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affected parties after governmental authority has been delegated to unrepresentative

- »52 m H H 5]
agencies,™ and to “enable the agency promulgating the rule to educate itself, before
the agency position becomes “chiseled into bureaucratic stone.”**

In the words of the United States Court of Appeals for the Fifth Circuit:

The Supreme Court has stated that the notice and comment provisions
“were designed to assure fairness and mature consideration of rules of
general application.” NLRB v. Wyman-Gordon Co., 394 U.S. 759, 764, 89
S.Ct. 1426, 1429, 22 LEd.2d 709 (1969). These provisions afford an
opportunity for “the agency promulgating the rule to educate itself before
establishing rules and procedures which have a substantial impact on those
regulated” Texaco, Inc. v. Federal Power Comm'n, 412 F.2d 740, 744
(3rd Cir. 1969). Congress realized that an agency’s judgment would only
be as good as the information upon which it drew. It prescribed these
procedures to ensure that the broadest base of information would be
provided to the agency by those most interested and perhaps best informed
on the subject of the rulemaking at hand. See Shell Oil v. Federal Energy
Admin., 574 F.2d 512, 516 (Temp. Emer. Ct. App. 1978).%

The flaws in the process are not simply a technicality. Rather, in the case of the
fair valuation provisions of the Compliance Rule Release, these process flaws have
resulted in major changes being made without any consideration of the nature of the
problem that needs to be addressed, all of the altematives, all of the pros and cons, how
best to implement the selected alternative, and all of the unintended consequences of the
change. In contrast to the open, public, process-driven mechanism by which laws and
regulations are amended and major policy decisions that affect millions of people should
be made, privately-made rules and policy decisions that affect the general public are often
faulty and ill-considered, precisely because they are made in haste without consideration
of all of the data and input from all affected parties.

% See Batterton v. Marshall, 648 F.2d 694, 703 (D.C. Cir. 1980)

% See Texaco, Inc. v. Fed. Power Comm ', 412 F.2d 740, 744 (3¢d Cir. 1969). .
3 See American Fed'n of Gov'tt Employees v. Block, 655 F.2d 1153, 1157 (D.C. Cir. 1981).
¥ See Phillips Petroleum, 22 F.3d at 620.
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For example, the Commission has simply assumed—based largely on wildly
divergent estimates by two professors in the employ of pricing services that sell fair value
pricing to mutual funds—that the actions of “market timers” who invest in mutual funds
that own foreign exchange-traded securities present a serious problem of shareholder
dilution, and allow risk-free arbitrage opportunities for the market timers. The Staff in
the April 30, 2001 Letter “demonstrated” the problem with an elaborate hypothetical
example showing the dilution and risk free arbitrage opportunities.

But even the ICI stated that the SEC Staff’s example was suspect and did not
justify the use of fair value pricing. In its March 2002 memorandum on “Valuation and
Liquidity Issues for Mutual Funds,” (which updated the ICI’s 1997 memorandum on the
same topic) the ICI discusses the April 2001 SEC Letter at length and states that the
SEC’s “example makes a number of assumptions that are unlikely to apply in many
instances” including a major after-hours shift of more than 10% in securities traded on a
foreign market as evidenced by subsequent trading in the U.S., a market timing
transaction that is over 22% of the aggregate size of the mutual fund involved, and that
the foreign market closes the next day in perfect correlation to the U.S. close. According
to the ICL each of these events is highly unlikely to occur; and in combination as used in
the SEC's hypothetical to justify the April 2001 Letter, thc.y are an unrealistic set of
assumptions on which to base 2 major legal and policy shift.” According to the ICJ,
“nothing in the [SEC’s April 30] 2001 letter warrants a conclusion that the elimination of
arbitrage and the dilution that can result is an appropriate reason, in and of itself, to fair
value portfolio securities.”

In addition, the Commission appears to have failed to consider whether other
readily available alternatives, that do not require departure from actual market pricing,
would be sufficient to address market timing concems.

Moreover, it appears that the Commission has not considered whether there is a
best way to go about fair valuation of foreign exchange-traded securities to bring them
forward to a 4 p.m. EST valuation, or even determine exactly when fair valuation should
be used in this context. The Compliance Rule Release purports to impose fair valuation
as a binding obligation, yet this obligation is imposed in such an amorphous and vague
way it will be impossible for investment companies and their sharcholders to know

% 1CI, VALUATION AND LIQUIDITY [SSUES FOR MUTUAL FUNDS at p. 7 (Mar. 2002 Supplement).
57
Id.




