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This publication is exclusively designed for the general information of readers. While every
effort has been made to provide accurate and timely information, information contained in
this publication may not be comprehensive, or some information may have been omitted
that may be relevant to a particular reader. Consequently, PricewaterhouseCoopers

does not guarantee that such information is accurate as of the date it is received or that

it will continue to be accurate in the future. You must be aware that the information to
which you have access is provided “as is” without any express or implied guarantee by
PricewaterhouseCoopers.

PricewaterhouseCoopers cannot be held liable for mistakes, omissions, or for the possible
effects, results or outcome obtained further to the use of this document or for any loss
which may arise from reliance on materials contained in this publication, which is issued for
informative purposes only. No reader should act on or refrain from acting on the basis of any
matter contained in this publication without considering and, if necessary, taking appropriate
advice in respect of their own particular circumstances.

PricewaterhouseCoopers Luxembourg (www.pwc.com/Iu) has about 1,800 professionals
from 49 different countries. PricewaterhouseCoopers (www.pwc.com) provides industry-
focused assurance, tax and advisory services to build public trust and enhance value for
its clients and their stakeholders. More than 155,000 people in 153 countries across our

network share their thinking, experience and solutions to develop fresh perspectives and
practical advice.

“PricewaterhouseCoopers” refers to the network of member firms of PricewaterhouseCoopers
International Limited, each of which is a separate and independent legal entity.
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Introduction

First came sub-prime, then banks started to collapse and the entire financial system seemed to go
crazy, now Madoff reveals to the world how simple it is to ruin thousands of investors...Investment
funds, whether private or retail, have by no means been spared by the consequences of these

shortfalls. Could they have been avoided in any way through a truly sound corporate governance?

It is with this question in mind that PricewaterhouseCoopers Luxembourg has presented, on
December 15, 2008, its 4th edition of the Mutual Fund Governance Survey, a survey initiated in

July 2008, before the Lehman collapse and subsequent financial crisis. 19 asset managers from

10 different nationalities were questioned and their responses (21 in total) all related to UCITS Ill-
compliant funds, largely distributed throughout the world (21 countries on average). Compared to
previous editions of the survey, the 2008 one aimed to focus on distribution issues and their review by
the Board as well as Board reactions facing the sub-prime crisis.

The Luxembourg fund governance model

The Luxembourg model is characterised by the co-existence of different structures (self-managed
SICAVs, SICAVs with a designated management company, contractual funds (FCPs) with a
management company), and the responses to the survey were unsurprisingly varied. While it is quite
easy for a Board of a SIAG to respond in its capacity of “governing body” of that SIAG, the same is
not true for the Board of a SICAV which has designated a management company, especially if that
management company is in-house: while, strictly speaking, the governing body of that SICAV is still
its own Board of Directors, 6 respondents to the survey chose to respond as management company
representatives, as if there had been a complete shift of roles and responsibility to that latter entity.
This being said, 5 others took an entirely different stance and responded in their capacity of members
of the SICAV Board, even if that SICAV has designated a management company.

This apparent inconsistency only shows that in many people’s mind in Luxembourg, the organisation
of a fund’s governance remains unclear. The split of roles and responsibilities between the SICAVs
Board, on the one hand and its management company, on the other, and that of the Board and/or the
dirigeant of that management company, is not fully understood. Similarly, 3 respondents indicated that
they don’t know their legal liability as a Board member. 25% of respondents do not know how their
role as Board member differs from that of the “dirigeant”.
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The classic topics

Board meeting organisation

On average, 4 Board meetings are held per year and members need 6 hours to prepare them.

All respondents to the survey indicated they receive a well prepared board pack prior to the meeting,
which lasts in average 3.6 hours. The standard agenda items remain, as in previous editions of the
survey, financial figures, risk management reports, portfolio compliance reviews and fund performance.
Most of this information is prepared in-house; independent reviews are occasionally used by 57% of
the participants.

Standard issues on the agenda

Information received to prepare the meeting

* As a standard (100%): financial figures, RM reports, compliance.
* 90% of respondents receive as a standard legal updates, fund sales statistics.
* Occasionally, only do Boards receive independent or third party reviews (57%) or competitor info (62%).

Information reviewed during the meeting

Portfolio compliance - legal
Investment manager report
Financial risk management

Review of fund performance

Operational risk management
and valuation

Expense review

Financial statement

New product review

Dirigeants’ report

Review of key service providers
Portfolio compliance — marketing
Review of distribution process
External audit reporting

Review of conflicts of interest
Dividend policy

Directors’ insurance

. During each meeting . Periodic No answer
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Who are the Board members?

