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Actuary  

An actuary is a person trained in mathematics, statistics and legal 

accounting methods who uses knowledge of the demographics and 

economics to help defined benefit pension plans determine how much 

needs to be contributed each year for a plan to provide all the promised 

retirement benefits to current employees, retirees and their beneficiaries.. 

The Actuary employs life expectancy table projections, financial projections 

and related data of the pension plan to predict funding. 

The actuary must figure what level of contributions the employee and/or 

the employer must make when combined with expected investment 

income, to provide adequate funding to meet the plan’s benefits over the 

long term. 
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Actuary: The Role of the Actuary (Drew James, FSA) 

SOURCE: 
"Role of the Actuary" by Drew James, FSA 

INTRODUCTION 

The actuary has traditionally held a somewhat mysterious role. He or she 

gathers financial and census data, then goes off to stir it into a concoction 

of magic formulas and strange assumptions to produce a prediction of the 

future. Actually, this shroud of mystery generally comes not so much from 

the process the actuary follows, but his or her inability to communicate it. 

This paper is another attempt to lift the mysterious shroud and expose the 

pension actuary’s methods to the light of day. 
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RESPONSIBILITY OF THE ACTUARY 

A retirement system is a long-term proposition. It contains promises that 

extend many decades into the future. A trustee of the system (or a. 

member, or the employer sponsor) needs to be sure that someone 

understands what this promise will cost and how to structure a solid 

financial plan to pay for it. As we watch the ebbs and flows of government 

finance, it doesn’t take long to realize that we cannot risk waiting until 

these promises become due before seeking out the money we’ll need to 

pay for them. The actuary’s primary responsibility is to structure such a 

financial plan and to monitor its performance. The actuary cannot do this in 

a vacuum. The board of trustees carries the ultimate fiduciary responsibility 

to ensure that the financial plan is sound and that it succeeds in practice. 

The actuary must effectively communicate the financial plan to the 

trustees and support a strong understanding of how their decisions may 

impact its operation. This financial plan is more commonly referred to as an 
actuarial funding method. 
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Actuary: The Role of the Actuary (Drew James, FSA) 

STRUCTURING THE ACTUARIAL FUNDING METHOD 

In order to structure the actuarial funding method, the actuary needs a way 

to calculate long term costs. A simplified pension plan example may help to 

illustrate why. Let’s assume we have a group of 100 thirty-year-old 

employees for whom we want to make a future "pension" promise. 

Suppose we will give each employee a one-time check for $1,000 when 

(and if) they live to age 65. We have some choices. 

We can either: 

1. Wait 35 years and seek out the money we’ll need at that time; or 

2. Put a little away each year so that we will have accumulated enough to 

payoff these people by the end of 35 years 

The first choice is risky. 

Who knows what one’s financial situation will be in 35 years? We could 

find ourselves with an immediate debt of as much as $100,000 without the 

means to pay. 

Let’s assume we take the second choice - to pay off the debt a little each 

year, using what amounts to an actuarial funding method! 
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In order to implement our actuarial funding method, we need to answer 

two questions: 

Question #1 

How much money will we ultimately need to payoff this promise - that is, 

how many of the 100 will live to age 65? 

Question #2 

What can we earn on the money we put away (i.e., invest) each year? 

According to our actuarial tables, we expect 94 of these people will be alive 

at age 65. This means we can expect to ultimately pay $94,000 in 

pensions. Let’s say our actuary tells us that according to our investment 

plan, we can expect to earn 8% per year on average over the 35-year 

period. 

All we need is an amortization table to tell us that, if we invest $546 at the 

end of each of the next 35 years and earn 8% per year on our investment, 

we will have accumulated $94,085 by the end of 35 years. Now, $546 per 

year is much easier to budget for than $94,000 at one time. Our actuary 

tells us that the $546 contribution is called our normal cost. 

We now have a solid financial plan to meet our promise. 
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Actuary: The Role of the Actuary (Drew James; FSA) 

MONITORING THE PERFORMANCE OF ACTUARIAL FUNDING 

Suppose our plan has been in place for 15 years and we have diligently put 

away $546, each year. There are now 99 people left from our original group 

(which our actuary tells us is what we expected). But, we discover that, to 

date, our pension fund (which now totals $13,720) has only earned 7% 

rather than our expected 8%. Nonetheless, our actuary tells us that we can 

still expect an 8% investment return in the future. 