ARNOLD & PORTER LLp

Jonathan G. Katz
January 30, 2004
Page 22

whether this new obligation is being met. This is a major daily issue affecting thousands
of funds and millions of shareholders that the Commission has not given adequate
consideration or defined in any way before purporting to impose this new requirement on
mutual funds and variable insurance funding vehicles and their shareholders and
policyholders. Different fair valuation methodologies can result in widely divergent
results, all of which may result in arbitrary adjustments to portfolio valuations,

There is nothing in the record showing that the Commission considered the
consequences of its action—that by moving to a subjective fair value process, it is
removing one of the most important checks on portfolio managers in the 1940 Act and
imposing on independent directors a complex and subjective task that they are ill-
equipped to perform properly.® Nor does there appear to have been any defiberations by
the Commission as to the signiftcant difficulties faced by external auditors of mutual
funds or the Commission’s own examnination and enforcement staff in trying to police a
subjective fair valuation standard.”

Thus, the Commission’s failure to follow the notice-and-comment process of
APA rulemaking is not simply a technical oversight. It has resulted in a rulemaking in
which the Commission did not consider all of the alternatives, the pros and cons of each,
the many ripple effects of the new position, and the processes that will need to be created
to replace market pricing in order to keep the fair valuation process from becoming next
year's financial scandal. The deliberations were conducted in secret between the
Commission Staff and the mutual fund industry, without input from shareholders or the
general public.

To date, the Commission has relied on the mutual fend industry, and “experts” in
the employ of vendors of pricing services to the industry for its information and

3 See, e.g., The Role of Independent Investment Company Directors: Transcript of SEC Conference on the
Role of Independent Investment Company Directors at p. 86 (Feb. 23 & 24, 1999) (statemnent of Manuel
Johnson, former Vice Chairman of Federal Reserve System and independent director of Dean Witter
funds); Transcript of Diréctors Roundtable, Fair Value Pricing Seminar (New York, June 13, 2001) atp. 8
(remarks of James Anderson, Esq. pariner at Wilmer, Cutler & Pickering).

¥ See, e.g.. In the Matter of Piper Capital Management, Inc. et al., SEC Docket 2525 (Nov. 30, 2000)
(StafT of Enforccment Division stating that fair valuation issues are among the most complex and time
consuming cnforcenent issues).
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analysis.® The “experts,” cited by the SEC, differ by a large amount in their assessment
of the impact of market timing (Zitzewitz finds an impact that is 2 %2 times as large as
that found by the other professor cited by the Commission,® and larger by a factor of 100
than those found by other academics).®? The Commission should conduct its own study,
and gather real information from the public and a variety of sources, rather than simply
rely on persons with an obvious salesman’s stake in requiring broader use of “fair value
pricing.” A broader and more searching economic analysis that does not simply rely on
guesswork, industry-supplied experts, and unsupported assumptions is both important
and necessary to address these issues.

Professor Henry Manne, in a commentary published January 8, 2004 in the Wall
Street Journal, excoriated both the academics upon which the Commission has relied and
those conducting the matter for the government agencies for their sloppy analysis and
rush {o judgment.

The economic justification for much of Mr. Spitzer's claims rests squarely
on a recent, widely cited academic paper, “Who Cares About
Shareholders? Arbitrage-Proofing Mutual Funds,” by Prof. Eric Zitzewitz
of the Stanford Graduate School of Business, This paper purports to show
that the various late-trading or market-timing schemes are costing long-
term investors in American mutual funds about $4.9 billion a year. The
problem is that the paper demonstrated no such thing.

After explicitly acknowledging that there was no direct way of measuring
the dilution of long-term fund investors® interests, Mr. Zitzewitz estimated
the maximum amount that arbitrageurs or short-term traders could
theoretically make from such trading. He then simply assumed that the
long-term investors had lost that much in dilution of their shares. But he
took no account of individuals’ and funds’ responses to the behavior under

@ Assistant Professor Zitzewitz is a paid consultant to FT Interactive Data, a major third-party provider of
fair value pricing services to mutuzl funds. Professor Goetzmann is a paid consultant to ITG, Inc., alsoa
nuajor third-party provider of fair value pricing services to mutual funds. Each professor is prominently
featured on the website of the respective fair value pricing service and has appeared at various prormtmnal
seminars for the services. See www. itginc.cony; www ftinteractivedata.com.

*t See Proposed Disclosure Rule Release, Rel. No, IC-26287, fn.13; 68 Fed. Reg. at 70404 (Dec. 17, 2003).

 Alan Reynolds, Hold on to That Mutual Fund WASH TIMES (Nov. 2, 2003), (avail. www.calo.org/cgi-
bin/scripts/printtech.cgi/rescarch/articles/reynolds-031102 himl).

*
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investigation. Like static tax projections, which fail to account for
behavioral responses to a proposed tax change itself, Mr. Zitzewitz’s
measure wrongly implies that long-term investors or fund mangers would
sit passively by while returns in their funds were being deeply eroded.
Not bloody likely.

