem:ives for rctircmc:nt savings schemes will continue to be proposed to rhe 

lvfir.isuy of Finance. These include: 

11- Tax relief for individual investors; 

..- To increase employers) contribution towards employees, .rerizemem: benefits and d.irtctl:y 

ch~nnd the additional contribuciono to wJt trust funds mc.naged by approved asset 

Irulllagemenr compa11ies; and 

,.. Tax exemption on income receiyed by the invesonenrs of t:he specially designed employees' 

ucir trust retirement schemes. 

As :l.ll.ttounced in the 1999 Budget, interest income from specified securities and deposits with 

licensed financial institutions is exempted from income ta:::{. This exempci.on came into effect 

from 1 January 1998. 

FM!I 
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E. DISTRIBUTION OF UNIT TRUSTS 

Ct.-.::_: ~-~-.u~ 
4th. ;\m. Occ;.~ R~o-g;ttn:.! M~ !-~~ !7.!9; 

The marketing md disrriburion of unit tr'..lsts :u<: generally conducted through the following 
ch=e!.s: .. Unit Trust Zvfanagement Company .. Financial !!lsrirurions .. Sales .-\gents .. Brokers / Dealer's represenurives 

\Vhile .finrulci.al insrirurions are the :nost frequcndy used ch2nnd industry wide~ mosr of rhe saks 
for priv"e sector funds are believed to be brought· i::l by ,~Jes :tgtnts. Sales agents are icc!.";i&~ 
"vho ru:e tied to unit trUSt manageme::t coopa.ny znd arc ocly illowed ro m-;rlrer and &s~-1::m~ 
the management company's unit tr..Jst schemes . 

Percen::agc: of sales volume registered by sales agents dropped nearly by hoF from 13% it: 1996 
to 7% it: 1997 :llld increase to 10% in 1998 (Figure 6). 

Rgure 6 
7ot..l Industry Gross Sales by Distribution Channels (1996- 1998) 

100°.-il 
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4th .~i~ Oc~-1 Rcgiofl..;l.} .\!cccing ~April, 1999) 

B)<'1fl has rec«trly pennittcd financial institutions to distdbute thitd pru:ryunit crusts. The 

federation is currcndy formuhting Guidelir.es co assist ac.d f.1cilimte rhe orderly devdopme:o.t of 

this channel. Upon implemenution of these Guidelines, financial institutions will be 2llowed to 

market and distribute multi unit crust schemes. :-.k~nwhile, use ofimer::oet for ma.rkccing :md 

disrribution unit T.lSt funds is prohibited. 

F. PE&'vliTTED STRUCTURES A.c'<"D TYPES OF Il'.'V'"ESTME1'iT FL'NDS 

a. In Malaysi:t, both open-ended funds and dosed-ended funds arc permitted. As at 31 

December 1998, there a.re 89 open-ended funds and five closed-ended 6~nds. TI1c 

categorisatio~ of open-ended funds is inustrated in Part.'.., type of funds. fow: closed-ended 

funds consist of listed property truSt$ and one equiry fund which was h=ched on 17 

Febroary 1997. 

b. Privarely-pbced invesnnent funds o.re permitted to be cst.o.b!ished. Meanwhile, fund of funds 

and domestic funds denominated in foreign currency are currently not permitted to be 

estllb!ished. 

c. F:\illT~\1 contin·~es co propose tO the SC for g.:e-oter freedom and r:ighrs to unit trusts in . 

defin.i.ng the identity and products. Efforts such as encounging geographical dkcr.;ificacion of 

products :md product benefits as well as funher reguhtiom reg-arding specialised funds e.g. 

furores funds, wru:rant funds and hedge funds, for lool and foreign dor..icile funds and 

invesc:n.ents, can be pursued in respon~e to maiket developmenrs in the world. 

G. SEU.lNG -~"lD 1\-!AR.KETING OF OFFSHORE Fl.'l'.'DS 

Selling and marketing of off;hore funds are cu..--,:cntly not pe:=itt~d.. 

FMB!i -
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H. RoLES OF SELF-REGULATORY ORGA-''-'ISATIONS (SRO) 

a. FML!T:>f envisions to b.:: :m SRO. As an SRO, Fl\Il.TT:\1 will r."\ke "Je:>d tole in; 

,.. Und<:rtaking public awa.teness campaign through ,•orious inveswr edue:>rion programmes; 

,.. Initiating and developing career path and professional education needs for 6ose dealing in 

unit llUSts; 

,.. Regulating :md licensing the various disrribution cb.=e!s in the marketing :md 

distribution of unit o:usrs; 

,.. Implementing compliance and disciplic.'ll)' procedtttes; 

,.. Serv'.ng "" a >trong and resourc<:fullobby group for the industry; and 

,.. Make availible to th~ members and the investing public the most complete and updated 

:resource centre for the industry. 

b. FM:t. "TM continues to pursue irs prirr!a..'Y objecri.,.es to enhance professional sundards and 

inulgc of the ucir trust industry, with =pbsis in the following four comr-onents: 

,.. To improve the regulatozy, fisco.l and leg:>! ecvi::orunent for unit =sts; 

,.. To fonnuhre sound and ethical business ptacrices to promore the interesc in unit trust 

industry; 

,.. To provide info=:.tion, assistance znd othe:: S<:_-.-ices to members; and 

"" To promote public awareness of the benefits and risks of in"<""esting in unit ::usrs. 

I. LV!PAcr Of THE FINANCL<\.1. CRISIS 

The Asian financ'.:ll crisis fully impacted the Malay~
 economy in ! 998. The =.ce..-uin 

economic environmem roge::her with the batte:ed stock matker c::adc it entemely difficult to 

a=ct people co invest their money in unit t..'1lst funds. V slues and prices of most funds were :lt 

thcix lows but invesro: confidence was e<"enlower. 

