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Re: Late adin in^ &d Market Timing Issues 

Dear Mr.. Ro>re: 

The American Bankers .4ssociation1 would ljke to take this 'opportunity to 
' 

cxprcss its vi,ews regarding the late &*ding and markkcl timing issuer, ihat are 
under current consideration witllin the ~ i v i s i o hof lnvesnnent M.anagenlent. Our 
membcrs are very concemed.aboulthese issues. As investors in mutual hnds,  
either for our own portfolio or for that of om fiduciary and brokeraze cJienLs,as 
well as'transferagents and investment advisers to mutual fuhds, we'a&laud the 

.Comxnission's goal to protect nuLual fund iavcstors and to ristore iuvestor 
confidence in mutval fmds: As outlined in recent testimony to the Congress, the 
Commission is atkxlcing the cment i~iarketscandals by both bringing swift 
enfo~-cen~rnt'actions when wrdn'gdoing is uncovered and.prornulgating regyl.ations 
designed to pwvent or m'inimize,the possibility oftl~eseabuses occurring in. the 
htuse. 

We are concerned. however? that the I-egulatorysolutions sugpsted to dale 
to combat latc trading and maker timing ignore the operdtional complexitie~ and 

.otl~erproblems associated with.these proposed changcs, particularly as they 
impact the rctircment savings oCrnillions of 401(k) plai~'particip;~ts,Wc believe 
thcre are alternative solutions that c a ~satisfi the need ro curb late trading, while, 
at the same tine: lninin~izeproblems associated with somt o f  these s~qgestcd 
solutiuns. We would also like to offcrcomments on one aspcct.of su&estcd 
proposals addressing market timing issues. 

' 'The Aincrican Bankers Association brings roge'ther all e l~n~ents  .4mcricnn ba+n$o f t . 1 ~  
communjty to bcst rcpresmr:the inteiesv of this rapidly changiqg industry. 'Ttsmcmbcrship -
which i rdudcs  colnqmnity, rcgiom1 and money center banks and hdcijng coznpanies, as wcll as 
savings inutittbions, tmsr co~qxmissalld savings bearks - unkes ADA thc largwt banking made 
association in thc Unitcd States. The views iu this lcttcr arc slvo endorsed by AEASA. ABASA is 
a separately r.ha~teredtradrt associa~ionand 11011-profitaffiliatr of thc M A  whose mission is to 
represent bcforc hr:C o q p s s .  the fed& pvcmmcnt and tkie courts t l ~ eintoests of banking 
organiza.tiom engaged in unrlcr~vriringand dealing sccuritics, proprierary mutual finds and 

, ,dcrivslivts. 



Late Trading 

To ddrsss illegal late ,trading, thc staff is examinkg the feasibility of 
requiring that a fund (or certain designated agents)-rather t h n  an intermediary 
such as a bxoker-dbaler 'or other third party--rcceivc a purchase or redemption 
order prior to ,the rime the fimd prices its'shares, typically 4:00 p.m.',east was\ 
time, for an invcstor'to r&ve tlmt day's price. It is believed that this "hard7' 4 
p.m. cut-off would effectively eliminate the potential for late trading'~throush' 
intermediariesthat sell fund shares. Wdle  this proposal may c m  ill&gallate 
trading, we b ~ l i w eit ddes fiu more h n  address tho problem at hand. We see no 
reason to 15x a poblem cpuscd by a few, +t discriniinate against the vast majority 
of mutual firnd invzstors who use int~rmediaries,including the millions currently 
saving for retiremeit tlrough their cornpmy7s 40 1(k)or'inciividud rctircpcnt 
accounts. Ovzr $2.1.1 trjllion i n  assers'arecurrently invested in defined , 
contributi~nplans, the vasr majority of which arc in 40 I.@) plans.2V\ie bcljeve 
there are better, less problematic ~nethodsto address late tmchg. ' 