Nevertheless, we know that market timers and late traders have made profits.
And, since their activities are not on their face either wealth-producing or wealth-
enhancing, we want to know where those profits came from; and, if they came
from the funds, whether there were any compensating benefits. But it is certainly
not acceptable to assume, as Mr. Zitzewitz did, and as Mr. Spitzer zealously
approved, that timers’ revenues are actually being squeezed out of long-term
investors.”

Thus, it appears that the Commission is refying on unsupported assumptions as it
makes critical regulatory decisions in an area of enormous importance. In addition, in
expanding the use of fair value pricing, the Commission has failed to study or propose a
concrete and effective system of conducting and controlling fair valuations and disclosing
to investors the issues, methods, and risks associated with the use of fair value pricing.
The Commission has made no effort in over 60 years to squeeze from the system the
subjectivity, randomness, and potential abuse inherent in the use of fair valuations. This
should be done through a formal study and attempt at developing best practices and
binding rules goveming how fair valuations are to be conducted, by whom, when, and
using what methods, Division Director Paul Roye has labeled the current methods for
conducting fair valuations as “guestimates.”™ Now, in the face of a massive industry
scandal, and against the background of all-too-frequent abuses in the conduct of fair
valuations,”® the Commission is purporting to expand the use of fair value pricing into an

© Henry G. Manne, What Mutual Fund Scandal?, WALL ST. J., Jan. 8, 2004, at A22.

“ See transcript from Hearing Before the Subcomm. on Capital Markets, Insurance and Government-
Sponsored Enterprises, supra note 11,

¥ See, e.g., In the Matter of FT Interactive Data, flk/a Interactive Data Corp., Investment Company Act

Release No. 26291 (Dec. 11, 2003), available at hitp:/iwww sec gov/litigationfadmin/ia-2201 .htm; SEC v.

Heartland Group, Inc., Litigation Release No. 16938 (Mar. 22, 2001) available at

htipAfwww sec.govilitigationlitrelcases/Ir1 6938.lum; White v. Heartland High-Yield Municipal Bond

Fund, 237 F.Supp.2d 982 (E.D. Wis. 2002); In the Matter of Jon D. Hammes, Albert Gary Shilling, Allan
Footnofe continued on next page
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area in which the statute precludes it—situations in which actual market prices are readily
available. The Commission has done so not in the text of the rule—but in two of the
Releases and footnotes to the Releases. These issues are far too complex and important
to the investing public for the Commission to address them in the back-handed fashton
set forth in the two Releases. This action violates the procedural requirements of the
APA for substantive ruiemaking and is arbitrary, capricious, and otherwise not in
accordance with the law.

In his recent testimony before the U.S. Senate Banking Committee, Chairman
Donaldson emphasized the importance of a deliberative rulemaking process to address
the important issues relating to mutual fund regulation:

Footnote continued from previous page

H. Stefl, and Linda F. Stephenson, Investment Company Act Release No. 26290 (Dec. 11, 2003}, available
at http:/fwww.sec.gov/litigation/admin/33-8346.htm; SEC v. Edward J. Strafaci, 03 CV 8524 (S.D.N.Y.
filed Oct, 2003), SEC Litigation Release No. 18432 (Oct. 29, 2003), available at
http:/iwww.sec.govilitigationlitreleases/Ir18432.htm; SEC v. Beacon Hill Asset Management LLC, No. 02
Civ 885 (S.D.N.Y,, filed Nov. 2002), SEC Litigation Release Nos. 17831, 17841 (Nov. 7, 2002) available
at http/iwww sec.eov/litigation/litreleases/lr [ 783 ] .titm and http://www.sec.gov/litigation/

litreleases/Irl 784 1. 5tm; Jn the Mafter of Western Asset Management Co. and Legg Mason Fund Advisers,
Inc., Investment Advisers Act Release No. 1A-1980 (Sept. 28, 2001); In the Matter of Ellen Griggs,
Investment Advisers Act Release No. 1836 (Sept. 27, 1999), available at
http:/iwww.sec.govllitigation/admin/ia-1836.htm; 70 SEC Docket 1636 (Sept. 27, 1999); /n the Matter of
Sean P. Brennan et al, Investment Company Act Release No, 23919 (July 22, 1999), available at
http://www.sec.govilitigation/admin/34-41639.htm; /n the Matter of Carroll A. Wallace, Securities
Exchange Act Release No. 48372 (Aug. 20, 2003) awailable af http:/fwww.sec.govlitigation/opinions/34-
48372.htm; 73 SEC Docket 3050 (Dec. 18, 2000); In the Matter of Parnassus Investments et al,
Administrative Proceeding File No. 3-9317 (Sept. 3, 1998), available at
http/fwww.sec.gov/litigation/aljdec/id13 Irgmutxt; In the Matter of Piper Capital Management, Inc. et al,
Investment Company Act Release No, 26167 (Aug. 26, 2003), available at

