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Zhairman Markey and Members of the Subcommittiee:

I am pleased to appear today to testify on behalf of the Securities and Exchange
Comm:ssion ("Commission”) concerning regulation of the investment company
industry. I will address two issues the Subcommittee has requested us to
consider: personal investing by portfolio managers of investment companies and
the use of derivative instruments by investment companies. In addition, I will
describe what I believe will be the general focus of the Commission' s
regulation of the industry in the coming months.

As ] am sure you are aware, the investment company .industry has grown
dramatically in recent years. Since 1980, investment company assets have grown
at an annual rate of 23.1%, doubling every four years. Mutual funds, the most
populer form of investment company, now account for B&% of the $2.4 trillien in
investment company assets. In June 1994, there were 4,901 separate mutual fund
portfolios, an increase of 769% from the 564 that existed at the beginning of
the 1980s. During that same time period, total mutual fund assets scared from
5135 billion to over 5§52 trillion, an increase of more than 1,445 go.

In 1993, net sales of mutual fund shares (including reinvested dividends)
averaged $23 billion per month. Contrary to some predictions, fund assets have
continued to grow in 1994, although at a slower rate than in 1993. During the
first six months of 1994, net sales of mutual fund shares have averaged $15.1
biilion per month ($6.9 billion per month frum February through June). In none
of those si1x months was there a net outflow of money from mutual funds.
Perhaps more significant than the growth in the number of funds or the assets
they hold is the increasing role of mutual funds as an investment vehicle for
middie-class Americans. A number of factors, including low interest rates for
bank deposits and the popularity of Individual Retirement Accounts and 401 (k)
plans, have caused the percentage of U.5. households that own funds to more than
quadruple from 6%, or 12.1 million accounts, in 1980, to approximately 27%, or
51.7 million accounts today. Mutual funds hold more than 17% of all household
discretionary assets, more than twice the figure of 10 years ago.

This type of growth would not have occurred without a high degree of investor
trust in mutual funds. The fund industry has been relatively free of major
scandal in recent years. The Investment Company Act of 1940 {the "Investment
Company Act”), the principal federal statute under which the industry is
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regulated, has to date been proven effective in preventing abusive practices
tnat harm fund shareholders. The industry itselfalso deserves some of the credit
fcr 1ts generally clean record, which has generated trust by middle-class
investors, and, in turn, has fueled the industry's growth.
The :ndustry' s past record does not reduce the impcrtance of vigilant oversight
of the :ndustry by the Commission. On the contrary, the growth of mutual funds
renders the protection of fund investors all the more important, and I have made
sversight of the fund industry ane of the Commission's highest priorities. As
the industry grows and is relied on by more and more Americans, the importance
of preventing and, 1f necessary, punishing abusive practices grows
soomensurately. The Commission is committed to using both its preventive and
cunitive capabilities so that investors can continue To invest in mutual funds
wizh the cenfidence that their trust will not be abusecd. :
The Commission cannot propezly oversee the fund industry without adequate
cessurses to devote to c—he task. While the Commissicn's staff devored to
verseeing the fund industry has grown s:gnificantly saince 1983, this growth
arte 15 far slcwer than that of the industry itself. In 1983, there were 352.5%
l.on in assets for each steff member; today, there are 58 biallion 1n assets
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ar staff member.
Tne Commission is concerned about the 1ssues highlighted by today's hearings
Fersonal investing by fund porrfolio managers and the use of derivatives by
funds - as eack has the potential to undermine investor confidence in the
:ndustry. Investors will continue to have trust in the industry only if they can
he confident that portfolio managers will not use their positions to profit in
the securities markets at the expense of the funds they manage. Investors also
zust be assured that funds appropriately manage the risks of their investments
10 derivatives and adeguately disclose the nature and extent of these
investments and the risks associated with them.
Personal Investing by Fund Personnel
fund managers' perscnal investmen:t activities and the ethical standards
maintained by the fund industry became the facus of med:ia attention early this
year. In response to an inguiry from Chairman Markey, I stated last February,
and I reaffirm here today, that these issues are of the uImost importance to the
Zemmrssion and that the Commuission will not hesitate to take action against any
fund manager or other insider who places his personal interests ahead of a
fund's.
Zecause of my concern over possible ethical lapses in the mutual fund industry,
instruczed the Commission's staff to conduct a special examination ro
scertain the extent of perscnal investing by fund managers and to examine how
Lzsely those investments are linked to @ fund's investments. From April through
¢f this year, the staff cbrailned extensive data from 30 fund groups that
cTively managed over $500 biilion. The staff examined the persocnal
iries transactions of €22 fund managers employed by thaose 30 fund groups
sxpared them to the securities transactions of the 1,053 funds they managed
1653, the yea:z target=c oy the special examinaticn. The staff focused
icularly on uncovering evidence of front-runming,s which occurs when a
on engages in @ Securities transaction ahead of a fund with the expectar:ion
che fund's transaction will nave a favorable effect on the price of those
ties. The special examinat:on servedas the basis .for 2 comprehensive
concerning pe-sonal investments by fund insiders (cthe “Personal
Investment Report® or “Repcrst”™), a copy of which is being provided to the
ueromzmitree today with my testimony. )
~-2 ReDos® secs out the resulrts of the staffs special examination and contains
reccmmendations designed to ixprove the oversight cf the personal investment