Despite the :G.ct that sales was slow :!!!d :edemprion high for the whole icdustty, medium to long 

re= outlook for unit truSt funds retn!lined enco"-""g.ng. The f.l.=e prospeas for =it rr.m 

funds in Malaysia >re a:emendous :tS :he industty i; at the growth sr."lgc. 
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Total Net Asset Value of Funds vs KLSE Market Cap. 
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Other Dr~'?el(lQments 
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• Standardised accounting and financial reporting of 

unit trusts 
- A Draft Statement of Principles entitled "Accounting and Reporting by 

Unit Trusts" was issued by Malaysian Accounting Standard Board. 

• Interest income exempted from tax 

- Interest income from specified securities and deposits with licensed 

financial institutions is exempted from income tax. Effective from 1 

January 1998. 

• Introduction of Employees Provident Fund (EPF) 

Members' Investment Withdrawal Scheme in 

November 1996. 

• Third party distrib'ution by Financial Institutions. 

FEDEt~A:iioN oF MAI"A::YsiA:NUNIT i'Rus'r MAN.AGERs 
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ttl Practice Notes -Guidelines on Unit Trust Funds were 
issued in 1998: 

- Practice Note 1: Basis of computation of Annual Management 
Fee and Annual Trustee Fee. 

- Practice Note 2: Eligibility of a management company. 

- Practice Note 3: Participation of unit trust scheme in futures 
contracts. 

- Practice Note 4: Submission of monthly statistical and 
compliance retur!')s (Revisions). 

FEDERATION OF MALAYSIAN UNIT TRUST MANAGEitS .. 
" ....... 1"'i'ir.r.. .. , .. _ .. 
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• Guidelines for application for licences for futures 
fund managers, futures fund manager 
representatives and registration of compliance 

~ officers under the Futures Industry Act, 1993. 
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® SC regulates all matters relating to unit trust 
schemes. 

0 SC has issued the Securities Commission (Unit Trust 
Scheme) Regulations 1996. 
- Approval of Management company and trustee 
- Prospectus 
- Trust Deed 
- Advertisements and Promotional Materials 
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fl;) SC also administers the Guidelines on Unit Trust 
Funds (revised 1997) 
- Submissions to the SC 
- Management company 
- Trustee 
-
-

Investment Committee and Syariah Committee 
Compliance and internal audit 

- Fees and expenses 
- Objectives and size of scheme 
- Investment powers and restrictions 
- Pricing and dealing· 
- Reporting and auqit 
- Other operational matters 
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Distribtll](;n of Unit Trus~ in Malaysia 
f =z S'TF -nzmz tt?Ftr!!"'!Z'"S'l '3 

Total Industry Gross Sales by Distribution Channels 
(1996 - 1998) 

(RM' million) 
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Distribution of Uni't:uTr:usts in ~~la)!.~i~ (~Qptd_\_) 

• Selling and marketing of offshore funds are not permitted currently. 

• Use of Internet for marketing and distribution unit trust funds is prohibited. 
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Roles of f~~\JTM as SRO 
EI!IIP'GIIGAIIIPWT?I'S A FJII!InMJriMI.._.,Nf'RWiiU '$1Mf FJQFl 1 

• As a SRO, FMUTM will take the lead role in: 
Undertaking public awareness campaigns through various investor 
education programmes. 

- Initiating and developing career path and professional 
education needs for those dealing in unit trusts. 

- Regulating and licensing the various distribution channels in the 
marketing and distribution of unit trusts. 

- Implementing compliance and disciplinary procedures. 

- Being a strong and resourceful lobby group for the industry. 

- Offering itself as the most complete and updated resource centre for 
the industry. 

FEIW.RJ\TIQ]\j OF MALAYSIAJ\.(lJr_;ii:i:''fRUST MANAGERS 
. · . . . ..... . - ......... FM~ ------· 
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• FMUTM will build an independent, strong and 
effective self-regulated organization. 

• FMUTM to be fully staffed with skilled, 
knowledgeable personnel and technologically 
equipped Secretariat. 

• FMUTM to be a value-led organization . 
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SINGAPORE'S SECURITIES INDUSTRY REPORT 

(EXCERPT) 

Unit Trusts and Funds 

Unit trusts and funds are similar to mutual funds ir. the UniteC States. ~'1e!r :mpcr:ance has 

grown over the last decade as their inc:-easing variecy has attracec a growing number of focal 

investors. par.ic:.;larlv risk·averse small investors. Unit tr..:sts anc funCs are recuiatec under the 

Singapore Ccmpanies Ac: by the Ministry of Finance's Regisvy of Ccr.1panies-ar:C 

Bus;nesses. Trus~ees are sc:-eeneC and approveC by t'":e Minister i..ir.ce: ~'"te Cc~panies P..c~. 

As of the end of 1997, there were 161 local and foreign financ:aJ ir.stitt.:tions :n Singapore 

offering 10i unit trusts and managing a total of SS125 biilion in iccal anC foreign fur.Cs. nearty 

coubie the value in 1994. Fifty of the unit trustS were managed ~y foreign firms. Tnis srrong 

growth was attributable primarily to func management companies transfemng tunes invested 

in Asian man<ets previously managed by their offices in the region to Singapore fer . 
management Over 90 percent of the funds managed from Singapore were sourceC cc foreign 

investors. including about 50 percent from Europe and the United States. Neariy_ 7 u percent <Jf 

these funds were invested in equities, with about 10 percent of the toiel ir.vestE ;h Singa,'.lre. 

In 1998. as part of its broad financial sec:or liberalization efforts. the gcvemme ·.;;.-noun< ed 

that it wiil allocate SS35 billion (up from S$10 billion) in public sec:cr tunes tc Si,-,gapvre-'Jasec 

private fund managers over the next three years. 

