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Finance Requlation

Regulation to Mutual Funds
xR EJE R SRR E

Regulation Mutual funds are gov-
erned by the Securities Act of 1933 (the
1933 Act), the Securities Exchange Act
of 1934 (the 1934 Act), the Investment
Company Act of 1940 (the 1940 Act},
the Investment Advisers Act of 1940,
relevant sections of the Internal Revenue
Act and Blue Sky laws of each state in
which a fund operates. The success of
these statutes in creating a climate of in-
vestor confidence is evidenced by the ex-
traordinary growth of the mutual fund
industry over the past decades.

The Securities Act of 1933 and Securi-
ties Exclange Act of 1934. The 1933 Act
requires mutual funds @ file registration
statements with the SEC, All purchasers of
“Fsecurities” ( the definition of which in-
cludes mutual fund shares) must be provided
with a praspectus. The 1934 Act requires
that broker/dealers who sell mutual funds
must register with the SEC. Bank empioy-
ees are exempt from this requirement as fong
as they do not receive transaction-related
compensation { commissions) .
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Finance Regqulation

The Investment Company Act of 1940,
The 1940 Act requires that investment com-
panies register with the SEC. The regis-
tration statements must include informa-
tion about the investment objectives and
strategies of the fund. These policies can
not be changed without approval of the
majority of investors in the fund. The
Act also imposes restrictions on the
amount of leverage that a fund may em-
ploy. Among other major provisions, the
1940 Act empowers the National Associ-
ation of Securities Dealers (NASD) to
regulate sales charges (loads) on mutual
funds.

A fund’s board of directors will deter-
mine which firms should be awarded
contracts, and at what levels of compen-
sation, for providing the services needed
to maintain operations. Because a fund’s
sponsor may perform many of those ser-
vices, and would have selected the origi-
nal board, The 1940 Act addresses this
problem by establishing that the invest-
ment advisers and the board of directors
of a fund have a fiduciary obligation to
the investors of the fund. The composi-
tion of the board is further restricted by
the 1940 Act to enhance its indepen-
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dence from sponsoring organizations or
other “interested parties. ~ Furthermore,
shareholders must approve all manage-
ment contracts. The 1940 Act also re-
yuires investment companics to provide
semiannual statements to investars and
empowers the SEC to establish appropri-
ate accounting standards. The SEC is
authorized 1o regulate all sales literature
and advertisernents of investment compa-

nies.

The Investment Advisers Act of 1940 .
The investment adviser is the key provider of
services to a mutual fund. The Advisers
Act requires that investment advisers
register with the SEC. However, banks
(though not bank affiliates) acting as in-
vestment advisers to mutual funds are
explicitly exerapted from these provi-
sions. The Advisers Act also imposes re-
strictions oti the contracts that mutual
funds enter into with their advisers.
These provisions require that the terms
of the agreement not exceed two years,
that a majority of outside directors approve all
renewals, and that the contract may be ter-
minated, without penalty, by the fund at any
time with 60 days' notice.

The Internal Revenne Act. Mutual
funds can avoid a direct income tax as-
sessment and pass taxable income and

Finance Regulation
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Finance Requiation

capital gains through 1o the fund’s in-
vestors. Subchapter M of the Internal
Revenue Code defines a series of tests
that a mutual fund must pass in order to
qualify as a “regulated investment com-
patry” {RIC)., The failure of a mutual
fund to mcet all of the following require-
ments would result in an onerous tax
obligation ;

% The mutual fund must be regis-
tered under the 1940 Act for the entire
taxable year.

* At least 90 percent of the RIC’s
gross income must be derived from divi-
dends, interest, gains on sales of securi-
ties, and other qualifying income from
investments in securities. Exarnples of
non-qualifying income would include in-
come derived from partnerships investing
in real estate or oil drilling leases.

% Less than 30 percent of a RICs
gross income may be derived from the
sale of instruments held less than three
months.

% At the end of each quarter, at
least 50 percent of the RIC’s portfolic
must consist of cash, cash items, U. S.
Government securities, securities of oth-
er RICs and other securities in which no

4

RBEHREE, EABKOE
EMAEXTHFAEEL
HE I — R AR R L R
HEEHNRELFATHE
Ko R GH AR R
HH) T FIESRA AR E
IR -

* EEE SO HEEA
BB PR B (1940
YRS YEAT M.

* ZEERE A RE
WD 90% Kl A AR
BURE XA GIRLH
AR5 5 B A R HLAR
BEROIEFRFMAZ,
GEABRASERRT B
PR T AR S AR
L 3

* RURBERBERLAR
B 30% B9 B AR AR
B F 34 A MIEFRHEE Pk
H.

* EHNEEKR, ZY
BB T A B LH 50%
KL HAS L HmME. A
EME ZHEHBEES Hibe
HEE BB A 7 HIES TR



one issuer’s securities will exceed five
percent of the RIC’s assets and no more
than ten percent of any issuer’s outstand-
ing voting securities are held by the
RIC.

* At least 90 percent of the RIC's
income must be distributed to the in-

vestors,

Blue Sky Laws. States have authori-
1y, subject to the primacy of federal
laws, to regulate the securities activities
that occur within their respective bor-
ders. Mutual funds must register, and
pay filing fees, with the state securities
agency in each of the 50 states, Puerto
Rico and the District of Columbia, in
which the fund will be distributed, Be-
cause there are variances in the proce-
dures followed by each of the 52 jurisdic-
tions, Blue Sky law can be complicated.
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Finance Products

Understanding the Complex World of

Derivatives

PRSI0 A T R R

What are derivatives anyway, and
why are people saying such terrible
things about them?