http:d/www .sec.goviitigation/opinions/33-8276.htm; In the Matter of the Rockies Fund et al, Investment
Company Act Release No. 26202 (Oct. 2, 2003), awailable at http:/fwww.sec.gov/litigation/opinions/34-
48590.hum; In the Matter of the Bank of California, NA., Investment Company Act Release No. 19545
(June 28, 1995); In the Matter of Michael Traba, Investment Company Act Release No. 23952 (Aug. 19,
1999), available at hitp:/fwww.sec.gov/litigation/admin/34-41761.htrm; Van Kampen American Capital
Asset Management, Inc., [nvestment Advisers Release No. 1525 (Sept. 29, 1995); Reisman and Sems et al
v. Van Wagoner et al, (N.D. Cal. filed Jan. 4, 2002); SEC v. National Financial Systems, Inc, et al., No. 03~
6908 (C.D. Cal. filed Sept. 25, 2003), Litigation Release No. 18425 (Oct. 24, 2003}, available at
http:/fwww.scc.gov/litigation/litreleases/Ir18425.htr; SEC v. Heartland Advisors et al., Litigation Release
No. 18505 (Dec. 12, 2003), available at http:/iwww.sec.govilitigation/litreleases/Ir 18505 .t
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One of the challenges in rulemaking is to anticipate the unintended consequences
of some of the rules that you make. So it’s a deliberate process. And ifit’s
rushed too fast without the proper putting the rule out there for comment . . . then
you make rules that have unintended consequences.

We agree with the Chairman and respectfully submit this comment letter in the
spirit of his comments. We believe the appropriate steps for the Commission to take are:

(1) to withdraw those portions of the two Releases that purport to modify the plain
language of Section 2(a)(41) and allow or require the use of fair value pricing
when actual market prices are readily available based on their being “unreliable”
by virtue of being a few hours old from foreign markets;

(2) conduct a study of the effect of market timing and active trading on mutual
funds and variable insurance products to determine the size and scope of the
impact, and whether action is appropriate;

(3) study the various alternatives available for addressing the issue, the impact
and potential benefits and adverse consequences of each alternative, and the
means for appropriately conducting and controlling each alternative;

(4) consider the impact of the various alternatives on matters such as investor
protection, transparency, faimess, consistency, internal control and audit, costs to
investors, and other important policy objectives;

(5) study fair value pricing methodologies and methods for benchmarking,
supervising, and controlling fair valuations in order to develop a more fransparent,
uniform, well-defined and well-controlled consensus means for conducting fair
valuations in those contexts where fair valuations are necessary; and

(6) if appropriate, after sufficient study and analysis, propose a series of rules
addressing the issue directly, with opportunity for public comment.

-

% Review of Current Investigations and Regulatory Actions Regarding the Mutual Fund Industry: Hearing
Before the Scnate Banking, Housing and Urban Affairs Comnt., Cong. 108, Sess. 1 (Nov, 18, 2003)
(statement of SEC Chairman Donaldson). (unofficial franscript, Federal News Service).
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Only after these steps have been taken and all of the comments considered and
weighed and addressed, should a rule be adopted on the use of fair value pricing. To the
extent legistation is required to address the issue, the Commission, after studying the
issues in detail so that it is in a position to make a meaningful proposal, should refer the
matter to Congress with recommendations for statutory changes.

““Respectfully subflitted,
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Jonathan G. Katz

Secretary

U.S. Securities and Exchange Commission
450 Fifth Street, N.W,

Washington, D.C, 20549-0609

File No. $7-11-04

Re: Objection to and Comment on Proposed Rulemaking Regarding
Mandatory Redemption Fees for Redeemable Fund Securities, and
Request for Comment Regarding Fair Vale Pricing in the Context of

Market Timing

Dear Mr. Katz:

On behalf of our client, DH2, Inc., we hereby submit this objection to and
comment on rulemaking File number S7-11-04 (Proposed Rule: Mandatory Redemption
Fees for Redeemable Fund Securities, Rel. No. IC-26375A, 69 Fed. Reg. 11762 (Mar. 11,
2003) (“Proposed Rule Release™)). As the Commission is aware, DH2 filed a comment
letter on January 30, 2004, addressing the Commission’s new fair value pricing
requirements approved at the December 3, 2003 open meeting, (Final Rule; Compliance
Programs of Investment Companies and Investment Advisers, Rel. No. 1C-26299).! OQur
comments on fair value pricing and related issues included in the January 30 letter are
also responsive to questions raised by the Commission in the Proposed Rule Release;
therefore, we resubmit that letter as part of our comments on the Proposed Rule Release

(copy attached).