U.S.-based mutual fund companies may marke~ ~1e!r funds !o Sir.~a9cre rasiCems. prcviCeC 

the necessary prospectuses are registered wit". ~e Singaoore R.eg!srrar of Ccrn~ar.ies. ~""!ere 

are also no barriers to foreign-owned financ:al ins·Otutions offering Singapcre-::Jasec ur.it tr..:s:s 

and tunes. 

Tnere are c:.:rrentfy nine U.S. asset management companies operating :n Singaccre. 
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INVESTMENT MANAGEMENT ASSOCIATION Or SINGA?OR= 

MISSiON SIA7::MEN7 

As a representative body 1;f :nves::7:ent ::-:ana;ers. ~o . 
soeamead the deve!c:~me:-:: ar:c: g~.:t"': =f !::!: ;nc:.!s::--~· :r: 

~inga_:o:: by .~J?.Ste~n; _nig~.:~~_:::~~_?.:.=.:--o.~.:~:~:::;-: 
amon ... s~ ..,;a~UC:"l ... r5 .::n ....... :::.:u• ·~ ;:u.:-11 ... .::\"c• .... , __ ;:;, ..... 

anC: interest in. the inC:.:stry . 

HISTORY 
Tne Investment Management Association of Singacore( .. IMAS} was registereC 2s a s::::ie!).• ir. 
Singacore on 22 Seotember 1997. The idea of an investment bcdy was firs: :r:::cteC: ir. Ncve:7'::0er 
1995 by Finance Minister Richard Hu. 

Jne founder members of !MAS were Tne Development Bank of Singacore L!C. Ke:::>ei BanK cf 
Singacore Ltd, Nomura Asset Management Singapore L!d, Ove!"Sea~hinese 3ar:King C~~c:cti::!"l 
Ltd, Overseas Union Sank Ltd, Prudential Portfoiio Managers Singapore L!C. Tat !..e-2 Sank!....:·:::. 
Unitea Oversaas Bank Ltd. Steck Exc.'"l:ange of Singapore. Singapore Scc!ety cf F:r.ar.::::aJ Anaiys:s 
("SSFA"). 

I MAS plans to address issues such as establishment of a code of best pradce and s:anCarcs for 
the industry and training programmes. Longer term. I MAS could bec:Jme a t:::mm for :ne:.iO-e:s :c 
disC'Jss issues of common interest and for the association to represent the inCuscy tc tne 
government as wefl as to the external environment 

OBJECTIVES 
Tne main objectives of !MAS are as follows: 

i. 

ii. 

iii. 

iv. 

v. 

vi. 

To promote professionalism and exemplary practice among members in t~eir :::nduc! of the 
investment management business. 
To provide a forum for members to discuss issues or matte:-s refatinc to the invesU71e!lt 
management industry. -
To represent members collec!iveiy in disC'..:ssions with. or assis: any merr:ber tc r:-.ake any 
representation cr recommendation to, any government. govemmem reoresen:anve. 
supervisory authority . whether local or foreign, whic.""' are concern~ wit."'! t."'le i:west.";l9!1t 
management industry. 
Ia promote the education of the investing public on investr:"!en:s ge!'lerally ar.d !he 
investment management industry. 
To improve professionalism and standards of resear=!"l: anC fund :;.ar.aaeme:1t ex::e;-tise tn 
Sincaoore. - · 
To Promote the investment and fund management induStl"'f. 

Chairman 
ivi..::._!\LA.GEME:NT 

Treasurer 
Dennis Lim :::iz:=beth Sam 

Overses-C!1inese =:ankin; Ccr;:oration Ud 

Deputy Chairman 
Ronnre Teo 
Des .Asset Management ~~= 

Committee Members 
Gcn Mui !-:or.c 
OUE! Asse! Mar.a;ement L::::! 

Alan Lim 
?:--..:dem:al ?or.foiio Mar.a;ers Sin;acore Ltd 

E.x-Officio membe:-s 
Lim C!"lcc ?e!'lo 
Stoci< ~chanie ~f Singapore 

Tempietcn Asset Mar.age!7lent :.::: 

Secretarj 
rv1atthew Dobbs 
Sc:'ircder lnvesrr;le!'lt Ma:-:a;e;.;e!"!:~s:~;a==:e-~ ;....:= 

L:so Ticr:c Seng 
ST r:.~ncS Manage:.:em {Sj L:d 

Jcseoh 3onrer 
JP Morgan Jr:ves~em Mana;emer:: L~:::! 

George Teo 
Singapore Sc=:e!'f ':Jf ~ir.a:1=:a: AnalysiS 
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Jher= are 2 :::asses of :7lem.oership : 

R.eouiar Members 
?eF'"sons who are eiigibie to oe Re;ular Members are :-

• Any :::J:-npany whether in;:orporated in Sin;apore or no~ whic:-: holds a deale:-'s ii::ence 
under the Securities Industry Ac! 

• Any company inco~orateC in Singapore which holds a iicence issued by the Monetary 
Authoriry of Singapore under the Banking Act 

• Anv merchant bank that is acoroved as a financial institution under Section 28 of the 
MOnetary Authority of SingaPOre Act 

• Any investment and/or func' management company whether incorporated in Singapore 
or not which holds an investment adviser's iicence under the Securities Industry Act 

•. Any invesm1ent and/or fund management company resident in Singapore which falls 
within Regulation 41 (l)(e) of the Securities Industry Regulations 

• Any investment and/or fund management c::lmpany whether incorporated in Singapore 
or not which is aooroved under Section 43A of the Income Tax Act, Chaoter 134 of 
Singapore as an.Approved Fund Manager · 

• Regular Members are eligible for representation on the Committee and may receive 
notices of, attend, vote and participate in discussions at General Meetings. 