, 

' A 4 p m .  "hard close" TO the mutual fund would put ~investorswhoinvcst 
tlxougb an inleniwdiary7such as a bank trustee,' a custodian, a rccordkcepcr, or a 
broker-dealci-, at a disadvantage. ' It would have the result of %I?ing up two 
investor classes --those who invest dire~tlywitllh e  mutuaJ fimd or its designated 
agent and those 'who iavest througli.';v~inlermediary. Xnvestoss who :invest 
directly with the'mutual fund will get the benefit of today's NAV, while investors 
who invest t l ~ r o u ~ hiotemedia&s will get the next-dayys NAV; aibest. , We 
strong1y encourage the.Commission to avoid. creating a system that,discrin~inates 
against investors based solely upon their choice of distribution chaiulel: 

The discrimjnatory impact ofthe proposed 4 p.m. hard close is most 
clearly illuslrated whcn an individual investor invests in the same~mutualfind 
through threc dii'ierent distributih channels: a fetail' brokerage accomt. a 401or) 
plan trusteed by a bank, and an account heid directly by the mutual Fund. Today, 
if that investor makes an invcstrncnt decision at 3 P-ITI-'on day 1&athe or she 
wauts to redeem the mutual f i n d  shares held in all thrw accounts and 
comrnunicales dmt decision sim.ultaneouslyto all three fir~aacialseivice 
providers, the iqvcs~or'strade orders for all I.hm accounts will be cffected at 
today's NAV. Under the proposed 4 p.m. hard close, tl~k'invcslor~strade order 
will be effeczed at .two, md,possibly three, differcnt,'P.jAV prices dcspjte the fact 
that the decisio11,toredeem was comunicated at the exgct same time. ' , 

Specifically, t h ~account held at the mutual fund will definitely rec.eive tdday's 
NAV. Thc account held at the brokerage account may or may,not reccivc today's 
NAV depending on the a&omt ofprocessing rcqu..ired. As we discussmorc fully 
below, thc degree of processing required for plan participant orders guarantees 
'Jmt thc nlutuhi fund shares held through the 40 1(k) plan will be priced at, .the acxt 

, , 

. . 
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'FACTS fiom EBRI.,'Septembcr 2002, analyzing year-cnd 200 1 Retircmncnl pian Asset.. 
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3 The tenn "b.ank,"as used in this Icttcr, inclndcs fcdczal and s~~rckhar l t r edsa,r/ingsassociations 

3 . . .. ,and t n ~ tccrmpan<es. . .  . 
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day's NAV,. or. .dossiblethk NAV for additional days larer. '~i 'fferent-., ., . $J&v p r i m  
for simu1,rarieous wders will h i a l l y  Gad ru investor~cohfus~&'and,rnost.likely, 
create a skopg investor hias tow&& dealing dircctly with the mrif&I f p d  for a l l  
types of investmerit accounts. . . . 

. - . , . , .. 
1 ' 
. .  . 

, ., .. Encouraging inveitors todeal directly i t h 'mutualfunds d e w ,&vestor 
- .  . . . choice, and c6uld.have undesirable impIications. Many plans4bday, o f f 6fiRcen 

.. 
01- more invislment options thar arc cross-mutuai fund ipd'usayand cross: 
provider. If a 4 pm.. hard dose~isin investors may sacrifice c'lqice to be, 

able to receive dairy valuation and trading. If an investor i s  invested entirely jn 
one fund, thtirc ;$far g & a k rpotential for loss ifthat one fund,or f&d'fdmily.. 
cncounters difficulties: Bisiory lzas shown time q ~ dag& that a lack of 