The Proposed Rule Release primarily discusses a proposed rule that would
impose a 2% redemption fee on certain transactions in open-end funds. In addition to the
redemption fee proposal that is the main focus of the Proposed Rule Release, the Release
also requests preliminary comment on fair value pricing as it relates to market timing, 69
Fed. Reg. at 11768. The Proposed Rule Release also states that the Commission, at some

' 68 Fed. Reg. 74714 (Dec. 24, 2003).

Washington, D NewYork London  Bruseels  Los Angeles  Century City  Northem Virginia Danver
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point in the future, will “be seeking additional comment on specific issues related to fair
value pricing.” Id.

It appears that the request for preliminary comment on fair value pricing issues
was added to the Proposed Rule Release at the request of Commissioner Glassman, who
stated at the February 25, 2004 open meeting that she would agree to vole to propose the
mandatory redemption fee for comment only because the proposal was tied to further
inquiry on fair value pricing. Commissioner Atkins dissented from the vote on the
proposed release, on the grounds that the Commission had not yet adequatcly studied the
alternatives and their impact, including the efficacy of fair value pricing to address
market timing. We find it profoundly disturbing that the Commission is only now
requesting preliminary public comment on the use of fair value pricing to address market
timing, several months after it issued the Compliance Rule Release in December 2003, in
which the Commission purported to require funds to use fair value pricing to address this
activity.

Request for Comment on Fair Value Pricing

To borrow a phrase used by Commissioner Atkins in his dissent at the February
25, 2004 open meeting, the Commission “has gotten the cart before the horse.” Since
1940, investment companies have been required to use “fair value” pricing of securities
when actual market prices are not “readily available” and have been prohibited from
using fair value prices when actual market prices are “readily available.” Investment
Company Act (“ICA”) § 2(a)(41). This is the “dichotomy” described in the Investment
Company Institute’s 1997 memorandum on Valuation and Liquidity Issues for Mutual
Funds:

The Statutory Valuation Dichotomy

The fundamental rules governing valuation of fund portfolio securities are set
forth in Section 2(a)(41) of the 1940 Act, which defines the “value” of fund assets
in terms of a simple dichotomy

o segurities “for which market quotations are readily available™ are to be
valued at “market value;”

« all other securities are to be valued at “fair value as determined in
good faith by the board of directors.”

ICY, Valuation and Liquidity Issues for Mutual Funds (Feb. 1997) at 3.
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The Commission has never carefully studied or considered the methodologies for
conducting and controlling fair valuations in the very situation in which the ICA requires
it—when market prices are not readily available. This is an extremely importapt area,
with respect to which the Commission should request cormments and conduct a formal
study before it requires funds to use fair valuation in a much broader set of circumstances
than the ICA permits. However, in the Proposed Rule Release, the Commission says it is
postponing consideration of issues such as whether it should adopt a requirement for
funds to regularly review the appropriateness and accuracy of methods used in valuing
securities for some unknown future date. 69 Fed. Reg. 11768 n.66.

Instead, the Proposed Rule Release requests comment only on the use of fair
value pricing in the context of market timing—and makes clear that it is referring to fair
valuation of securities for which actual market prices from that same day are, in fact,
readily available. 69 Fed. Reg. 11768 nn. 62-64, Closing prices for exchange traded
securities from that same day had always been understood to be readily available and,
therefore, required to be used for valuation purposes. See Rel. No. IC-6295 (1970). As
discussed more fully in our January 30, 2004 comment letter, the required use of fair
value pricing to adjust closing prices from that same day from overseas securities
exchanges, as announced in the December 2003 Compliance Rule Release, is a
substantive “legislative” rule that was adopted in violation of the notice and comment
requirements of the Administrative Procedure Act (“APA™), without analysis of all of the
necessary data and considerations required for the adoption of a substantive rule,and its
adoption was thus arbitrary and capricious. The requirement for expanded use of fair
valuation alsoconflicts with the plain language of Section 2(a)(41) of the ICA and is
therefore invalid. We note that the Commission has sua sponte included a copy of our
January 30, 2004 comment letter in this docket No. $7-11-04 and we are resubmitting
that letter as well. However,because the underlying requirement announced by the
Commission last December -- that funds must apply fair value pricing to securities for
which actual market prices are readily available -- is void, any rulemaking that flows
from the current docket on how to implement that itlegally adopted rule would itself be
void. '

As noted by various Commissioners at the April 13, 2004 open meeting, the use
of “fair value” pricing is fraught with many risks and “unintended consequences™ and