Board members are still, in majority, representatives of the promoter. The experience of Board
members remains at a reasonably high level, at least in terms of number of years in the job: 37 %
of respondents had Board members with a job tenure of over 5 years, 49% of them were in the job
between 1 to 5 years.

The proportion of “independent” Board members, this term still not being very clear in everyone’s mind,
has slightly grown between 2006 and 2008: 62% of respondents have independent Board members
(55% in 2006). The independent portion represents a third of the full Board, i.e. in a classic fund

board with 3 directors, one, generally sourced from a professional firm (lawyer) or from the industry, is
independent.

Board members’ benefits and support

Remuneration Other benefits

100% Liability Protection

* 48% are covered by both insurance
and indemnification.

* 19% have no protection at all.

80%

60%
Board member support

40% * 76% have been explained what their tasks as
directors would be.

* 33% of respondents have a process in place for
information and education.

* Training is still poor: 71% receive no training at all

or less than1 day/year.

20%

0%

Independent Group Service provider * Only 29% have more than 1 day of training/year.
director director director
. No remuneration Included in salary < EUR 5k/year EUR 5k - EUR 10k/year
. EUR 10k - EUR 20k/year . EUR 20k - EUR 30k/year . > EUR 30k/year

Being a Board member undoubtedly brings certain risks with it, which would warrant some financial
compensation as well as a liability protection. However, one notes that group directors seldom receive
a compensation for their directorship and even independent directors are relatively poorly paid,
notably in comparison with 2006, where out of the respondents surveyed at the time, 50% indicated
that their independent directors were paid over EUR 20K a year — this proportion is now at less than
30%. This contradicts what we see on the market, however, and is probably more reflective of different
respondents than a concrete trend.

Surprisingly in the current environment, liability protection is still not obtained by all: while almost 50%
had both insurance and an indemnification clause from the promoter, 19% had no protection at all.

Finally, Board support tends to be reasonably satisfactory, save for training: only 29% of respondents,
i.e. less than one third, received one day or more of training a year. This leaves us with 71% who have
no other means than personal training and day to day experience to stay abreast of the numerous,
complex and rapid evolution this industry is facing.
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Roles and responsibilities

Fiduciary responsability

How do Board members see their roles ?

What constitutes the fiduciary role of the Board? Conflicts of interest
Act in the interest of investors * For 85% of respondents
Ensuring fai i ; ; ; ;
nsuring fair and conerstent managing conflicts of interests is
Ensuring fair pricing of the funds (NAV) a key role of the Board.
Ensuring the truthfulness * 529% of them have a|ready
& fairness of accounts
Ensuring fair pricing of services identified potential conflicts,
provided to the fund .
Ensuring consistency between in most cases through an
fund prospectus/sales literature and reality . .
Ensuring good performance independent exercise at
Board level.

Fraud prevention

* Those that identify also know how

Managing conflicts of interest
to manage them.

\

Order of importance

While all respondents agree that the Board must act in the best interest of investors, the bar chart
shows that all topics listed therein are not of equal importance. The question of conflicts of interests, for
example, does not rank very high. While 85% of respondents believe the management of those conflicts
is a key role of the board, only 52% have gone as far as identifying conflicts in their organisation.

Some examples of such conflicts were: “Compensation of independent directors”, “Performance of the
fund vs. increasing costs and demands”, “Conflict between being a member of the SICAV Board and of
the management company”.

Management style

As it was already the case in 2006, the vast majority (95%) of respondents use a management style
characterised by “oversight and management by exception”. Certain management decisions, which go
very much in the day to day, detailed functioning of a fund, are, however, taken by the Board and not
just left to the “dirigeants”: adoption of risk management methods, classification of funds, creation of
new products, entering new markets, etc... This being said, a few respondents clearly indicated that
their Board is less a decision-making and more a ratifying body of decisions made elsewhere in the
group. This is notably the case when it comes to termination of service providers, with only 74% of the
Boards even taking the formal decision to terminate, and 26% leaving this decision to others!

Relationships with the dirigeants have now apparently found their place in the UCITS Il world, with
almost 40% of respondents seeing a daily interaction between Board and dirigeants and another
40% a monthly one. Slightly more concerning, however, is the fact that up to 25% of respondents
still do not know the difference, in terms of roles and responsibility, between a dirigeant and a Board
member...
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Fund performance

The activities of the Board regarding fund performance are relatively standard and have not changed
very much since the date of our last survey.