. .,.diversificatichi hints investors. ' . , , 
. . I . .  , ( .  . . , 

~r6cessin~ isan opki-ar io ia l~ .~~o~plex401(k)pla1~participmt.~order~ and 
rime-consumingtask,no,mattcr which typk of financjal~int'enncdiary i's;servicing 
the plan. 'There are multiple prooesses and systems inv&-ed'for correlating and 
transferling data between,receipt af the parlicipant7s order and delivery'nfti~at 
order to the fund company. Oic mcrnbcr instit~~tion has informed us that 
proccssiug.tra,de orders f6r most of their'participant pla&'~nvolves five steps and 
four systemsb~twecnthe partikipant trad,e'requestand fimd =ompiny receipt. 
Specifically, pncethe paiticipant communicates a,trade:reque~tby' the 4 p.m. 
eastern time market closu, ii is moved to Ulc primary particjpktit rc&o~dkeeping 
system, where it given a value and recoxiciled with Lhqt particip&at's akcouht. 
'C'he p.articipantystransactiob is then combined with ot.has from that.samepIan,. . 

each one.behg previously reconciled and valued. 'fhe'next step requires Ihk 
specific plan's trade orders to be combined with other tiansactions ftom other, , 

plm uccounl8held by that rcicordkeeper, which aie agaiovalued,netted and . 

reconciled. :The &nultirnatc stcp requiics thc recordkcepeis pet &dde order to be 
turned over to .the intermediary whcre it is valued apdcqmbined yith trad.es of 
othcr recordkeepers foi'a total net buy or sell on each fuod.7Wse prockisin~ 
steps are t a b  after t h i  4 p m .  close to give plan participants the s h e  : 
consideration for,trqdeorders as a,direct investor and to allow 'ootli'sidcs (sale and 
purchase) of'a.n'invcstznentopti6n or rebalance of portfolio'to wctk,+ ofthe, 
samc bade date.' ~ t , l e a i . d n e  bank has es~mated that it'rnby fake'6~?3,bo&z.:to 
complete all 0~111isprocessing. ' . , 

, , . . . , 

1f B4 &-n.'chaidclo~e" wereput in place; ihen.pa~icipantsin + 4~l{k)  
plan would,ha&i lhdrtrade orders effected at the next day's NAV,,since the,order 
would havCto be placed before 10 a.m. eastern timein brderio have any chance 
to get today's NAV. For plan participantslocated on thc West,,Coi~5,thi,c$ance 
ofreceiving that day's NAV is even sliuimer. A 4 pnz: hard c ioscf~~ors,the 
nxfcual fund'distribution channel over that brovided by banks, bto&r-cleaieri and 
othcr intcrmcdiariss bccausci( allows the mutual fund ca&Aex to perform'ihhe 
proccising tasl&after 4 p.m. &iilc all othcr providers n&t.perform thelrequisitc 
processing before.4 p.m. ' 

, , . . . , .. 
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The'transaction discusid above involves a simp,le or puch&c 
ordcr. Even mofe com.p'lexitjl is involved when tipint's ordtr inklv$s a 
transfer fiom one Eund"toanolhet, i.e. a simultanivus redtmp,tion.andpurchase. 
Today, if a pmtic ipa~pld~esa11 ordcr to sell 1000 sha.yi,ofFund X and use the 
procccds to purchase s l i ar~in ~ & d. . Y, a bank trustee can process both legs of the 
transaction, because, some iime ifier the 4'p.rn. market c!ose,'they have 
electronically beenIprovidedwithNAVs for both Funds: With a 4 p':m. "h&d 
closo" to the mutual fund, the bahk truske:would have to place the  order to3 
redeem 1000 shires of Fund X bafore 4 p.m. Without m NAY ~ D KFundX, thc 
bank t r u ~ t ~ c  could.nor p'lact the purchase order ior Fund Y before 4 p.rh. lostead, 
the plan partikipaut ivill Fund Y s h a m  at thhc next day's' NAV. Hcrt ,  
again, a 4 p.m. l w d .close favors.the mutual fuid distribution c h ~ ~ laver,!hat 
provided,by banks, broker-dcaleis; and others. Under the proposed 4 p.m.. bard 
closc, tho partitipafit's redemption and pwchase o r d q  wi1l'bot.hbe eff&&ted at 
today's NA,V i f  both Fund.X,and Fund Y are members of the,same fhd.faqily. 