activities of fund insidecs and to enhance ethical standards € roughout the
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fund industry. The Report also analyzes the federal regulatory framework that
governs personal investing by fund personnel, principally section 17(j) of the
Investment Company Act and zule 17j-1 thereunder. Finally, the Report assesses
the recommendations contained in a report by the Investment Company Institute' s
Advisory Group on Personal Investing (the "ICI Report”).I would like to

highlight for the Subcommuttee the most significant findings of the staff' s
special examunation. The vast majority of the 30 fund groups reported moderate
to

infrequent investment activity by their fund managers, with few potentially
abusive transact:ons. A small number of fund groups, however, reported extensive
personal investment activity by their fund managers, including some purchases
ang sales of securities shortly ashead of the manager's funds. The staff
surrently 1s examining all potent:ally abusive transactlions.

The data collected from the 30 fund groups indicated that:

The fund managers whose activitiles were covered by the examinatlion generally did
nct 1nvest extensively for their personal accounts. Of the fund managers whose
transactions the staff examined., 75 i engaged in ten or fewer transactions,

while 43.5 % did not buy or sell securities at all. The typical manager made
only two personal transactions during 1993.

Forential confiict of interest situations caused by fund managers buying and
selling securities ahead of their funds appear to be infrequent. The
sverwhelming majority of fund managers did not buy or sell securities during the
ten days preceding the purchase or sale of those securities by their funds. In
less than 1% of all personal transactions reported to the staff a fund manager
purchased or sold securities at a better price than his fund received during the
ten days following the manager's transaction. In less than 2 % of all personal
transactions a fund manager received a better price than some fund in the same
fund complex.

fotential conflict of interest situatlons caused by a fund's purchase or sale of
securities already held by the fund's manager appear to be infrequent. Less than
3 - of all equity securities purchased by the funds examined were, at the time
of purchase, also owned by the fund's manager. Many of these securities were
1ssued by large capitalization companies, and therefore provide a minimal
potential for conflict.

A large percentage of personal transactions generally, and of transactions that
murrored fund transactions within a short time frame, were effected by fund
managers employed by four of the 30 fund groups.

.- The data collected from the 30 fund groups may overstate the extent of
personal investing and the number of potentially abusive transactions in the
mutual fund industry generally. Three of the four fund groups whose managers
accounted for most of the personal transactions were included among the 30 fund
Jrcups examuned specifically because the staff was aware, based on past
inspectaons, that their managers traded actively for their personal accounts.

On the basis of the Personal Investment Report's findings, the Commission has
concluded that the regulatory scheme governing persecnal investing generally has
worked well, but should be :mproved. We intend to move forward quickly te put in
vlace several of the Report's recommendations. We believe that these initiatives
will enhance the protection of fund shareholders by {1) making available to the
public additional information about fund policies on perscnal investment by fund
personnel, (2) increasing the amount of oversight by fund boards of directors or
t:ustees over codes of ethics and compliance matters relating to the codes, (3)
maiing 1t easier fo: both funds and the Commission staff to monitor the personal
transactions of fund personnel, and (4} extending the scope of section 17(j) and
rule 17)-1 to include instruments other than securities. We believe that these
1n1tlatives, together with the industry's general acceptance of the principles
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reflected :n the ICI Report, will enhance ethicual standards throughout the fund
industry and thereby bolster investor confidence. I will now describe in more
aezail each of the Commussion's initiatives.

Fizst, the Commission believes that funds should be required to disclose
publicly their policies regarding personal investing by their investment
personnel. Recent press accounts have guestioned whether fund shareholders fully
understand the potential conf{licts of interest presented when fund managers
wnvest for their personal accounts and have stated that many fund groups are
unwilling to make the terms of their codes of ethics available tothe public.
Correspondence received by the staff indicates that some fund shareholders want
information about their fund's personal investment policies.