Affiliate Members 
Persons who are eligible to be Affiliate Members are:-

• Members of Singapore Society of Financial Analysts ("SSFA") 
• Persons who are at least 21 years of age, of whom the Committee has no reason to 

believe is not of good character or reputation or is engaged in any business or 
occupation which, in the opinion of the Committee, derogates from the integrity of the 
investment and fund management industry and IMAS, anc who is either gainfully 
empioyed in the investment and fund management indL:stry or who holds a deaiers' 
ficence under the Sec:.Jrities Industry Act 

Affiliate Members may receive noti::es of and attend General Meetings. 
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MEMBERS 

.3 .. AJ3 Gove:: (Asia) Ltd 

4 .. A.IDEC M~agement Compa.'ly Pte Ltd 

5 .. ~berdeen .A.sset ivfa..TJage:ne:n. 

6 .. .:\Jiiance Cz'!:!itai Man2Qeme:l! (5) Ltd 

7 ... ~ ..... r:Je!"cic.n Express P.~set Ma.~:age:nent Ltd 

8. BBL ..A.ssei Manageme:J.t (S) Pte Ltd 

9. B:Nl' Pr'~>ne Peregrine (Singapore) Ltd 

10. BT Funds Manageme:1t (S) Ltd 

11. Barclays Private Bank Asia Ltd 

12. Capital International Research & Managemem Inc 

13. Citicorp Investment Ba.."lk (S) Ltd 

14. Cla..--iden . .!>c.sset Manageme:1t (S) Pte Ltd 

IS. Comme:-ical Union Inves:.-:1ent Manage:::)e:l! (S) Ltd 

I6. Comme:-zbank .-".sset Manageme:J.t Asia Ltd 

I 7. Copt.l:!orne Intemational Invesrme:J.t Ltd 

I 8. Daiwa !nte:-national Caoital M•r:a~e::1e:1t ($)Ltd 

:!0. DB Ft:nC Y!211age:ne:u Ltd 

21. D3S . .;sset Yfana!!e:ne:-n i td 

:2. Develoorne:u B~-J( of Sin£~:;Jore !...td - - -
~~ D . • . 
..:..~. ~ resone:- Asset 2V!~age:ne:n L to 
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25. Fischer Francis Trees 8:. \Vans (S) Pte Ltd 

26. GK Goh Research Pte Ltd 

27. Goldruan Sachs (S) Pte 

28. Grar1d Pacific Capital Mar1agement Pte Ltd 

29. Henderson Investors Singapore Ltd 

30. HSBC Asset Management Singapore Ltd 

31. Indocam Singapore Ltd 

32. Indosuez W.I. Carr Securities (S) Pte Ltd 

33. Jardine Fleming Investment Management(S)Ltd 

34. JP Morgan Investment Management 

35. Kennel Bank of Sin!!anore Ltd 

36. Keppel Inve=ent Management Ltd 

37. Lehman Brothers Inc. 

38. Lloyds Merchant Bank Asia Ltd 

39. Mercury Asset Management Pte Ltd 

40. Merrill Lynch International Bank Ltd 

41. Morgan Grenfell (Asia) Pte Ltd 

42. Mor!!an Stanlev Dean Witter Inve=ent Mana!!e:nent - ' -
43. Mu.-ray Johnstone (Asia) Pte Ltd 

~ ~. Newton Management (.-".sia) Pte Ltd 

45. Next Centu:y Capital Pte Ltd 

46. Nicholas-.L>_pplegate Capital Management Asia 

47. Nikko Global Asset Management (S) Ltd 

~8. Nomura Asse! ?vfz.nager:Je:J.t Singapore Limited 

49. OCBC ."'..sset Management Ltd 

50. Overse2-Chinese Banking Comorntion Ltd ·- -------· -··· ···.---- --··-- -·--- .. ···-·. ··------
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52. OCB .~ .. sser ?vlanage~e::: Ltd 

53. Paribas .A .. sse~ Manage:nern .A~sia !..td 

55. Phillip Se:::u.."'"ities Resear:::h Pte Ltd 

56. ?ictet Asia Pte Ltd 

57. PoinrWord1 Ma.'lagement Pte Ltd 

58. Prudential-Pomolio Manage:-s Singapore Ltd 

59. Prudemiai-Bache Securities Asia Pacific L:d 

60. Rabobank Asia Limited 

6!. Rashid Hussain-Cathay Research Pte Ltd 

62. Rosenberg Nomura A.sset Management A.sia Ltd 

63 _ Rothschild .L>,sset Management (S) Ltd 

64. Sarnsung .!•.sset Management (S)Pte Ltd 

65. Schrode: Investment Management (Singapore) Ltd 

66. SGY Asset Management (S) Limited 

67. Singapore Consortium Investment Management Ltd 

68. Sir.gapore Society ofFinancial.A..naiysts c/o JM Sassoor: & Co (?:e} 

Ltd 

69. Sirrrraoore Unit Trusts Ltd 

70. Societe Ge:~e:ate Asset Mana2e:nent (Asia) Pte L;:d 

7I. SPH .-i.sse~ Manage::1enr Ltd 

T2. S ~a.-,C.ard Cha1·1:ered 3ank 

75. Tar L-ee 3a.:.k Limited 
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76. Tat Lee .-\sse: Ma.Jagement Ltd 

77. TDF Iv1anagement Pte Ltd 

78. T~::m!~ton ."-.ssec ?v!anaf!~ment Ltd 

79. Tokyo-?v!irsubishi International (S) Ltd 

80. United Overseas Bank Ltd 

81. UOB '"-sse: Mana!Zem~rn Limited 

&2. Vertex Ma;::agement (II) Pte Ltd 

83. Vicke:-s Ballas Investme:u Research Pte Ltd 

84. Wellington Imernational Management Co Pte Ltd 
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!MAS- Terms of Reference Standards & Practice 