If we would have earned 8% over the last 15 years, we would have 

accumulated $14,825. Our actuary tells us that this $14,825 "target assets" 

is called our actuarial accrued liability. Our actuary reports to us that "the 

funding ratio is 92.5% ($13,720 divided by $14,825) and we have an 

unfunded actuarial accrued liability of $1,105 ($14,825 - $13,720)." As a 

result, we need to make additional contributions to avoid a funding 

shortfall. Here’s why. If over the next 20 years we earn 8% on investments, 

our fund of $13,720 will grow to $63,948 and our annual $546 normal cost 

contributions will accumulate to $24,986, leaving us a shortfall of $5,066 

($94.000-$24,986-$63,948). Our actuary says that we must make $111 

annual contributions to the unfunded actuarial accrued liability, which will 
accumulate to $5,080 by the end of our remaining 20 year funding period 

and payoff our unfunded liability. Our total future contribution is now $657 

($546 + $111) per year. 
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Note that other events could also have led to an unfunded actuarial 

accrued liability and an increase in our required annual contributions, such 

as: 

� Discovering that after 15 years all 100 of our original people were still 

alive, upping our expected payout to $95,000; or 

� Granting an increase in the $1,000 benefit to $1,100. This would increase 

our original expected payout to $103,400. 

We rely on our actuary’s communication skills to help us understand the 

causes of this $5,066 actuarial loss and why our contribution needs to 

increase by $111. Once he or she explains this to us, we understand the 

importance of having our actuary come in each year to do an actuarial 
valuation, to report on our funding progress and to recommend "fine 

tuning" adjustments to the annual contributions that will keep our funding 

on track. 
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ENTER THE COMPLICATIONS 

Over the years our simplified pension plan grows more complex: 

� Our group is comprised of many thousands of employees and retirees at 
varying ages 

� Employees also contribute to the plan 

� Pension benefits are paid monthly and are based upon an employee’s 
salary and years of employment 

� The benefits, once payable, will increase annually with cost of living 

� The benefits are optionally available at retirement ages earlier than 65 

� Death, disability, and termination benefits are added 
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Fortunately, our actuary is equipped to handle each new layer of 

complexity by expanding his or her formulas and adding new assumptions. 

Our actuary also brings us a range of acceptable actuarial funding methods 

that allow our contributions to be expressed as a percentage of our total 

employees’ payroll and to vary how we pay off unfunded actuarial accrued 

liabilities. But the basic actuarial funding process remains the same: 

1. Calculate the funding target (e.g., the $94,000 in our example); 

2. Determine a periodic contribution to get to the target (e.g., our $546 

annual normal cost); and 

3. Review the process periodically to see if it is on track (calculate the 

funding ratio, the unfunded liability and any required changes in the 

periodic contribution). 
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FROM ACTUARY TO ADVISOR 

The actuary’s expertise should serve a broader role than merely a 

calculator. His or her training allows the actuary to provide trustees 

valuable insight on the funding and general financial implications of: 

� Benefit modifications 

� Human resource actions, such as layoffs or early retirement incentives 

� Alternative financing arrangements, such as pension obligation bonds 

� Asset allocation decisions 

� Asset/liability and cash flow management; and 

� Legal compliance issues 

The list can go on and on depending upon the experience of the actuary 

and his or her span of professional training. 
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01 141111161 

It is not surprising that the actuary is looked upon as the cornerstone which 

supports the financial integrity of the retirement system. His or her 

judgment will be critical to its long-term financial survival. It is essential that 

the trustees obtain a high level of confidence in the actuary’s judgment and 

his or her technical and technological capabilities. It is the actuary’s 

responsibility to clearly communicate the full implications of the funding 

decisions made by the trustees, and to serve as a general resource on any 

matter which could have a lasting financial impact on the retirement 

system. 
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I. INTRODUCTION 

Why a primer on actuarial methods and policies? 