We belaeve that fund shareholders have a right to know whether or to what extent
their fund managers are permutted to invest for their own accounts. We therefore
prspose to require a fund to briefly describe its personal investing policies in
t1s grospectus and to file :ts code of ethics with the Commission as part of its
registration statement. These changes would make information about fund policies
ava:lable to fund shareholders and also to the media, which could analyze and
zompare codes f£or use by the general publac. )

Second, the Commssion intends to propose amendments to rule 173-1 that would
require a fund' s board of directors or trustees to review annually all codes of
ethics applicable to the fund and compliance matters related to the codes. This
proposal 18 designed to enhance the board’ s oversight of fund insiders’
personal investment activities. As I have stated repeatedly and reiterated just
last Friday to a group of fund independent directors, fund boards have an
ohligation to ensure that funds are managed responsibly and ethically. Boards
should be satisfied that personal investing is desirable and is not inconsistent
wizh the interests of shareholders. If personal investing is permitted,
boazdsshould ensure that the fund's code of ethics contains comprehensive
safeguards against abusive trading and conflicts of interest.

Thizd., the Commission intends to propose an amendment te rule 173-1 that would
require fund insiders to disclose their personal securities holdings at the time
at which the insider 1s first employed by the fund or its investment adviser.
Conflicts of intereat can arise whenever a fund insider holds the same
securities as his fund, regardless of when he acquired the securities. As
“urrently written, rule 17j-1 does not expressly require fund insiders to report
their ex1sting persanal securities holdings at the time they commence employment
with a fund or an adviser. Without such information, a fund's ability to monitor
overlap between the manager's personal holdings and the fund's investments is
impeded. By requiring such reporting, we believe tha:t funds will be better able
to monitor potential conflicts of interest involving personal investing and
reduce the potential for abusive investing by fund insiders.

Twe of the Commission's other initiatives will require coordination with the
tational Association of Secur:ities Dealers, Inc. CNASD"). The Commission
believes that funds and their advisers will be better able to monitor the
personal investment activities of fund insiders if the NASD adopts & rule
requiring i1ts member firms to notify & fund or investment adviser whenever one
°f vhe fund's insiders opens an account with the member, and upon request of the
fund or adviser, to transmt duplicate copies of the insider' s trade
tonfirmations and account statements. For a fund or adviser to monitor
={fectively 1ts insiders’ investment activities for conflicts of interest with
the fund, each :insider, as required by rule 173-1, must report all of his
delurilies transactions to his employer. 1f brokersfurnish an inaider's employer
with the insider's account information end trade confirmations, funds and
1dvisers will have a means of independently verifying the information reported
By their employees. The NASD has agreed that i1t would be useful to consider
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3uch a rule amendment.

in addition, the Commission believes, and the NASD agrees, that it would be
useful to consider prohibiting the participation by certain fund insiders in
“hot :ssue” public offerings. Hot 1issues are public offerings of securities that
azs expected to trade at a premaum in the secondary market when secondary market
tzading begins. Hot issues can be made available to fund insiders by
crorer-dealers who seex to do business with the fund, potentially interfering
w:th zhe equitable distribution of the securities and creating at least an
appearance of impropriety.

The ability of investment company and investment advisory personnel to purchase
hot i1ssues currently 1s limited somewhat by the NASD's Free-Riding and
Witnholding Interpretation of 1ts Rules of Fair Practize. We rezommend that the
5iASD consider whether the current restrictions should be replaced with an
sutrzight ban that prohibitsinvestment company and investment advisory personnel
icom purchasing hot 1ssue securities from any NASD-member broker-dealer.
Finaily, the Commission believes that Congress should amend section 17{3} to
cover purchases and sales by fund insiders of property other than securities.
The Commission's exlsting rulemaking authoraity under section 170) to defaine and
croscribe fraud is limited to transactions 1nvolving securities. Increasingly,
‘éunds are engagang in Transactions involving instruments cther than securities,
such as futures and other commodities. Because the types of abusive conduct to
«which section i7()) was addressed can occur with respect to these financial
instruments, we are recommending that Congress amend section 17{3} to cover
purchases and sales by fund insiders of property other than securities.

In developing these initiatives, the Commission considered, but decided not to
pursue, two possible courses aof action that have been the subject of public
discussion: imposing a ban on all personal investing by fund insiders, and
mandat:ing by Commission rule that certain restrictions and procedures governang
personal :nvesting, such as those recently advocated in the ICI Report, be
incorporated into every fund's code of ethics.

After careful consideration, the Commission has -determined not to advocate
prohibiting all personal investing. Our conclusion 1s based on an analysis of
three related :ssues: the extent of abusive securities transactions by fund
insiders; the potential harm to fund shareholders caused by insiders' personal
investment activities; and the likelihood that a ban would curb further abusive
trading by insaders.