,-..-;-A .• ,J~···p,-,S? C~··-r-...-:,....,., 

.:::. ......... : · '_)_-,, ·.:.....~ (.t. .. -.,-,._, I 11- c 
Upon approval by the Main Committee, the Sub~Committee shall draft guidelines ~e:a~::-:9 :o 

the following: 

1) 

2) 

Cede of Ethics 

Standards of Professional Conduct which would fnc!ude the follcwir.;: Def:::~~;c;-; cf 

Investment Managers 

Conduc~ of Business 

• Professional Standards 
• lntegriiy 
• Disciplinary Proceedings 
• Promotion and Representation 

• Financial Resources 

Client Relations 

• General 
• Performance Measurement and Reporting 

Third Party Relations 

• Re!ationship with relevant bodies e.g regulators, trustee cor.1;;an!es e!:. 

Conduct of Investment 

• Dealing with Third Parties 

• Gearing 
• Deaiing Guidelines 
• Derivatives Dealing 

Compliance 

• Relevant Legislation 
• Agreements and Mandates 
• Personal Trading 
• Insider Trading 
• Segregation of Business Activities 

• Compliance Issues and Monitoring 

3) Draft additional guidelines as required for the furtherance of the investt:-:em 

management industry in Singapore 

THERE are about 116 unit trusts available in Singapore and the number is growing. 

With further financialliberalisation. more funds are exoeo:ed to be launc~ed in the months 

ahead. . 

As it stands, 23 of the 116 funds available here are global equity fur:cs. 42 are regional 

funds and 34 are single country funds. 

There are also 12 bond funds, three balanced funds and two geld funcs . 
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COUNTRY REPORT 
TAIWAN, ROC 

December 31, 1998 

Securities investment Trust & Consulting Association RO.C. 

1. Statistical situation and trends 

A. Overall: 

Total net assets of investment funds (Divided to the different type of 

funds): 
(US million - as at the end ot) 

Taiwan-issued Mutual Dec-93 Dec-94 Dec-95 Dec-96 Dec-97 Dec-98 

funds 

Close-end equity $4,013 $4,718 $2.915 $4,368 $3.227 Sl,90l 

Open-end equity $355 $1,761 $1,675 $1,775 $4,378 $5,148 

Offshore Country $1,552 $2,154 $1,929 $2,719 $1,494 S937 
' 

I 

International-equity $37 $36 $294 $395 'S926 ISL272 
I 
.· 

Open-end Balance $634 $163 /Sll3 $100 5154 :Sl38 

I . I I 
' 

Open-end Bond $438 '$683 $2.184 l$8.568 $6,817 1$13.685 

' 
! 

International-bond so so S!4 i$3 S69 1$!9 
' 

I 

Total $7,029 S9,5i5 S9.124 ·sl7.928 $17.065 IS23.i00 

I 

In 1998, the total number of funds had increased to 44, and the fund 

size increased over sixty hundred million US dollars as well. 
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Compared to 1997, the total asset value on December 1998 increased 
about 35.36%. 

B. Sector analysis 

a. Stock funds 

Closed-end equity 

According to the Regulation of the Securities Investment Trust, the 
fund has to open and accept the customer's redemption when the 
market price diminished than ninety percent of its actual price for 
the closed-end equity. Therefore, the closed-end equity has the 
pressure of redemption from their customers, and the fund size will 
be diminished. 

In 1998, the number of closed-end equity funds has decreased from 
21 to 17, and the fund size decreased 41.09% at the same time. 

Open-end equity 

This type of fund had a 17.59% growth in 1998. In despite of the 
transfer of closed-end equity to the open-end equity, there are 32 
new funds that have participated in this market. 

b. Offshore country fund 

The size of offshore country funds invested in the Taiwan market 
has decreased 26.24%. The whole Asia pessimistic economic 
situation caused the QFII to lose confidence and draw out their 
money from Taiwan. 

c. Bond fund 

Open bond 

The asset size of open bond funds had a double growth this year. 
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Because of the stock market was not appearing well in this year; the 

return rate of the stock market was lower than the bond fund market. 

Therefore, the bond fund attracted the money follow and had 

wonderful score. 

International bond 

The asset of international bond fund had a 72.46% decline in this year. 

The crucial reason of the decline was the performance. Due to the 

good performance of the domestic open bond fund, the capital flow 

into the domestic open bond fund or other investing products instead 

of the international bond fund. 

d. Balance fund 

The balance fund has dropped 10.39% for the past year. 

2. distribution channels 

SITCA has thirty-two SITE members, which have been approved· by 

SFC to do the fund management business. As we know, some banks. 

and security companies will cooperate to establish the investment trust 

company. We are glad to see that the fund industry has developed 

prosperously and successfully. 

Generally, all funds are sold primarily through the fund management 

companies. Up to now, most of the transactions had traded in the 

banks or their branches, which play major roles in the sale of domestic 

funds. In these years, it is more important for using the channel of 

bank to distribute funds because some of investment trust companies 

have initiated positive project to carry out the saving plan. This 

project is to transfer fixed money through personal account monthly. 

3. Trends concerning international investment funds 

The funds, which launch within the country in order to invest 

international, had been developed to be a segment of the market. 
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There were four new funds on the market in 1998, which made the 
total number of funds to 21. The asset size of the international-equity 
fund had an increasing rate of 37.37%. Although the asset still can not 
compare with that of the domestic stock funds, this data shows a 
steady growth in every year. 

Due to the impact by the Asia economic crisis, the investors prefer to 
hold foreign currencies instead of Taiwan currency for minimizing the 
pressure of the currency depreciation. In addition to above reason, the 
international step of the fund management companies in Taiwan is in 
process, so we could see the international fund would be issued more 
and more in the future. 