2 The risks and unintended consequences are evident. We understand major underwriters of Directors &
Officers insurance have decided to expressly exclude from coverage claims against directors and officers
Footnote continued on next page
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has frequently been the subject of “hanky panky.” 3 Expansion of the use of fair value
pricing beyond the area permitted by the ICA is both illegal and unwisc as a policy

Footnote continued from previous page

related to fair value pricing. This decision is understandable, since improper use of fair value pricing
presents substantial risk of loss to investors and resultant liability in private litigation, and many directors
are incapable of performing their duties under the ICA as regards fair value pricing. In addition, the
Commission’s recent directive to mutual funds to use fair value pricing when actual prices are readily
available conflicts with the statutory directive to use actual market prices under these circurnstances, and
directors who use fair valuation under the circumstances therefore are exposed to liability for failing to
abide by the statutory directive.

3 Comments of Commissioners at April 13, 2004 open meeting. Commuissioner Atkins was correct in
noting that there has been much harky panky in the use of fair value pricing. See, e.g., In the Matter of FT
Interactive Data, fix/a Interactive Data Corp., Investment Company Act Release No. 26291 (Dec. 11,
2003), available at hgpﬂlwww.sec.gov/litigation/adminlia-ZZO1 .ty SEC v. Heartland Group, Inc.,
Litigation Release No. 16938 (Mat. 22, 2001) available at http://www.sec.gov/
litigation/litreleases/lr1 6938.htm; White v. Heartland High-Yield Municipal Bond Fund, 237 F.Supp.2d 982
(E.D. Wis. 2002); In the Matter of Jon D. Hammes, Albert Gary Shilling, Allan H. Stefl, and Linda F.
Stephenson, Investment Company Act Release No. 26290 (Dec. 11, 2003), available at
http://www.sec.gov/litigation/admin/33-8346.htm; SEC v. Edward J, Strafaci, 03 CV 8524 (S.D.N.Y. filed
Oct. 2003), SEC Litigation Release No. 18432 (Oct. 29, 2003), available at
http:llwww.scc.govllitigation!litrelcamﬂri8432.htm; SEC v. Beacon Hill Asset Management LLC, No. 02
Civ 885 (S.D.N.Y., filed Nov. 2002}, SEC Litigation Release Nos. 17831, 17841 (Nov. 7, 2002) available
at hip://www.sec.gov/ljtigation/litreleases/lr1 783 1.htm and http://www.sec.gov/litigation/
litreleases/Ic1784 1. htm: fn the Matter of Western Asset Management Co. and Lege Mason Fund Advisers,
Inc., Investment Advisers Act Release No. IA-1980 (Sept. 28, 2003); In the Matter of Ellen Griggs,
Investment Advisers Act Release No. 1836 (Sept. 27, 1999), available at
http:/fwww.sec.gov/litigation/admin/ia-1836.htry; 70 SEC Docket 1636 (Sept. 27, 1999); In the Matter of
Sean P. Brennan et al, Investment Company Act Release No, 23919 (July 22, 1999), available at
hitp://www.sec.govliitigation/admin/34-41639 htm; [n the Matter of Carroll A. Wallace, Securities
Exchange Act Release No, 48372 (Aug. 20, 2003) available at htp://www sec.gov/litigation/opinions/34-
48372.htm; 73 SEC Docket 3050 (Dec. 18, 2000); /n the Matter of Parnassus Investments et al,
Administrative Proceeding File No. 3-9317 (Scpt. 3, 1998), available at http:fiwww.sec.gov/
litigation/aljdec/id13 Lrgm.txt; In the Matter of Piper Capital Management, Inc. et al, Investment Company
Act Release No. 26167 (Aug. 26, 2003), available at http://www.sec.gov/litigation/opinions/33-8276.htm;
In the Matter of the Rockies Fund et al, Investment Company Act Release No. 26202 (Oct. 2, 2003),
available at http:/fwww.sec.gov/liti gation/opinions/34-48590.htm; /n the Mater of the Bank of California,
N.A., Investment Company Act Release No, 19545 (Tune 28, 1995); In the Matter of Michael Traba,
Investment Company Act Release No. 23932 (Aug. 19, 1999), available at http:/fwww.sec.gov/
litigation/admin/34-41761.htm; Van Kampen American Capital Asset Management, Inc., Investment
Advisers Release No. 1525 (Sept. 29, 1995); Reisman and Sems et al v. Van Wagoner et al, (N.D. Cal. filed
Jan. 4, 2002); SEC v. National Financial Systems, Inc, et al., No. 03-6908 (C.D. Cal. filed Sept. 25, 2003),
Litigation Release No. 18425 (Oct. 24, 2003), available at http://www.sec.govilitigation/

Footnote continued on next page
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matter, and we hereby object to it. What would be appropriate, however, would be a
Commission concept release, followed by a public roundtable session and formal Staff
study and report to the Commission, by which the Commission could request and obtain
information and the views of the public, industry members, market participants,
accountants and others on how fair value pricing s and should be implemented in the
contexts in which the ICA mandates and authorizes its use—when actual market prices
are not readily available. Information gathered and recommendations developed through
that process could then form the basis for a preliminary rulemaking proposal through the
notice-and-comment process.