First, the results of the special examunation are consistent with the experience
¢f the Commission's examination staff rhat potentially abusive transactions
comprise a small percentage of all personal securities transactions by fund
insiders. Second, the majority ofpersonal transactions do not create the
perential conflicts of interest with fund shareholders that section 17(j) and
rule 177-1 were designed to prevent. Indeed, rather than preventing harm to fund
shareholders, & ban on personal investing could hurt fund shareholders by
sausing talented individuals to abandon public funds and work for eother money
managers, such as banks, pension plans, and institutional investors, where they
could continue teo invest. Third, we are not convinced that a ban would
necessarily curb further abusive trading by fund insiders. Such trading already
1s :llegal. Any person who 1s willing to break the law to engage in
{ront-running or other illegal trading practices probably would not be
discouraged by an outright ban.

The Commission' s decision not to recommend an industry-wide ban on all personal
invesiing 15 not intended to indirate that it would be inappropriate for
individual funds to prohibit investing by some or all of their personnel.
Moreover, a fund's board of directors or trustees, in determining the
appropriate restrictions to place on personal investing, shouldconsider
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whether to ban all personal transactions. 1ln particular, the board should aak
tund management for an explanation of the purpose personal investing serves.

tven 1f the board 1s satisfied that personal irnvesting is not inconsistent with
the interests of sharehclders, the board shoulc ensure that the fund's code of
ecthics contains strisct safeguards, reporting requirements, and verificarion
procedures. '

The Commmussion also considered but rejected the 1dea of incorporating specaf:ic
investment restrictions and procedures into a Commussion rule. ConFess and the
commission consistently have acknowledged the need for flexibility in designing
sodes of ethics because no one set of standards 13 appropriate for every fund.
st example. 1n adopting rule 173-1 in 1980, the Commission noted that “the
varsery of employment and institutional arrangements utilized by different
investment companies renders smpracticable & rule designed to cover all
sanceivable possabilities. The Commussion concluded that "the current approach
{embodied in rule 173-1] 1s more desirable {than mandating or suggesting
partigcular standards] because i1t gives maximum flexability to the entities which
nust design the codes of ethics. A fund that invests primarily in securities of
large capitalization companies traded over major exchanges, for example, may not
need as many restrictions in a code of ethics as a fund that invests in thanly
traded securities of smaller capitalization companies. In addition, 2 fund that
seeks to mirror the performance of a particular index may not require the same
testrictions as a fund that invests primarily in a particular industrysector or
'n the securities of companies located in a foreign country. We believe that the
need {or flexibility is even more compelling today than 1t was in 1980 because
today there 13 A greater variety of fund types.

Although the Commussion does not believe that we should mandate one set of
atandards for the entire fund industry, we believe that the code of ethics
previsions recommended by the ICI advisory group are a decisive initiative
addressing the conflicts of interest that result from personal investing by fund
insiders. All of the recommendations in the ICI's Report should be considered by
the management and board of each fund. We believe that, absent special
circumstances, tunds should adopt these recommendations, in whole or ain
substantial part, tailored as necessary to meet each fund's individual
characteristics. The ICI expects that 85-90 % of the industry will revise their
codes of ethics to meet the standards of conduct reflected in the ICI Report.
The Conmuission, in addition to moving forward with the initiatives described
above, will continue to monitor whether the regulatory scheme governing personal
investang by fund personnel adequately protects fund shareholders, and whether
tund 0fficers and directors are adopting sirict personal investment policies and
svtutinizing the personal investment activities of their employees. As part of
1ls monitoring, the Commission will request preliminary information from the ICI
witlhin siNty days regarding the number of funds that have adopted or plan to
adopt the advisory group's recommendations. The Commission will then request a
tinal report on this topic from the ICI within the next six months. If, ain light
o1 these reports, i1t appears necessary or appropriate in the public interest,
the Commission will propese rule amendments or recommend legialation to impose
stz1cter and more uniform standards on the fund industry. 1 note that the
fersonal lnvestment Repert, like section 17(j) of the Investment Company Act,
addresses only those actual and potential conflicts of interest that arise when
s tund insider purchases or sells securities for his personal account. The

vomm ssion 1s well aware, however, that there 1a a wide variety of unethical and
petentially fraudulent practices in which fund insiders may engage. A fund
manAger creates a potential conflict of interest with fund shareholders, for
raample. when he invests tund assets in & company that employs or otherwise 13
ataediated with the manager or his family members, friends, or business
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associates, even i1f the manager does not own the company's securities. I want to
emphas:ze that practices by which a fund manager places his own (or a third
party's) :nterests ahead of the fund’ s interxests are prohibited by the
antifraud provisions of the federal securities laws.