4. Legislative and Regulatory Development 

The securities and funds industry in Taiwan has been strong 
administrated by SFC under the Law of Securities Transaction and 
the Regulation of Securities Investment Trust. Following regulations· 
and law were under legislative reformation and amendment. 

B. Although, the SFC already removed the ceiling of the annual turnover 
rate on stock-type funds, but the top three high turnover funds still be 
required to disclose the reasons for the sake of investor's protection 
recently. 

C. Under the amendment, the Law of Securities Transaction will request 
all securities investment trust companies to be the members of their 
association (now is the SITCA). 

D. The most important thing that will strongly influence the investment 
trust management industry and the securities investment market in 
Taiwan is the legalizing of the discretionary investment business. 

E. The SITCA will be authorized by the SFC under the amended 
Regulation of Securities Investment Trust to review the initiate 

245 

/ 

······································································································································································ -z..2.'l .... -................ . 



... 

... 

... 

.. 

application for the discretionary investment business . 

5. Tax regulations 

The Tax integration system of Taiwan has been enforced on January 1, 

1998. This new regulation combines the personal income tax and the 

business income tax in order to the fair-taxed. To fulfill the 

requirement, the company has to set up an independent account for 

assigning the dividend. The investors will not be double taxed under 

this new regulation. 

6~ Other comments and outlook 

A. SITCA, the association of whole country has been established on 

October 8, 1998 instead of SITTA, the association of Taipei City, in 

order to accept the management which is authorized by the SFC and 

to carry the self-regulatory affairs in this industry. 

B. In recent years, the investment funds become more acceptable by 

investors in Taiwan, which was showed the sLxth place of the most 

popular products by a famous magazine. 

C. The discretionary investment business will be authorized to 

securities investment trust and advisory industry only, therefore, the 

domestic bank is preparing to establish securities investment trust 

or advisory company in order to devote into this market. There are 

five new investment trust companies and many advisory companies 

have been set up last year. It is foreseeable that the securities 

investment trusts market in Taiwan will develop more prosperously 

in the near future . 

246 



---·-----

... 

... 

... 

.I 

The 4rh Oceania Regional Meeting 
April28-30, 1999 

AGENDA TOPICS 

I. Distribution channels of investment funds in Taiwan 

a.'~_?! chaP.nc]s liTe pennitte~for di~tri~~-ting U1Vestme~ fu~d.s? 

There is no specific regulation about distributing channel for investr:ie::lt funds; 

mutual fund companies regularly adopt the fotlowing channels: 

~.Securities company: The securities market investors take almost 25%, of the 

population in Taiwar1, and they also tr::ar mutual fund as the important 

investment instrument, therefore, seco.1ritics ccr.;panies are p=irr~ fer 

distributing investment funds. 

2.Bank: Investors may purchase funds through the ba."'lk counters by 

themselves or by the assistance of the investment consu!tarr..s . 

3.Direct marketing: Funds are sold through the mail, by tele;Jhcne, or at office 

. ·: locations of fund companies. Sometimes, fund compantes otTe-: to 

investors with lowe~ sales charge or no charge . 

. : . 

b. -~~~-<:hanne!0) ar_e mo~frequ~-g.tly_~~d? 

. ~Generally, all funds are sold primariiy through the fund managernem 

·companies. The most of the transactions had traded in the bank.-; or their 

. oran~hes, which play major roles in the sale of domestic funds. 

··,.' 

. ~_. Recen~~reJ]£...('Yhic~ disttj!:lutio~~han~els h_~ve assumed_an incr~ing_ s~are; 

:()r_ -~~y_pe_w_9i~trib~tion c.:hann~ 

In these years, it is more important for using the channel of bank to dis .. :bute 

funds because some of investment trust companies have initiated positive 

project to carry out the saving plan. This proje:::t is to tra.1.sfer fixed money 

through personal account monthly. 

d. Cse ofintcmet in the distribution of funds 
····-·-·· --

SFC accepts ir:te:nct zs one of rhe distributio;: channe:s fo; mur.1al funds. 

However. it requires the approval for individt:.al company by SFC to use 

Internet as a distribution channel. 

e. Problems of investor orotec.:tion arisin!! from the diversification of distribution 
-·· ·--- ·-· --· ·- -· -- --- .. ·- ... ---

channe!s 
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Pursuant to the "Computer Processed Personal Data Protection Law" in J 995 : 

'~ all of the companie; have the duty to prevent their customer's data or privacy from divuLging to unrelated persons in order to avoid claims. According to the law, the companies related to securities are required to propose a plan iool 'concerning the protection of customer's personal data. We can find that investment fund companies take more cautious steps to keep personal data while distributing mun1al funds as the result. "" 

U. Cross-border co-operation on controls of intermediaries ' ~ 
~ 

· ·· At· present, Taiwan funds are sold primarily through the fund management companies. ·The ;ituation of cross-border co-operation on controls of looi intermediaries was seldom happened in Taiwan. . . ~ 
': 

Tll. 'Permitted structures and types of investment funds 

. a. What structures of investment funds are _E_ermitted? .-···· ···--- .. ·• ---- . ·- . -- . ·--· .... ----
• .. ·· i.Ciose-end equity 
. · 2;dpen-end equity 
· tdffshore Countrv ·.: I . -

4.lntemational-equity 
. 5.0pen-end Balance 

.. ~.Qpen-end Bond 
·. 7.1ntemational-bond 

' ' • ! • I 

b. :'\~~riV?-telv-pJa':::d in':'estmen._£_ fund~.L.fun9_ of ~.mds and domestic funds · denominated in foreign currencv 2ermitted to be established? ... ·.---·-. --·-- __ .... ··--· ; __ -·· ··--·· ··-·· ·-·-· ---· 

·Those funds are still not pe:mitted in Taiwan yet. 

c. ''Wl?,at _roles do/can i~vesrm.~t fu_nd associations P!.ay i~tr(j_duci~ new · ·strucrur_~s_ and ~cs Qf. investmen_t funds2 

SITCA will gather, study and analyze pertinent laws and regulations at horne and' abroad related to new type of investment fund first, than negotiate with ... SFC in order to get rhe realization and perrni;sion to establish this new t\md. 