Standards and requirements established or announced by the Commission
regarding mutual fund pricing, including use of fair value pricing, constitute “rules” as
defined in the APA. Section 551(4) of the APA defines “rule” to mean:

“the whole or a part of an agency statement of general or particular applicability
and future effect designed to implement, interpret, or prescribe law or policy...
and includes the approval or prescription for the future of rates, ... prices, ... or
allowances therefor or of valuations, costs, or accounting, or practices bearing on
any of the foregoing.”

However, the Commission at no point has conducted a formal APA notice and comment
rulemaking on fair valuation, other than the adoption of Rule 2a-4, 17 CF.R. § 270.2a-4,
which largely mirrors the text of Section 2(a)}(41) of the ICA as regards when fair value
pricing is (o be used. 29 Fed. Reg. 19101 (Dec. 30, 1964); 35 Fed. Reg. 314 (Jan. 8,
1970); 47 Fed. Reg. 56844 (Dec. 21, 1982). The April 30, 2001 staff letter to the
Investment Company Institute and the footnote to a 1984 rulemaking proposal on a
different topic to which the Commission has pointed as precedent for the fair valuation
requirements set forth in the Compliance Rule Release are not themselves law and do not
trump either the notice and comment rulemaking requirements of the APA or the plain
language of Section 2(a)(41) of the ICA.

If fair valuation obligations of funds are to be expanded, or changed, they must
be addressed through a rulemaking conducted under the notice and comment

v

Footnote continued from previous page
litreleases/Ir18425 htm; SEC v. Heartland Advisors et al., Litigation Release No. 18505 (Dec. 12, 2003),
available at hitp://www.sec.govlitigation/litreleases/lr18505. htm.
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requirements of the APA. That rulemaking must be limited to fair valuations of
securities for which actual market prices are not readily available, as dictated by Section
2(a)(41) of the ICA; the Commission cannot change the clear statutory parameters by
rule. A rulemaking on this topic will take considerable time and effort. The Commission
has noted that fair value pricing is complex and “tricky.” Because the Commission has
only just begun to look at these issues, an iterative process is required, to identify and
study the alternatives, the details, and risks and benefits of each and to develop data and
formulate a concrete proposal for public comment. Among the many things which the
process and final proposal should include are the following:

Reemphasizing the role and responsibility of independent directors to conduct and
supervise the pricing process and particularly the fair valuation process. Section
2(a)(41) of the ICA requires directors to conduct fair valuations. It isoneof a
handful of functions that directors themselves are specifically tasked with
conducting. Directors not only have significant responsibility in this area, they
have significant potential liability. They need a framework, guidance and
standards on how to conduct this duty.

Requiring that investment company compliance policies apply to pricing services.
Seeking comment on the need to regulate and examine pricing services (and,
ultimately seeking statutory authority from Congress to do o).

Examining in detail all of the various methodologies for conducting fair value
pricing for each class of asset held by investment companies; considering the
risks and benefits, unintended consequences, and pros and cons of each; finding
the best, consensus methodology for conducting fair value pricing.

Making sure that the methodologics are consistently applied, and can be
replicated.

Considering means and a process for back-testing of valuations and disclosing
results to investors.

Determining the effect of fair value pricing on “smoothing” of volatility statistics,
which create a false impression of lower risk in the investment company portfolio.
Considering the framework for controlling, auditing and examining investment
companies’ valuation processes, including fair value processes.

Evaluating the transparency of the fair value process, and requiring additional
disclosures. ~

The objective of this process should be to squeeze from the system the

subjectivity, randomness, and potential abuse inherent in the use of fair valuations. This
should be done through a formal study and attempt at developing best practices and
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binding rules governing how fair valuations are to be conducted, by whom, when, and
using what methods.

Tn addition to the statutory conflict and APA defects in the use of fair value
pricing for securities as to which actual trading prices are available, we note that two
methodologies that have been bandied about in discussions of the use of fair value pricing
to address market timing— matrix pricing and “top down” price adjustments-- have some
additional defects. Matrix pricing was developed for use with fixed income securities. It
was not developed for use with equity securities. Comparisons between equity securities
of different issuers involves many more variables and intangible considerations than
comparisons among fixed income securities, Top-down pricing assumes a portfolio-
based approach to valuations. Yet Section 2(a)(41) of the ICA clearly contemplates an
asset-by-asset valuation approach. Each asset is first valued separately, and then the
values of all of the assets are summed up to determine the value of the portfolio as a
whole. Use of top-down pricing as a valuation methodology assumes a bulk pricing
adjustment to the portfolio as a whole that is fundamentally at odds with Section 2(a)(41)
of the ICA and Rule 22-4 thereunder.