The cost and sustainability of pension and retiree health benefits 
for public employees have been called into question in recent 
years. Pension benefit increases that were granted in the midst of 
the bull market in the late 1990s, combined with the downturn of 
the financial markets in the early 2000s, have increased the amount 
that employers need to contribute to pension plans to pay the cost 
of benefits. In addition, demographic changes, such as the aging of 
the public sector workforce and longer life expectancies, are 
predicted to increase the cost of providing retiree pension and 
health benefits. 

In response to these issues, a proposed ballot initiative in 2005 
sought to prohibit new public employees in California from 
participating in defined benefit pension plans, which supporters of 
the initiative viewed as more costly than defined contribution 
plans. *  Although the initiative never made it to the ballot, the 
concerns out of which it emerged have not subsided. 

In December 2006, Governor Arnold Schwarzenegger established 
the Public Employee Post-Employment Benefits Commission to 
address unfunded post-employment benefits. In addition to the 
cost of providing public pensions, the Commission’s hearings in 
2007 illustrated a heightened concern about the costs of providing 
retiree health benefits. This is due to rising medical costs as well 
as new governmental accounting standards that require public 
employers to report the cost of these benefits as they accrue rather 
than at the time that they are paid. 

Because a thorough understanding of these issues requires at least 
a basic understanding of actuarial accounting practices used for 
pension benefits, and increasingly for "other post-employment 
benefits" (OPEB; which includes retiree health, dental, vision and 
other non-pension benefits), this report was developed to serve as a 
reference guide for policy makers, government employers, pension 
and health plan administrators, and members of the general public. 

Public employers in California typically provide primary pension benefits through a defined benefit plan. 
In contrast to defined contribution plans, in which retirement income depends on the amount accumulated 
in an employee’s individual account, defined benefit plans guarantee a specific level of retirement income 
that is calculated based on an employee’s age, years of service, and salary. 
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How are defined benefit pension plans funded? 
A key objective for defined benefit pensions is to strive for 
prefunded benefits, which means that contributions are made 
during the working career of the employee with the objective that 
at the time the employee retires, those contributions (and the 
interest earned on them) will be sufficient to pay for the entire cost 
of the employee’s pension benefits 

Retirement system funds are typically held in some form of trust 
that can only be used to pay member benefits and the costs of 
administering the pension plan. Defined benefit retirement 
systems receive income from returns on invested assets and 
contributions from employers and employees. The majority of 
retirement systems’ income generally comes from investment 
returns. 

Unlike private sector defined benefit plans that tend to be "non-
contributory" (i.e., do not require employees to contribute), public 
employees generally contribute to defined benefit plans at a fixed 
rate (typically a percentage of salary) that varies among different 
types of employees and retirement systems. In some cases, 
collective bargaining agreements may specify that employers pay 
employees’ contributions for a period of time. 

Employer contributions vary from year to year depending on 
investment returns and actuarial calculations that determine the 
size of the pension fund that will be needed to pay current and 
future benefits 

How are retiree health and other post-employment benefits funded? 
Historically, the majority of public sector employers that have 
provided retiree health and other post employment benefits have 
done so on a pay-as-you-go basis; paying for benefits as the costs 
come due with little or no money set aside to pay benefits in future 
years. 

Recently there has been growing interest in preffinding OPEB due, 
at least in part, to rising medical costs that have made it 
increasingly more costly to provide retiree health benefits on a 
pay-as-you-go basis. Between 2000 and 2007, for example, annual 
premium increases for California Public Employees’ Retirement 
System (Ca1PERS) health plans have averaged more than 12 
percent.’ The monthly premium for CaIPERS Health Maintenance 
Organization (HMO) plans in 2007 was more than $800 to cover 
an employee and one additional family member. 
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In addition to rising medical costs, new accounting standards 
issued by the Governmental Accounting Standards Board (GASH) 
have focused greater attention on government employers’ OPEB 
liability. The purpose of the standards is to make accounting 
methods more accurately reflect the cost of providing public 
services by recognizing the costs of the benefits at the time that 
they are earned, rather than when they are paid. As a result of the 
new standards, public agencies are beginning to report large 
unfunded OPEB liabilities on their balance sheets that they were 
not previously required to report 