Board activities regarding fund performance

Primary functions regarding fund performance Actions taken in case of underperformance
|

Continously monitors Discussion with portfolio manangers ——

the investment performance

Obtain details on portfolio turnover ——

Obtain details on tracking error ——

Setting up and reviewing

risk management Obtain details on benchmarks ——

Review invt policy and prospectus ——

Verifies coherence of Obtain details on risk management ——

investments with prospectus
Obtain details on fees paid ——
Obtain details on value at risk ——

Regularly reviews
performance targets

Obtain details on economic data ——

Verify coherence
of invts with prospectus

0% 50%

Get details on justification
of invt decisions

Replace investment manager ——

0% 50% 100%

Similar to what was noted earlier, where certain fund Boards indicated not always being the decision
maker, 32% of respondents also noted that their fund Board was not particularly involved in the
performance review, leaving this to centralised departments within the group.

The use of VaR tends to spread, with 48% of respondents indicating that they have increased their use
of this risk and performance measurement method over the past 2 years and 62% thinking that it will
increase even more in the future. As for other matters, certain Boards do not think they are sufficiently
trained in VaR techniques (in 26% of cases).
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Selection and review of service providers

The services reviewed by the funds’ Boards are relatively standard — it is quite interesting to note, in

the current Madoff context, that only 16% of funds review or ask information regarding the custodian’s
sub-custody network: this will probably change in the coming months.

As confirmed in the special section of the survey focusing on distribution, the qualitative review of

distributors and notably of their selling methods and materials, remains very light and is often not done

by the Board at all.

Review of service providers — Which of the following issues are being reviewed on a regular basis?

Custodian

Investment compliance

Securities lending programme

Specific supervisory
and monitoring duties

Fees
Collateral management
Prime broker oversight

Choice of sub-custodians

0% 50%

Investment manager

Compliance
Performance

Risk management
Fees

Best execution

0% 50%
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100%

Follow-up on NAV calc. errors and invt.

Central administration

restriction breaches

Market timing late trading ——

NAV pricing procedures ——

KYC/AML ——

Fees —

Compliance of shareholder

transaction process

Effectiveness of sub/red procedures ——

Confidentiality of shareholder register ——

Distributor

AML/KYC compliance —
Distributor selection ——
Distribution agreements ——
Distributor due-diligence ——
Retrocession/rebate levels —

Distribution support/sales materials ——

0%

0%

50%

50%

100%

100%



Focus on distribution

This section was created to get a better view on the Board’s involvement in the distribution process,
which is often not at the heart of an asset manager’s business.

In general, Board review and implication of the distribution process remains light.

Board implication in the distribution process

Distributors selection Distributors due dilligence

80% 80%

60% 60%

40% 40%

20% 20%

0% 0%

Not involved Review approve Review list of Approve all Not involved Receive due Receive all
criteria for approved dist. new distributor diligence due diligence
“eligible dist.” relationships summary reports reports

AML/KYC compliance

80%

60%

Save for AML/KYC related issues,
Boards are not very involved in the
distributor choice.

40%

20% I

0%

Not involved Receive a report Approve
from AML/KYC
ManCo/dirigeants policie

One of the very basic questions we wanted to address was the acquaintance of fund boards with the MiFID
in general and its impact on their distributors, in particular.

Almost 40% of respondents do not have a clear view on the MiFID or non-MiFID status of their
distributors. Only 17% make a distinction, in their board oversight, between MiFID and non-MiFID
distributors.

For many of the key features of distribution, a substantial portion of the Board have no involvement

at all. In particular, the lack of focus on both retrocession levels and sales materials could expose
certain Boards to risk as we move into a more challenging environment. Certainly, recent case law and
regulation surrounding marketing documents indicate increased focus on this area, by both regulators
and the ultimate investor.
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Board implication in the distribution process

Agreements/Dealing arrangements Retrocessions/Rebate level
80% 80%
60% 60%

40%

40%

20% 20%

0%

0%

Not involved Approve Approve Approve Not involved Approve general Approve Approve
templates templates plus individual policy maximum individual
any exceptions agreements premitted levels agreements
Marketing Distribution support/Sales materials
60% 60%
40% _| | . @@ 40% _
20% | | . @@ 20% I | |
0% 0%

Not involved Review general Approve detailed Not involved Review policy Review materials Review materials
reports on marketing of promoters to provided by provided to
marketing strategies monitor quality of promoters to underlying clients
initiatives client comm. distributors from the dist.