! assure you that, through our inspection and enforcement programs, we will seek
to discover and deal with severely those who engage in abusive or unethical
practices, as well as any fund personnel whose investing activities place their
personal interests ahead of their funds. The Commission believes that an
aggressive inspection and enforcement program is the most effective deterrent to
abusive trading. Inspections and enforcement actions will continue to be
effective, nowever, only if sufficient resources are allocated to these
programs.

Mutual Funds and Derivative lnstruments

1 will now turn my attention to another area of concern to this Committee and
the Commussion -- mutual funds' use of derivatives. Mutual fund investments in
derivatives raise significant investor protection concerns 1n a number of areas
-- disclosure, pricing,liquidity, leverage, and risk management. The term
"dezivative™ may cover a wide varlety of instruments, however, and public debate
concerning the i1ssues raised by mutual fund use of deraivatives :s often
complicated by imprecision regarding the instruments that raise a particular
1s8ue. Indeed, the public debate about “"derivatives”™ sometimes suggests that a
“der:ivative” 1s any complex instrument that has caused losses. I would urge the
Subcommittee, as it studies the significant issues raised by mutual fund use of
derivatives, to focus on the specific instruments that raise investor protection
concerns and on the specific 1ssues raised.

A. Mutual Fund Use of Derivative Instruments

Mutual funds, other than money market funda, use derivative products for a wide
variety of purposes, including hedging interest rate, currency, and other market
risks: substituting for a direct investment :n the underlying instrument: or
inCreasing returns. Money market funds also invest in debt instruments sometimes
referred to as derivatives that have interest rates that are adjusted
periodically based on changes in market ainterest rates. Many non-money market
funds have the authority to use derivative instruments, but our inspections to
date suggest that the use of derivatives by most of these funds is limited.
There are exceptions, however, to this general observation. Funds primarily
investing in mortgage-backed securities, for example, generally hsve aignificant
investments in derivatives. Long-term municipal bond funds use dexivatives to
seek increased tax- exemptreturns. In addition, funds investing internationally
may use derivative investments to lessen currency risks.

A recent industry survey of non-money mazket funds also suggests that mutual
fund use of derivatives is limited."” The survey reported that the total market
walue of all derivatives held by participating funds was $7.5 billion,
representing 2.13% of the total net assets of all funds reporting derivatives
holdings and 0.78% of the total net assets of all funds participating in the
survey. The survey also indicated that the level of use of derivatives varied by
{und type, with fixed income funds accounting for 84 3 of the total marke: value
5! all derivatives held by reporting funds.”

2. Investor Protection Concerns

Although the use of derivatives by mutual funds generally appears to be lamited,
some funds have recently experienced problems relating to derivative
investments. Several short-term government bond funds have experienced
significant losses from mortgage derivatives. In addition, losses in the value
of certain adjustable rate notes held by some money market funds have resulted
it the funds' advisers electing to take actions, includingcontributing capital
or purchasing instruments held by the funds, to prevent the funds' per share
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net asset values from falling below $1.00. Although the reported problems have
Affected a lLimited number of funds and fund types, they raise investor
protection issues that merit serious consideration.

Months before these reports surfaced, the Commission expressed concern about
tnvestor protection :ssues raised by mutual fund investments in derivatives.
Z:nce the summer of 1993, the Commussion has taken a multi-faceted approach to
mutual fund use of derivative :nstruments, focusing on a broad range of issues,
sncludang disclosure, praicing. liguidity, leverage, and risk management. A staff
task force has .examined the derivatives disclosures of 100 investment companies,
representing & broad sample of complerxes and fund types, and the Conmmission's
tund disclosure review 3taf! has given heightened scrutiny to derivatives
tisclosure in prospectuses. In addition, the Commission's inspection staff 1s
wsamining and reporsting on the derivatives activities of each fund inspected,
and nes zonducted special erxaminations of certain funds holding significant
Pvsitions in derivatives. In the coming months, we plan to take additional steps
T address mutuel fund use of der:vative instruments.

I. Disclosure

The Commussion believes 1t 1s cratical that investors receive understandable
drsclosure about the manner ain which & mutual fund uses derivatives and, in
particular, the associated risks. Fund prospectuses convey a range of
:t.formation to investors, including the fund's investment objectives and
toiicies, perm:tted investments, and associated risks. The Commission's goal 1s
that this :nformation, taren together, communicate te investors a4 comprehensible
and accurate paicture of the fund's investment strategies and 1ts risk/return
profile.

' reviewing fund prospectuses, we have found that funds generally provide
investors with a list and technical description of instruments, including
1rivatives, That are permissible fund investments. Funds often describe the
purposes for using particular derivative instruments (e.g., to hedge currency
risks), but typicelly provide only the most general information on the risk
level of the fund taken as & whole or on how derivative instruments, taken as a
yroup, modify that risk level.