The provisions of the new GASB standards do not require 
governments to preffind OPEB plans, but they provide a 
framework - and the impetus - for doing so. Preffinding would 
mean establishing some form of trust similar to those that currently 
exist for pensions. Annual costs paid into an OPEB trust would be 
based on actuarially determined amounts that, if paid on an 
ongoing basis, generally would provide sufficient resources to pay 
benefits as they come due 

Although the State of California has not yet developed a formal 
plan to prefund retiree health benefits for state employees, a 
number of local governments have begun to do so. Several have 
begun to contribute to the California Employers’ Retiree Benefit 
Trust Fund that CaIPERS launched in March 2007. * Initially, the 
fund was open only to employers that contract with Ca1PERS to 
provide health benefits under the provisions of the Public 
Employee Medical and Hospital Care Act (PEMHCA). New 
legislation (Hernandez, AB 554, Chapter 318, Statutes of 2007) 
expands the program to allow employers that do not participate in 
the Ca1PERS health program to use the trust to prefund OPEB. A 
number of public employers have also established, or are 
examining the possibility of establishing, OPEB trust fluids of their 
own. 

What is an actuary? 

An actuary analyzes the financial consequences of risk. Actuaries 
use mathematics, statistics, and financial theory to study uncertain 
future events, particularly those of concern to insurance and 
pension programs Pension actuaries analyze probabilities related 

* Legislation passed in 1988 did establish a fund that allowed public employers to preffind retiree health 
benefits through the Public Employee Medical and Hospital Care Act (PEMHCA) (AB 1104, Elder, 
Chapter 331, Statutes of 1988). However, the fund remained dormant until recently when CaIPERS 
formally launched the Retiree Benefit Trust Fund. 
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to the demographics of the members in a pension plan (e.g., the 
likelihood of retirement, disability, and death) and economic 
factors that may affect the value of benefits or the value of assets 
held in a pension plan’s trust (e.g., investment return rate, inflation 
rate, rate of salary increases). They determine the value of pension 
benefits and work with employers to devise strategies for funding 
the cost of those benefits. 

What is an actuarial valuation? 
An actuarial valuation can be thought of as a financial check-up for 
a pension or retiree health benefit plan. It measures current costs 
and contribution requirements to determine how much employers 
and employees should contribute to maintain appropriate benefit 
funding progress It also measures plan assets and liabilities to 
determine funding progress This includes comparing recent plan 
experience with assumptions made in the previous valuation 

Actuarial reports vary in format, but most follow a similar 
structure. The information is often shown in three parts of the 
report. The summary usually includes text descriptions and 
numerical tables of the important results The body of the report 
usually contains more details on the results and how they were 
determined Exhibits or appendices are often used for summaries 
of benefits and assumptions, required disclosure information, 
member demographic information, and more detailed contribution 
information. The valuation report presents both what goes into the 
valuation and the results that come out of it. 

Under current law in California (Government Code Sections 7501 
through 7504) each public retirement system is required to have an 
actuarial valuation performed at least once every three years. Both 
the California Public Employees’ Retirement System and the 
California State Teachers’ Retirement System (Ca1STRS) employ 
full-time actuaries to perform statutorily required valuations. 
Ca1PERS and Ca1STRS also contract with outside actuarial 
consulting firms to perform independent valuations annually. 

In 1992, retirement system boards were given Constitutional 
authority by Proposition 162 to set actuarial methods and 
assumptions as part of the "administration of the system." 
Retirement systems usually review actuarial methods and 
assumptions on a regular basis (typically every two to three years). 
Assumptions are almost always based on a system’s experience 
and boards typically accept the actuary’s recommended 
assumptions. 
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A valuation takes into consideration a range of factors that affect 
the funding progress of the plan including: 

� Plan provisions, 	� Actuarial assumptions, 

� Participant data; 	 and  

� Financial data; � Funding methods and 
policies. 