TV. Seiling and marketing offshore funds 

a. What are the rules and re!rulations in the respective countries on this'! ---·- ---- -- ·-·· ·""-·--· ···--· -·· ---· ...... -· --· --·· 
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' :Jn accordance with the Rules for Administration of Securities Investment 

Trust and Consulting Enterprise promulgated by SFC in Taiwan: 

. ;. : 

'1. Offshore funds (foreign funds) are not permitted to offer publicly their 

; shares in Taiwan. 

2. Offshore funds also can not be marketed and sold in Taiw:m throu!!h SITE 

: :or SICE. 
: -

;. ~- Jt is very clear and strong policy that the offshore funds will not be 

· · · marketed and sold in Taiwan, and there are no si!!?ls that t.'le SFC will 

' change this situation in the near future. -

· it Offshore funds can only be consulted by SITE as long :as they receive 

; ; • SFC's approval . 
. i .. 

. ; ho'wever, if investor would like to invest offshore funds direCTly, they can buy 

it throug.t, the "non-discretionary trust account" of bank '.l.ithin the amount of 

5 Tn.illion US Dollars according to the regulation of the Central Bank of China. 

·.: 

. Ci , 
b-. Statistics: number and assets of offshore funds 

'"(~sat th~ .. enciof i99&) - ·· ·-·· 
.. ·:.: ,: 
· . Be~ause offshore funds can not be marketed and sold in Taiv.ian tbrough SITE 

·. dr SICE, it is impossible to figure out the total assets of offshofe fund through 

. <the· "non-discretionary trust account" of bank. In other side, SFC has 

. : .lipproved 438 offshore funds that SlCE can render services of consulting and 

i aaV.ise. 

V. R'oles of investment funds associations in the Region 
~ : ; ' • • 

1 

.. ' .. 
· slTC-~ has been formed instead of SITTA in October 8, 1998. Tne members 

are' made up by officially licensed govt:mment and private organizations, which 

are: e~gaging in securities trust and consulting business from the whole country. 

AS 'of April in 1999, our current membership includes 33 securities i.·westment 

truSt and l44 securities investment consulting :fums. 

i ~~le oft~e respe~rtvc ~sociations:-_SRq.':?· no.!
l-S~Q. etc. 

SRO - SITCA is a sclf-re!!Ulatory organization, the moso: imuortant function 

• is to enhance the notion of self-regulation among memoe:- firms, to take the 

initiative to ·set up a sound internai control system for t.'le purpose of earning 

. !:lie ·rrusr of the investor and acquire broader business developme:t. We 

believe its implementation will boost the positive image of the indusny and 

better protect the investor interest. 
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· ~- ffo~ ea~!:_ipvesE!Ue~ fun~'!SSO.~jatioB_is ~_9ntributi!:!S or should contribute to · the establishment, management, and distribution ·of investmentfunds~ · -· ·-· . :-~·· --~-··. ·--· ---· ·- -··. ··-· . --- ·-··· . -·. ·-. ·-· .. --
S~TCA plays the following roles to reach the common interest goal: 

' :I.R.olc of the respective associations- SRO. 
' Tne real momentum to establishing a good image for the entire industry lies in "selt:regulation". Tnerefore, the association and our SITE members have 

:. ·I 

' a spontaneous awareness of the importance and positive impact of selfregulation that prompts them to take the initiative to set up a sound internal contTol and internal auditing system. Only by winning the trust of the investors can we acquire broader room for development. 
z·.Role of the show window of the entire industries ·. !· 

Our current member includes two industries: securities investment trust and ' .: ·securities investment consulting firms. All information from our SITE .. ·members will he gathered in the Association. Therefore, the Association is the show window of the entire industries. During the window, you can have a, fully understanding about the both industries in Taiwan. · 
.' 3.Role of the bridge between government, society and our members. t i I 

· · · · ' "Facilitating economic progress, assisting members to overcome operating : difficulties and enhancing members' common interests'' are our setting · ' ' purposes. Therefore, how to coordinate with government's policies and : .. provide more information and inquiry services to the members and the · : general public has become an important role to Association. 
· : 4.Rbie of the promoter to push the progressing of the industries. 

· • We always focus our business on breaking down information and technical ·· · barriers, strengthening international exchange, bringing in professional · · · know-how, assisting members in business development and breaking new 1 ground that keeps in line with the market trend. The Association, playing · the role of the promoter to push the progressing of the industries. 1s . ·: lll!ldo ubred. 

... 

... 

.... 

· :5.Role of provider to offer the professional training to the industries. i.ol 
·.·We also hold more training classes and seminars to help the businesses r i cultivate more prof~ssionals. Only by professional training can we win the 1..; trust of the investors and acquire broader room for development. 

SITCA provides the following services to assist the establishment, management and distribution of investment funds: 

LCarrybg our survey, statistics collection, research and development on membe:s' business activities. 
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2.Breaking down information and technical barriers, strenw.henina 

international exch::.."lge, bring in professional know-how in order to assis~ 

members in business developmenL 

'J.Carrying out research and providing recornmendations to the government 

· · regarding economic policies, securities related l:!ws a11d commercial laws 

and assisting in the implementation of such laws. 

4.Hclping to mediatt: disputes among members. 

5.Providing training a..'"ld seminars to the industry. 

· · 6.Acting on behalf of members to apply for altt:ration and renewal of 

. c · re!ristration . 
. 7.Pr;tecting and securing members' legal rights and interests . 