, , . 
W; dp notbelieve it is ap&priate.for t h c ~ o m m i i ' o n$0 adopt$ sdlution 

In prevent illegal late trading.thittreats cokumers diffkrehly b&d phxhei.r 
choice of one disttjbution channel over another. The c6~sumerssh&~dnot b.c 
sacrificingchoice to bc able to riceive daily valuat'ton. 

, ~< . . . . .  

~naiternativdproposal wc w6uld like to suggest is. that the~ntcnnk~iwy 
he required to that di trade requestswere recordLd befor;; 4 T,h,s. , ,  . 

' . . , ' . would allow all ,hvestors to,be treated equally. The opef?ionaj . , ,,capabiliry:toI 
8 , 
I I '  

aclieve this is eitbe~cunently m'place, or can bc p i ~ tin placeto include any' 
electronic time skrnp on all trade requests. Such an electionic time s'tarnp could 
be incorporated into a sy;tem in such a way to ensure ihat i tvnnot  be 
manipulated.. Audit procedbfes &uld be develop&l to ksurc compliance. . n i s  
would pruvide the assurance.that,thc trade request camefrom thepa&cipant 
before t& closing of the marker. It k6uld also allow .for the,equd .treamentof all 
invcsrors, 401(k)plan participants, and others wh'o choose to inwx$fhrough. . 
intenncdiilries. .. .. , 

. . . . . . . . .  
, ,  . . 
. , .. 

Market Timing 
. . . ,  . 

, . .  ..., 

T h m  hwe bem siiveral,proposals suggested f~.r,yhnbatingmarket&ning, 
including stmnger policies addressing market timing, beltdrdisclosures~fthcse 
policies, and reinforcing board oversight. Proposals also req~~i~c'&ereto be . 
procedures in place to e&.re compliance kith the discl6ie'd polides regarding 
market timing. h addition, fhcre has been,discussion of Fair value pricing to 

. minimize mark? tim.iig opportu!~ities.. . 
1 3 . . , . .  . . 

' . '. . . , . . . 
. ,

We wouldJike to express hncern  about the 2%'sedemptj:oac~mPopentof 
proposed suggqstions for addressing m e &  riming. ~ h i l e t h i s , m i ~be me means 

- i ' 

to discotrrage 'market-timers;wc are concerned that it will.create ti hu&cburdcn 
for recordkeeper's, and.would require wholesale reclcsign of recordkeeping 

. . 

systems. h'particular, i t  would be most difficult to apply it inomnibus acbunts, 
which are how most rkt i rkent  p1ms~a1-ehandled. It would bc'vcry difficult to 
'uack the individuals engiging in market timing and then ,allocate* 2 %  

. . * . I 

I 



redemption c h u g ?  back to the specific plan,within those omnibus accounts. We . 
urge th,e Commission t o  carefully co&der all tha potential coasoquw~crsof 
possible solutions through a proposed rulemaking. 

Conclusion 
. . 

WEwould sncournpe &he ~omrniss'ionto move:dtljberaloly,rcmgnizing 
thc  complex opefhtional changes that thcse propwsals w&ld neccs&hte, and the 
negative impact o ~ i401 (lc) plan participants and other investofswho choose 10 use 
intermcdiariss. We w&ld also encourage the Cornrnisiion to allow for a suiPA5le 
ilotice and cornn~m~l:pw-iod for any regulatbry solutians.propsstd'toaddms late 
trading and nlirkut timing. We hel.ikvethe operational cmnplexiiies Bnd other 
difficul.~issues qsociated with t1i:lieseissues do not lend th.en:nlselvesto the 
Commission issuing rules inan interim final form. We look forward to worlcing 
with the Corn~nissionand its staff in. the f in re  on these and mher m.utQal.fimd 
issues. I f you,h,ave,any questions, or we chprovide any furthkr assis~ance, 
please contact Sally Miller at 202-663-5325 or Lisa Bleier at 20256$3-5479. 