What is the purpose of an actuarial valuation? 
Contribution requirements 

The primary purpose of a valuation is to determine how much 
employers and employees should contribute to the plan during the 
upcoming year. Typically, public employees contribute a fixed 
percentage of their salaries to a defined benefit plan. Annual 
changes in contribution rates generally affect only the employer 
contribution 

The valuation determines the annual amount of employer 
contributions that will be necessary to pay for the costs of current 
benefits (the normal cost) as well as the annual costs of any 
unfunded liability (benefits that have already accrued, but for 
which the plan does not have sufficient assets to pay). This 
amount that the employer is required to contribute is referred to as 
the Annual Required Contribution, or ARC. 

Funding progress 

Usually there is a lag between the valuation date and the date new 
contribution rates begin. For example, the June 30, 2007 actuarial 
valuation might set contribution rates for the 2008/09 fiscal year, 
starting July 1, 2008. 

The second key purpose of a valuation is to determine the plan’s 
funding progress by examining how the plan’s assets compare with 
its liabilities. The finding progress can be described as afunded 
ratio (assets divided by liabilities) or as the funded status, which is 
the amount of over-funding or under-funding (assets minus 
liabilities). 

If assets are greater than liabilities: 

� The funded ratio is over 100 percent; and 

� The funded status is the amount of over-funding, and is 
called the surplus. 

California Research Bureau, California State Library 	 5 



If assets are less than liabilities: 

� The funded ratio is under 100 percent; and 

� The funded status is the amount of under-finding, and is 
called the unfunded liability or, more formally, the 
unfunded actuarial accrued liability (UAAL). 

Actuarial Certification 

A third key purpose is to get the actuary’s professional opinion on 
the actuarial methods and assumptions and funding policy. In 
California, retirement system boards have the responsibility to set 
actuarial methods and assumptions and determine contribution 
policy, while the actuary’s job is to make recommendations to the 
board in these areas. The retirement system board is not required 
to take the actuary’s recommendation, but the actuary must certify 
that what the board has decided to do falls within a range of 
acceptable actuarial standards of practice. 

Disclosure requirements 

Accounting and other financial reporting rules require disclosure of 
the plan’s annual required contribution, plan assets and liabilities, 
as well as other information. Disclosure is required for both 
employer and plan financial statements. 

Basis for pricing plan changes 

The actuarial valuation provides the baseline for evaluating the 
impact of any possible benefit changes on plan costs and plan 
liabilities. 
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II. ACTUARIAL METHODS AND FUNDING POLICIES 

C + I = B + E: Over time, contributions plus investment returns must 
equal benefits plus expenses 

This equation provides the foundation for understanding how 
pension (or prefunded OPEB) plans are funded. Employer and 
employee contributions flow into a trust fund that is dedicated for 
the purpose of paying benefits. Those contributions earn 
investment returns. Benefits and expenses (associated with 
administering the benefits and investing the assets) are paid out of 
the fund. Any increase in benefits or expenses will ultimately 
require a corresponding increase in contributions or investment 
returns. 

The actuarial assumptions and funding policies adopted by the plan 
determine how and when the costs are paid. Changes in those 
assumptions or policies can increase or decrease the current 
contribution requirements. However, it is important to remember 
that the ultimate cost of the plan will depend on the plan’s actual 
experience, regardless of what is assumed to happen, 

Actuarial valuations try to achieve equity across generations of 
taxpayers by funding the employees’ benefits while they are 
rendering service so that the cost of the benefits is incurred by the 
taxpayers receiving services from those employees. The goal is 
that at retirement there will be enough money, on a present value 
basis, to pay for the entire benefit. Another advantage of 
prefunding is that over time the majority of benefit cost is paid by 
investment returns rather than by contributions from the employer 
or employees. 

The actuary’s role is to help the retirement boards balance the 
equation by developing a long-term contribution plan necessary to 
pay expenses and benefits. As noted above, actuarial assumptions, 
methods and funding policies may affect the timing of when and 
how the long-term benefit cost is paid. The goal of choosing 
accurate actuarial assumptions and level funding methods and 
policies is to have stable, level contributions over time. 

