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INTRODUCTION

Most jurisdictions have established a regulatory scheme that provides adequate physical safeguards for the cash and securities owned by mutual funds ("Funds").  These schemes typically require that a fund's assets be held by a depository or custodian that is a recognized bank.  These schemes also require that fund insiders can only gain access to these assets or direct use of the assets after adequate documentation is presented and an audit trail is established.


While the physical safeguarding of fund assets is usually a straight forward process, the regulatory scheme required to ensure that all decisions made by persons directing the use of fund assets are in the best interest of fund owners, is many orders of magnitude more difficult and requires constant vigilance by regulators.


Funds are typically a pool of assets established by contract or that exist as a separate legal entity such as a trust or limited liability company (corporation) with the ownership of fund assets spread among hundreds or thousands of investors that are not involved in or knowledgeable about a fund's daily activities.  Typically, a fund's activities are conducted by one or more service providers that have a contractual relationship with the fund.  Examples of service providers include investment managers, investment advisers, administrators, distributors, depositories and auditors.


Service providers to funds are responsible for carrying out the affairs of funds in ways that comply with the regulatory scheme under which funds are established and that are consistent with disclosures funds have made to investors in prospectuses, periodic reports and other documents.  In conducting the affairs of a fund, service providers are required to make many decisions.  Often, these decisions involve matters whose outcome can or does also impact the profitability or wealth of the service provider or persons employed by the service provider.  A few examples will illustrate this point:

· The investment adviser to a fund group is offered a small number of shares in an investment opportunity (IPO) that is expected to be very profitable.  The adviser does not expect that a fund purchasing these shares would hold the position for more than a few days.  One fund in the group pays the adviser an incentive fee which provides the adviser a share of the fund's profits.  Other funds in the group do not have this type of fee.  For which funds in the group should the adviser purchase the shares?

· A broker-dealer that charges a higher commission rate offers to provide a fund's adviser with non-execution services such as research.  The adviser could also place fund orders with a different broker-dealer that offers comparable quality executions at a lower commission rate but does not provide the adviser with non-execution related services.  Which of these broker-dealers should the adviser choose to execute fund orders?


Situations in which a decision by a service provider will impact both itself and the fund it serves are called conflicts of interest.  If a service provider lets its interest in a matter influence how a decision is made, fund owners may be impacted directly because the profitability of the fund is reduced.  In other circumstances, a service provider taking advantage of a conflict of interest may not directly harm fund owners.  However, in either situation, a fund service provider receives a benefit from a decision made in which the interest of the fund should be the only consideration.  If fund owners or, investors in general, perceive that fund service providers reap numerous benefits from their position to manage and control fund activities, investor will be less willing to purchase ownership interests in funds and the capital raising benefit of funds will be lost.  Thus, it is important that regulators devote adequate attention to the potential conflicts of interest inherent in the operations of funds to ensure that the adverse impact that flows from service providers taking advantage of conflict situations is minimized.  How regulators should conduct themselves in achieving this objective involves a number of alternatives each of which has various positive and negative aspects.

CONTROLING CONFLICTS
The operations of funds present service providers with numerous situations that involve conflicts of interest.  A regulatory scheme can attempt to manage these conflicts through the use of several measures.  These measures include:

· Requiring that all material conflicts of interest be disclosed to fund owners.

· Requiring that funds and their service providers establish effecting risk management procedures including internal control and compliance processes that are designed to identify, mitigate and manage conflicts that are present.

· Establishing effective oversight activities by entities external to funds that can regularly evaluate the adequacy of disclosures and risk management procedures of funds and their service providers.

DISCUSSIONS DURING BREAKOUT SESSION


During the breakout session, I propose that the group discuss the typical conflicts of interest that are present in the operations of funds, examples of effective internal control and compliance processes that identify, mitigate and manage these typical conflicts and the range of activities regulators can use to oversee the management of conflicts by funds and their service providers.


To both segment and focus our discussion, I think it would be useful to talk about conflicts and related control and oversight processes as they exist in the following main activities present in the operation of funds:

1.
Portfolio management including investment decision-making.


Research


Decisions to purchase, hold and sell


Allocation of block trades among participating funds/clients


Changes to initial allocations and delayed allocations


Allocations of investment opportunities (IPOs)


Compensation paid to the investment adviser

2.
Placing orders to implement (execute) investment decisions and maintaining brokerage arrangements.


Choosing an intermediary (broker/dealer) to place an order


Determining the rate of compensation to pay the intermediary


Non-execution products and services available from intermediaries


Cross trades among funds/clients in a group

3.
Safekeeping of fund assets including providing instructions to depositories to move fund assets to pay fund expenses and settle fund portfolio transactions.


Choosing a depository


Directing depository to pay fund expenses and settle fund trades


Maintaining compensating balances


Identifying corporate actions (dividends, stock splits, rights offerings)


Compensating the depository

4.
Administration of fund activities, maintaining books and records


Valuation of fund assets


Calculation of net asset values per unit

Maintaining a record the interest of each fund owner

Accounting for undeliverable checks sent to fund owners

Reporting to fund owners and regulators

Code of ethics administration; personal trading by insiders

Compensating the administrator

5.
Distribution and marketing of ownership interests (units or shares) of funds.


Forward pricing of fund owner transactions


Providing fair and not misleading information


Calculation and dissemination of fund performance information


Suitability of investments in fund


Compensating persons selling fund interests to investors

RESPONSIBILITIES OF DISCUSSANTS

To begin the Group's discussions, I propose that for about 10 minutes I would introduce the Discussants and summarize the subject matter we will consider.


Next, I propose that the Discussants cover the following subjects, taking about 20 minutes for each subject area.  The time allotted for each area would also cover comments by country representatives on their experience in the area and lessons learned.


Mr. Hernan Lopez:  Common conflicts of interest and effective control and compliance processes (best practices) used by funds and service providers in the area of portfolio management.  How the SVS, Chile, obtains supervisory oversight of the conflicts of interest present in this area of fund operations.


Mr. Jose Maria Marcos Bermejo:  Common conflicts of interest and effective control and compliance processes (best practices) used by funds and service providers in the area of placing investment decisions for execution and maintaining brokerage arrangements.  How the CNMV, Spain, obtains supervisory oversight of the conflicts of interest present in this area of fund operations.


Mr. Cristiano Souza:  Common conflicts of interest and effect control and compliance processes (best practices) used by funds and service providers in the areas of administration and safekeeping.  How the supervisory authority in Brasil obtains supervisory oversight of the conflicts of interest present in these areas of fund operations.


Mr. Gene Gohlke:  Common conflicts of interest and effective control and compliance processes (best practices) used by funds and service providers in the area of distribution and marketing.  How the SEC, United States, obtains supervisory oversight of the conflicts of interest present in this area of fund operations.


Next, during the remaining time for the breakout group, about 10 to 15 minutes, I propose that the Discussants consider the content of a brief summary report of discussions and recommendations for presentation to the plenary session.
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