To addresas disclosure 1ssues, last February the Commission staff issued a letter
to al]l registered funds, noting that in many cases fund disclosures regarding
derivative instruments are unduly lengthy and technical. The letter encouraged
funds to identify areas of derivatives disclosure that could be modified to
enhance inveator understanding of the risks associated with derivative

et cuments .

The Commission continues to work to improve derivatives disclosure through our
review of tund prospectuses. In addition, we intend to take steps to enhance the
juality of risk disclosure provided to 1nvestors. In particular, we are
.¢nsidezing & requirement thet mutual funds disclose some form of standardized,
jquantitative ri1sk measure in thepr proapectuses. Such a2 measure could have
srgnificant benefits for investors by providing 2 means of comparing risks
422033 and within fund types, particularly for fixed income funds whose market
tisks may be less well understood by investors than those associated with equity
tundas. The Commission intends to i1ssue a release early next year that will seek
public comment regarding whether funds should be required to disclose a
quantitative risk measure and what that measure should be.

. Pricing and Liquidaty

Mutual funds must stand ready to redeem shares daily and make paymeant for
tedeemed shares within seven days after a shareholder tenders his shares.4x They
must compute their share price da:ly based on market values of fund assets and
svil and redeem f{und shares at the pricte next computed after receipt of an order
v: purchase or redeem. To meet these obligations and maintain investor
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coniidence, mutual funds must maintain highly liquid portfolios consisting of
instruments that can be valued accurately.

Some derivatives may be illiquid or difficult to price under certain market
conditions. This has been the case, for example, during recent months in the
market for certain collateralized mortgage obligations, where decreased
liquidity has resulted in the deteriaoration of accurate market pricing
information. The Investment Company Act and Commission rules contain significant
safequards designed to prevent problems resultng from pricing difficulties and
portfolio illiquidity.

As described above, mutual funds are required to sell and redeem their shares at
a price based on the current value of portfolio assets. When reliable market
Juotations are not readily available for a fund's assets, the fund is required
to use fair values as determined 1n good faith by its board of directors. In
add:tion, the Commission has published a guidelinereguiring that mutual funds
generally limut their investments 1n i1lliquid assets to 15 % of net assets (104
in the case of money market funds). An asset is considered to be illiquid for
these purposes 1f a fund cannot dispese of the asset in the ordinary course of
business within seven days at approximately the value at which the fund has
valued the investment. Whether & particular asset 1s illiquid generally must be
determined under guidelines and standards established by the fund' s board of
directors ©or trustees.

The Commission 1s not persuaded that legislative changes are needed at this tame
to address pracing and liquadity :ssues raised by derivatives. We intend,
nowever, to continue to evaluate these issues in our inspections and wall
perform targeted examinations to obtain more information on them. If
appropriate, we will consider 1ssuing rules to address proper procedures for
pricing and liguidity determunations. In addition, I have directed the staff to
prepare a release for the Commussion's consideration that will modify the
guidelines to reduce the limit on non-money market fund illiquid holdings from
15: to 10%.

E. Leverage

The Commission 1s concerned by the leverage that.is potentially made available
to mutual funds through the use of certain derivative instruments. The potential
for 1ncreased volatility from such leverage may result in significant losses to
investors.

The Commission believes that one of the most effective means for addressing
leverage concerns assoclrated with mutual fund use of derivatives is improved
risk disclosure along the lines discussed above. The risk/return profile of &
mutual fund may be affected significantly by derivatives that introduce
leverage, and the Commission believes that it is absolutely critaical that fund
investors understand this profile. )

The Commission 15 also reexamining the lnvestment Company Act's limitations on a
fund's use of leverage, which were intended in part to limit the volatility of
mutual fund shares.sc The Commuission and its staff have applied these
lim:tations to mutual fund investments in certain derivative instruments The
leverage restrictions, however, wereoriginally designed to address & different
croblem, and they have proven to be a2 somewhat crude tool for add:es:*nq the
leverage 1ssues raised by derivatives. For this reason, we intend to issue a
release that will seek public comment on appropriate regulatory and legislative
solutions to address the 1ssues raised by leverage resulting from fund use of
derivatives.

. Money Market Funds . .

The Comm:ssion has paid particular attention to the use of derivatives by money
market funds. Money market funds form a particularly important segment of the
mutual fund industry because, despite the disclaimers, individual investors
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often perceive these funds as the functional equivalent of insured bank
accounts. Over the past two-and-one-half years, the Commission has been looking
at money market fund use of financially engineered instruments that may‘be able
to achieve their intended results only in & favorable interest rate environment.
In particsular, we have been concerned that money market funds have purchased new
types of adjustable rate instruments whose market values may not return topar at
the time of an interest rate adjustment, with the result that fund share price
stability could be threatened. .