Despite the lack of oversight evidenced, Boards understand their risks in terms of distribution and
place as “top three overall risks”, in order of importance, AML/KYC issues, misselling and fund
registration issues. They also feel comfortable (88% of respondents) that these risks are adequately
managed, which should be somewhat reassuring...
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The impact of the sub-prime crisis

The main consequence on the funds of that crisis, for most respondents, was a flight to quality by
investors by either redeeming or switching into more secure cash funds. However, it is fair to say that
Luxembourg has not been hit that hard by the sub-prime crisis, at least in the last days of 2007 and
the early days of 2008. For 50% of our respondents, the crisis had a limited impact, at least at the time
of their response. For 45%, the impact was more significant.

Actions takens
Process for Board of crisis Main measures taken upon crisis

80% 80%

60% 60%

40% 40%

20% 20%

0% 0%

Review initated by Review requested No board action Reform in Board NAV suspension Cutting Review of risk
the Man Co/supervisory by board prospectus re-organisation remuneration procedures
officer or promoter

Main lessons already drawn
Importance of communication Lessons drawn
* 60% issued a communication to clients/  Adoption of formal contingency plans ——

Only 27% to their service prOViderS. Creation of specialised committees ——
* 67% of them are in favour of an ongoing \

communication via regular reports or Modernisation of the prospectus ——
|
phone Ca”S. . L Negociation of confirmed credit lines ——
* In 50% of cases, it helps avoiding
potential redemptions. Other —

0% 20% 40%

The lessons drawn out of the crisis will contribute to a better governance for those funds concerned:
contingency plans were drawn for 40% of respondents, which will cover risks more holistically and,
increasingly, fund Boards set up specialised committees to assist the Board when there are pricing
issues - all steps which certainly go in the right direction, for establishing sound oversight and
management of a fund.

Organisations have certainly learned from this crisis and more fully appreciated the key risks facing
their funds. Issues such as client communication, effectiveness of controls and the fact that Board
members stood clearly behind their responsibilities were all positive experiences of the crisis. Boards
themselves have often had to become significantly more involved in the details of valuation, liquidity,
counterparty exposure etc... Certainly, this crisis will result in a stronger, more effective and risks -
aware governance framework.
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Main focus of the Board

When the world still seemed safe and bright, before Lehman and before Madoff, some of the main
topics on the fund Boards’ agenda were UCITS IV, risk management and the pricing of derivatives, fee
pressure and market consolidation. That was when we got the responses to the survey...

Today, responses would certainly be different, as fund Boards have had to grapple with the
crystallisation of previously theoretical risks. Boards will have at heart to regain the confidence of
thousands of investors, especially the “little” ones, lost in the crisis, in the wrongdoings of some and
the complacency of others.

Corporate governance at fund level comprising a substantive oversight of the fund’s functioning by
an independent-minded, competent and involved set of people, truly acting in the best interest of
investors and not of their respective organisation, will be key to regaining the confidence of investors
in our industry.
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Contacts

PricewaterhouseCoopers

John Parkhouse

Luxembourg Investment Management and Real Estate Practice Leader
john.m.parkhouse@Iu.pwc.com

+352 49 48 48-2505

Odile Renner

Investment Management and Real Estate Regulatory Compliance Leader
odile.renner@Iu.pwc.com

+352 49 48 48-2615

Michael Delano

Investment Management and Real Estate Director
michael.delano@Iu.pwc.com

+352 49 48 48-2505

For an electronic version of this publication, please visit our website: www.pwc.com/Iu.

For any further information about our firm or our services, please contact the PricewaterhouseCoopers
Marketing & Communications Department at info@lu.pwc.com.

PricewaterhouseCoopers

400, route d’Esch

B.P. 1443

L-1014 Luxembourg

Telephone +352 49 48 48-1
Facsimile +352 49 48 48-2900

ILA

ILA was formed in 2005 and has a general mandate to foster the good practices, the development and
the promotion of the profession of directors of Luxembourg companies. The Fund Committee was formed
at the start of 2008 and is focussed on supporting and representing the needs of the directors of funds or
their management companies.

John Parkhouse

ILA Fund Committee Chairman
john.m.parkhouse@Iu.pwc.com
+352 49 48 48-2505

Patrick Zurstrassen

ILA Chairman
patrick.zurstrassen@ila.lu
+352 26 00 21 500
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