. ' 

VI: Impact of the financial crisis on the fund management indnstry 

L • 
The Asia economic crisis did not to hurt the Taiwan fhnd industry seriously; 

~e total assets stiil ;:rew in 1998. The government tried their best to 

~tabilize the financial market during the crisis. SFC also took the poltcy to 

. speed up the approval or new securities investment trust enterprises (SlTEs) 

· imd' new funds in order to attract more money into sec-..rrities market and 

· 'minimize the impact. Up to the present, Taiwan's currency (New Taiwan 

·-• dollar) to US dollars has slightly appreciated 1.06% and stock index has 

· · dropped 14.11%, however, the asset size of open bond funds had double 

· grow..h last year. 

' Due to the impact by the Asia economic crisis, the investors prefer to hold 

· foreign c-urrencies instead of Taiwan currency for minimizing the pressoJre of 

. ' the currency depreciation. 

· The' Asia economic crisis seems to have effected Taiwan within limits. The 

government and people are very cautious toward the crisis and related 

.·'matters. 

vn': Rc~iprocity among fund regulatory commissions 

rsee the attachment paper) 

vm::Development of the pension systems 

1i1e'pension system jusr starts to discuss in Taiwa..-1. 

Ther~ are rwo retirements funds existed in Taiwan UJ: ro now. One is the 

Worker's Rctiremc:1t Fund. which is set up according to me !equire::-:enr of 

Labor Standards Law. The Labor Stm1dards Law comceis the =olovc:-s to . . ' 

deduct a certain sum of monev eve::v nomh and ro de:::osit t.l-te samt: in a 
- ' . 

special account as the rese::ve fund of retirement payment fer workers. Tr1e 

retirement fund 0 r workers shall be conrrolled and operated under a financial 
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:agency designated by the central competent authority and the Ministry of . ··Finance. A worker who is in any one of the following situations may retire , 'and apply for his own retirement payment: . 'l. When the worker attains the age of 55 and has worked for one and the same . business entity for 15 years. 
'2. When the worker has worked for one and the same business entity for more ... : than 25 vears. 

_ j: wl1cn th~ worker attains 60 years of age. 

··The other one is the Public Service Pension Fund. This Fund is established ·· by the requirement of the pension system that is offered to the public servants bf whole country. !n accordance with the law, both the government and the ' public servants, including the military, educators and civil servants, contribute ·• ro the Fund. The government takes the responsibility for pension payments ·, to take care of the welfare of both retirees and personnel in service. Two ' authorities, the management board and the supervisory board of the Fund, ··~ere set up by the government to assume responsibility for the management, · ~upervision and related affairs. 
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LrST OF MOUs SIGNED BY THF. SFC AND OTHER 1'<1EMBERS OF IOSCO 

' 

1111 ;Memhcr Signatory I Nature I Date of Signature 

' lt:xchJnge oflnformation /January 11, !993 
1 U.S.A.(CFTC) fAIT & CCNAA 

2 \Singapore \Monerary !~~:~~-~ty of Singapore !Exchange of information IFebr'.lary 8. !993 

\u.:ie::· ' !Exchange of Information \June 16. 1993 
3 JSecurities and I nve~tment Board 

4 France )commission des Operations de \Mutual Assistance fune ?.0. 1994 
I 

!Bourse !Administrative 
,. 

I 

.. 
' 

Arrangement I 

5 iJaplln 
int'IO:~~c: u;;;.:iallun Jar~m &. 

f At."o~izsc:ion u( !-:liSter .1\!iian ReinliCIM !Exchange nf Information (April :!4. 1995 

6 \.A.rgentina iComision N~·~ional de Valorcs of )E:<changc: ,,fin formation ~November 2. 1995 
' . . . . . 

I . )Argentina I ' 
I 1 

' A\!Str.ilia \Australian Securities Commission jExchangc of Informaticm 
I 7 

November 2. 1995 

; i .*(By Exchange of 
' ' I I I 

I .. Letters} · 
" 

' 

! I 

8 Hong Kong IHong Kong Securities and Futures )Exchange of"lnformation I:February 7. 1996 ' 
' 

!commission . i J 

I 

91So~1 f:.~ric~ !Financial St:rviccs Board of the !Exchange of I nt(,rrnation April L 1996 ! 

' 

·RSA .. i 
I 

10 \Thallimd' \Securities and Futures C<,mmission,:Exch:ll1g<: of!nformation !June l'l. 1996 I 

n\Kenya · : /Cupital Markets Authority !Exchange orlnform:uion lsc:pt~mber ! 7. 1996 i 
12 N<~w Zeatund \Securities Commission IExchang<: oflntimnation /December 9. !996 · 

13 ftal:y ' 'Commission Nazional per lc IExcham.!c oflnt<mnation !Nov.,mbcr 5. 1997 

' 
- ! I 

' 1 Societa e la Borsa ' 

t4[Gerin~y ts·undcsautsicht,amt fur den ' ' 
!E~change or! nfonnation :November 7. 1997 

' 
I , . 1 Wertpapierhandd I i 

I 5 !MhlilYsia \Securities Commission \F.,.changc M Information :November 7. ! 997 I 

16iSpam: ,.; ~~omision Nacional del Mercado dc~E~change ofinform:nion !November 7. 1997 
I 
I 

i 
. - ' ' \i a! ores 1 1 I 

17/Rraiil'· \Comissao de Valores Mobiliarius !Exchange oflnformacion'November 7, !997 I 

18 /Sweden: ' 1F· . I . Exchange of I nfumi::lt!on 'November 7. 1997 I _t:tnanslnspe <ttonen 

19\Chiie · · JSupcrintel1dcn~ia de Valores y Exchnngc nf iuf(lnt~::nlon May 26. i998 

I I ,Segtiros 
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