Some critics see the derivatives mar-
ket as a multi-trillion-dollar house of
cards composed of interlocking, highly
leveraged transactions'. They fear that
the default of a single large player could
stun the world financial system.

Because the science of derivatives is
relatively new. There’s no easy way to
gauge the ultimate impact these instru-
ments will have. There are now more
than 1200 different kinds of derivatives
on the market, most of which require a
computer program to figure out. Survey-
ing this complex subject, dozens of
derivatives experts offered these in-
sights.

¥ Source: Lee Berton, “Understanding the Complex
Journal, June 14, 1994,
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(): What are the most common forms

of derivatives?

A Derivatives come in two basic cat-
egories, option-type contracts and for-
ward-type contracts. These may be ex-
change-listed, such as futures and stock
options, or they may be privately trad-
ed.

Options® give buyers the right, but
not the obligation, to buy or sell an asset
at a preset price over a specific period.
The option’s price is usually a small per-
centage of the underlying assel’s vatue.

Forward-type contracts, which in-
clude forwards®, futures* and swaps’,
commit the buyer and the seller to trade
a given asset at a set price on a future
date. These are “price fixing” agree-
ments that saddle the buyer with the
same price risks as actually awning the
asset. But normally, no money changes
hands until the delivery date, when the
contract is often settled in cash rather
than by exchanging the asset.

Q1: In business, what are they used

for?

A While derivatives can be powerful
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Finance Products

speculative instruments, businesses most
often use them to hedge. For instance,
companies often use forwards and ex-
change-listed futures to protect against
fluctuations in currency or commodity
prices, thereby helping to manage im-
port and raw-materials costs. Options
can serve a similar purpose, interest-rate
opticns such as caps and floors® help
companies control financing costs in
much the same way that caps on ad-
justable-rate mortgages do for homeown-
ers.

Q: How do over-the-counter deriva-
tives' generally originate?

A: A derivatives dealer, generally a
bank or securities firm, enters into a pri-
vate contract with a corporation, in-
vestor or another dealer. The contract
commits the deater to provide a return
linked to a desired interest rate, curren-
cy or other asset. For example, in an in-
terest-rate swap, the dealer might re-
ceive a floating rate in return for paying
a fixed rate,

Q: Why are denvatives potentially
dangerous?

A: Because these contracts expose the
two parties to market moves with little
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ot no meney actually changing hands,
they involve leverage. And that leverage
may be vastly increased by the terms of a
particular contract. In the derivatives
- that hurt P&G, for instance, a given
move in U. 8. or German interest rates

was muitiplied 10 times or more.

When things go well, that leverage
provides a big return, compared with the
amount of capital at risk. But it also
causes equally big losses when markets
move the wrong way. Even companies
that use derivatives to hedge, rather
than speculate , may be at risk, since
their operation would rarely produce per-

fectly offsetting gains.

Q: If they are so dangerous, why are
st many businesses using derivatives ?

A: They are among the cheapest and
available means at
companies’ disposal to buffer themsclves
against shocks in currency values, com-
modity prices and interest rates. Donald
Nicolissen, a Price Watethouse expert on
derivatives, says derivatives “are a new tool
in evervbody’s bag to hetter manage business
returns and risks, ”

most  readily

Recent experience has shown that
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Finance Products

* derivatives” pose their own special
brand of risk for both the buyers and

sellers of these instruments,

For ane thing, derivatives involve at
least two parties to the contract that cre-
ates them and either party may fail to
deliver or pay what is agreed to, expos-
ing the other party to loss(often referred
o as counter-party risk) . Other forms of
risk associated with derivatives include
price risk ( as their market values
change) , liquidity risk {because traders
may be prevented from carrying out risk-
covering transactions ), settlement risk
( when securities are delivered before
payment is received ) , operating risk(due
to faulty internal controls on trading ac-
tivity) , legal risk(if derivative customers
sue to recover their losses), and regula-
tory risk { when regulations are changed
or violated). Derivatives can become so
complex that it's easy for a trader to be-
come entangled in multiple contracts and
lose track of his or her firm’s true posi-
tion and exposure to loss. At the same
time, inexperienced traders find it easy
to cross the line from prudent risk man-
agement to outright speculation for prof-
it.

Indeed, several large companies(such
as Bankers Trust Company) recently

10
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have reported large losses from deriva-
tives trading. At the same time, many
of the financial firms advising corpora-
tions to make heavier use of derivatives
have been accused of promising too mugh
and ignoring the weifare of their clients
in pursuit of fat commissions.

Sall, it's important not to overlook
the potential benefits that properly man-
aged derivatives trading offers users.
These include saving money on interest
costs and better balancing of a business
firm’s cash inflows and outflows. More-
over, with relatively low cash margins
required by most brokers, it is possible
to control large amounts of capital with
the investment of only limited amounts
of cash. And, thanks to a 1993 change
in IRS(Intcrnal Revenue Service) regu-
lations, losses from hedging transactions
may be treated as “ordinary” losses and,
therefore are deductible from taxable in-
come as long as the hedges and the items
hedged are clearly identified up front.

Those who use derivatives must learn
the principles of prudent risk manage-
ment and employ up-to-date techuology
to monitor derivatives trading and settle-
ments and to value any derivatives trad-
ed. Derivative-trading fimms should have
heards or rnisk committees that set
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