Moreover, the Commission’s desire to employ fair value pricing to hinder or deter
market timing and active trading seems to view this as the main goal of valuation. A
better goal would be to assure that valuations are conducted accurately. Active trading
and market timing generally is a form of momentum investing. Trends in the relative
values of different asset classes persist over periods of time far beyond the intra-day
pricing issues associated with global trading and the choice of a fund manager to price its
funds other than at the time of closing of the relevant exchange. Allowing fund managers
to adopt fair value pricing methodologies designed to discourage active trading by
capturing future days’ projected price changes anticipated from existing price trends is
simply not a legitimate use of fair value pricing. Similarly, allowing funds to adopt
random or secret pricing methods to make their valuations unpredictable to foil active
traders is not a legitimate use of fair valuation.

The valuation of portfolio securities is one of the fundamental investor protcction
concems of the ICA — so fundamental that it is one of the few tasks specifically delegated
by statute to fund directors. Use of unsound, subjective pricing methodologies was one
of the principal abuses in the investment company industry that the ICA was designed to
eliminate. The ICA requires the use of actual market prices when they are available, in

“ ICA §§ 1(b)(S): 2aX41), 22.
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order to reduce the use of subjective valuation methods and the resulting risks to
investors due to fraud and error in calculating share prices and portfolio values. We do
not believe the statutory directive as to those limited circumstances in which fair value
prices are to be used can or should be amended by rulemaking—particularly in the
manner in which the Compliance Rule Release adopted by the Commission in December
2003 purported to do so.

2% Redemption Fee Proposal

The Commission’s 2% redemption fee proposal has received a large number of
comments, most of them negative. From this reaction, and the dissent of Commissioner
Atkins and questions and comments of other Commissioners, it appears that the proposal
will not become a rule in the near future. However, to the extent that the Commission
continues to consider this proposal, we respectfully make the following suggestions (and
formally object to a final rule to the extent it does not conform to this comment):

o All investors in the same investment company should be subject to the same
redemption fees, under identical, clearly described rules. By its terms, the [CA was
not intended to favor or disfavor any category of investor. By establishing different
rules and fees for large and small investors, or active and passive investors, the rule
would violate 2 central tenet of the Act. See ICA § 1(b)(2)&(3).

e The limit on frequency of trading should be very short. The Commission has
proposed five days between purchase and redemption as the triggering period. Two
business days ought to be sufficient to address the “stale pricing” issue that the
Commission has asserted as the reason for the fee. Imposing mandatory fees with a
triggering period of longer than two days is not rationally related to the alleged
“stale” pricing issue it purports to address.

¢ Mandatory fees should not be imposed by the Commission to address the alleged
transactional costs to investment companies from active trading. Most of the
transactional fees are not the result of actual execution costs, but the add-on costs of
soft dollar research services. Mutual funds can avoid the bulk of these costs by
negotiating lower brokerage fees. If the Commission wants to reduce the cost of
portfolio transactions to investment companies, it would be far more effective to
restrict soft dollar arrangements than to impose fees on sharcholders.

¢ The proposal would not impose mandatory fees on active trading in respect of
investment companies that were designed and marketed as vehicles for active trading.
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This element of the proposal should be retained. We understand the proposal would
also, as a result, not impose fees on active trading in a manner that would preempt
state laws or vested contractual rights of investors (particularly variable insurance
contract holders) that were valid when entered into. N

To the extent that the Commission chooses to adopt a final rule imposing a 2%
redemption fee in a manner other than recommended in the foregoing comments, DH2

hereby objects.

Conclusion

The issues involved in the Proposed Rule Release, both the 2% redemption fee
and the fair value issues on which preliminary comment was requested, are complex and
require a great deal of additional data, analysis and consideration, before a final rule is
adopted. However, use of fair value pricing to address market timing issues where the
portfolio of assets is actively traded and for which actual market prices are available,
simply is not allowed under the ICA in the manner required in the December 2003
Compliance Rule Release, for the reasons set forth above and in DH2’s January 30, 2004
letter. Requesting comments on methodologies and related issues for fair value pricing in
this context, premised on an invalid rule, cannot form the basis for a valid rulemaking
action.

Accordingly, subject to the foregoing discussion, and for the reasons stated above,
DH? hereby submits these comments and objects to the Proposed Rule Release.