The Commission raised this issue last December in proposing amendments to rule
2a-7 under the Investment Company Act, the Conmission's money market fund
rule.ss Several months ago it beceme apparent that some funds continued to hold
these types of securities. Because of an increase in interest rates, the
volatility of these instruments continued to increase. In June, I raised thas
1ssue 1n correspondence with the chief executive officers of the 50 largest fund
complexes. Later that month, the Commission staff provided money market funds
and their advisers with additional guidance concerning investments in adjustable
rate securities.

Adoption of the Commission's proposed rule 2a-7 -amendments and the guidance that
the staff and I have given should provide additional protection for money market
fund investors. No rule text, however, can anticipate events that may result in
a fund's net assetvaule falling below $1.00. T'o date, a number of sponsors or
'advisers of money market funds with positions in the types of-adjustable rate
securitles identified in the Commussion's December 1993 proposal have taken
4actions to cause the net asset values of those funds not to fall below $1.00.
The Commission believes that the potential continues to exist that a sponsor or
adviser of a fund holding these or other types of adjustable rate instruments
that pose similar risks will be unable or unwilling to take similar actions, and
that the net asset value of such a fund will fall below $1.00.

The Commission will continue to be vigilant in enforcing compliance with all
provisions of rule 2a-7. In addition, we will persist in our efforts to impress
upon investors that money market funds are not insured or guaranteed.

G. Commission Ability to Monitor Mutual Fund Use of Derivatives Through its
inspection process, the Commission can and does monitor fund policies and
portfolies, including derivatives activities. Generally, the Commission
inspection staff can obtain complete information concerning the purchase and
sale of portfolio instruments, detailed information concerning each portfolio
instrument (including information concerning the valuation of portfolio
instruments), and information relating to fund risk monitoring and fund
portfolio strrategies. The Investment Company Act requires funds to maintain and
provade to the Commission records reflecting much of this information.

Generally, funds voluntarily provide the Commission staff with additional
documents and access to fund personnel toc facilitate the inspection process,

The recordkeeping, reporting, and inspections provisions of the Investment
Company Act, however, impose some limits on the Commission's authority toc obtain
informationrequired to monitor mutual funds. In practice, these limits often do
nat hinder the Commission's fulfillmen:t of its responsibilities, but they may do
SO In Some circumstances, including, for example, when a fund does not
voluntarily cooperate with the Commission; when, in times of market stress,

rapid access to fund information is important; when the unavailability of
electronic records in a format usable by the Commission interferes with an
eZficient inspection; or when a fund does not maintain .records that, if
evaxlab;e, would improve Commission understanding of the fund's. operations. The
-omnission intends to seek legislative clarification and expansion of its

€xiSting recordkeeping, reporting, and inspections authority. I will now discuss
this recommended legislation in more detail.
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Flrst, as a general matter, the Commission currently may require funds to keep
records forming the basis for the preparation of financial statements. The
Cormission recommends amending the Investment Company Act to authorize the
Commission to require funds to keep records "necessary or appropriate in the
public interest or for the protection of investors.” This is the same grant of
recordkeeping authority that Congress has provided to the Commission with
respect to broker-dealers and investment advisers. Second, the Investment
Company Act's recordkeeping provisions do not specifically address the medium in
which records are required to be kept. The Commission would like specific
authority to require that fund records be kept in an electronic medium. The
Commission recommends amending the Investment Company Act to apecifically
authorize the Commission to specify the medium and format in which records must
e kept, including electronic media. hid, under section 31{b) of the lnvestment
Company Ac:t, there currently 1s nc explicit requirement that funds provide the
Commission records that are not required to bemaintained under a specific
provision of the Investment Company Act or Commission rules. The recommended
iegislation would amend the Investment Company Act tc reguire explicitly that
funds provide the Commission with all records that are kept by & fund, whether
ar not reguired by Commission rule to be kept. Fourth, the Commission is
authorized to require reportinc by funds no more fregquently than quarterly. The
recormended legislation would amend the Investment Company Act to authgrize the
Commission to specify the frequency of reporting by funds. This authority would,
for 2xample, assist the Commission in its oversight of the fund industry by
providing more timely access to information on fund portfolios and sales and
redemption activity in limes of market stress.

The Commission's ability to monitecr the fund industry is constrained not only by
statutory limits on the Commission's access to relevant information, but
zrinzipally by limits on the resources available to hire the necessary
personnel. The increasing use of derivatives and other complex portfolio
strategles has heightened the Commission's need to hire, train, and retain a
highly skilled mutual fund inspection force.

H. Management and Board Responsibilities

The Commission has acted, and will continue to act, teo enhance investor
protection in the area of mutual fund derivative investments. In the first
instance, however, responsibility for managing a mutual fund's derivative
investments falls on the fund's management and board of directors.

Adequate risk management systems are critical to a mutual fund' s ability to
monitor the risks associated with derivatives. Adeguate management controls also
are LMPOrTant Lo accurate pricing of derivative instruments, which may, on
sccasion, be a difficult task. The Commission staff has found, during
inspections, that a number of funds appear to have strong risk management
systems and other management controls in place, but we remain concerned that
these funds may not be fully representative of the industry. We will continue to
inspect funds' management controls and will consider rulemaking, as appropriate,
tc sncourage better management controls.

have urged fund directors to exercise meaningful oversight of fund derivative
:nvestments, involving themselves in portfolio strategies, risk management,
d:sclosure and pricing 1ssues, accounting guestions, and internal centrols.
Wnile the Commission's resources are sufficient to permit it to scrutinize the
de:;vauives aczivities of individual mutual funds on only a periodic basis, the
ectors of each fund are well-posizioned and obligated to protect the

rerests of the fund's sharenolders on an ongoing basis.

er Commission Priorities

~5 reflected in my testimony, the use of derivatives in portfolio management aof
funds and personal invest:ing by fund insiders are issues on which the

(2]

:.)(' e



PAGE 48
rederal News Service, SEPTEMBER 27, 19394

commission has spent and will spend considerable tune and attention. I am gquite
sure other guestions will arise from time to time on which the Commission will
need to focus. I believe it is important, though, for the Commission not only to
react to issues as they arise, but also to chart a course tofollow in fulfilling
our regulatory responsibilities. I want to conclude my testimony today by
outlining the course we hope to follow in the coming months.

investor Education -- Investors should be educated abcut fund operations and,
more generally, the risks and rewards of investing. The Commission will continue
to devote resources tc investor research initiatives designed to allow us to
better understand the needs of investors, and to develop educational materials
intended to meet those needs. We also hope to initiate novel outreach programs.
Such programs may include participation of Commission staff in the preparation
of educational materials relating to mutual funds for employee benefit plan
participants and beneficiaries, and for high school and college students.

in the area of disclosure, the Commission will accelerate its efforts to develop
rules designed tc present investors with clear and comprehensible information on
the key elements of fund investing -- the objectives, the costs, the rewards,
and the risks. The Commission alsc will work with the fund industry to make, on
a voluntary basis, communications comprehensible and more useful to investors.
Fund Industry Responsibilities -~ The Commission will continue to communicate to
fund managers and fund boards of directors the need to fully understand novel
investment products prior to their use, as well as the need to clearly explain
the risks of these products to investors.

We wil)l continue to work with the fund industry to ensure that good sales
practices in partzicular, and compliance matters generally, are deemed to be
essential elements of the fund business, and not simply afterthoughts. The
Comm:ssion's inspection staff will be encouraged not only to uncover
deficiencies in compliance with the technical rules of the Investment Company
Act and the other federal securities laws, but alsc to work with fund managers
to develop compliance systems and practices designed to better nrotect
investors. Ethical Standards -- The Commission will continue to emphasize the
need for hagh ethical standards in the investment management business. We will
be supportive of the efforts of private groups in articulating those standards.
In working to achieve these goals, the Commission will continue to seek to
identify ways in which it can serve investors, rather than simply reacting to
consumer problems as they occur. We will work with the fund industry to achieve
high ethical standards and better serve investors. We will consult with consumer
groups in attempting to define investor needs. Finally, we will coordinate our
regulatory efforts with our fellow federal and state regulators, as coordination
will best serve the interests of fund consumers.

From the beginning of my tenure, I have identified improving the oversight of
mutual funds as a priority for the Commission. In the coming months, we will
maintain our focus on traditional investor protection issues, while also working
tc implement a more consumer- oriented program. This dual focus will make the
Commission more responsive t¢ the investors it serves.

The Commission will not be able to achieve these goals or fully carry out its
regulatory responsibilities without adequate funding for the oversight of the
fund industry. The Commission greatly appreciates the Subcommittee's efforts to
obtain adequate funding for the Commission. It cannot be emphasized too
strongly, however, that more resources are needed for the increasingly important
task of overseeing the mutual fund industry.

Conclusion . )

1 appreciate the opportunity to testify about these important issues affecting
the investment company industry and to emphasize that investors will continue ta
haveconfidence in the industry only if it operates free of abuse and fraud and
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115 ethical standarxds are beyond reproach. As the Commission addresses issues
regarding investment ccmpanies, we will consider carefully the views of the
members of this Subcommittee and all of Congress, investors, the industry, and
other interested parties. 1 would be happy to answer any guestions you may have.
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