Despite the apparent simplicity of the equation (C + I = B + 
pension actuaries’ task of balancing it can be complex. Describing 
what he refers to as the "tenuous nature of actuarial science," 
Ca1PERS’ Chief Actuary, Ron Seeling, explains that the role of the 
pension actuary is to make long-term assumptions about an 
unknown future: 
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You hire some new employee at age twenty- 
something, and you’ve got to worry about when is this 
person going to leave? What will I owe them? How 
much service will they have? What will their salary 
be?... [You] make assumptions about all of that. And 
you do these studies, and you make your best 
assumption about the future. And the fact that it 
doesn’t work out on a year-by-year basis is no great 
surprise. And the question is, how is the actuary 
going to respond to that and change employers’ 
contributions ?2 

Indeed, how the actuary and the retirement board respond can have 
a significant impact on funding progress and future contributions. 
Beyond the uncertainty associated with predicting the future, 
additional complexity stems from the fact that retirement systems 
may pursue varying funding objectives. While some may strive to 
keep contributions as low as possible or as steady as possible, 
others might place a greater emphasis on working toward full 
funding as quickly as possible. These objectives impact actuaries’ 
recommendations to retirement system boards, as well as the 
assumptions and funding policies adopted by those boards. 

The Actuarial Funding Method 
The actuarial report will include a summary of actuarial methods 
and funding policies that have been adopted by the system. These 
techniques have been developed by actuaries to: 

� Determine how much of the total value of the members’ 
future benefits should be contributed each year by both the 
employer and the members; and 

� Determine the employer contribution in a way that reduces 
short-term, year-to-year volatility, but still assures that 
future contributions, together with plan assets, will be 
enough to provide those future benefits. 

Actuarial methods and funding policies involve terminology and 
concepts that are unique to pension (and OPEB) plan funding. 
What follows is a brief description of the main elements of 
actuarial methods and policies. 

Total Present Value of Future Benefits 

The total present value of future benefits (PVB) is the total cost of 
benefits accrued throughout an employee’s career. The PVB can 
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be divided into two parts: costs that are allocated to past years and 
the present value of costs of benefits allocated to future years. 

If the system has assets equal to this PVB (and all assumptions 
come true) then no future contributions would be needed to 
provide future benefits for current active and retired members - 
even including future service and salary increases for active 
members The actuarial methods and funding policies determine 
how much of the PVB should be contributed in the current year 
(and future years) so that, together with the assets, the entire PVB 
will be funded. 

The Normal Cost 

The normal cost is the portion of the total present value of benefits 
that actuaries allocate to each year of service, both past and future 
It can be thought of as the annual premium that the employer must 
contribute to fund the benefit If the normal cost is paid for each 
year of service and all actuarial assumptions are met, the 
employee’s pension benefit will be fully funded at the time of 
retirement 

Conceptually, this would be (somewhat) simple to understand if 
the normal cost for a given year represented the (present value of 
the) cost of the benefits accrued during that year. But alas, 
conceptual simplicity is neither the goal, nor the forte, of the 
pension actuary. 

A key objective that pension actuaries pursue is to keep employer 
contribution rates stable. If, as suggested above, the normal cost 
for a given year were to be based on the cost of the benefits 
accrued during that year, the normal cost would likely rise from 
year to year due to inflationary and merit-based increases in salary. 
Employees earn higher benefits at higher salaries. Thus, the cost 
of benefits accrued during a single year at an early point in an 
employee’s career would be less than the cost of benefits accrued 
during a single year at a later point in the employee’s career. 

In order to make the normal cost more stable, the majority 
(approximately 75 percent) of large public pension systems in the 
U.S. use some type of "entry age" cost method, which spreads the 
costs more evenly across the years. Under this method, actuaries 
first calculate the present value of the benefit that the employee is 
likely to receive at retirement. Actuaries then determine the 
normal cost by assigning an equal portion of the present value of 
benefits to each year of service during the employee’s career in a 
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constant dollar amount or as a constant percentage of the 
participant’s estimated salary from year to year. 

The Actuarial Accrued Liability (AAL) 

The actuarial accrued liability is the value today of all past normal 
costs. Retired employees are no longer accruing additional 
benefits, so their AAL is the entire value of their benefit - i.e., for 
retires all normal costs are in the past. For active members, the 
AAL can be thought of as the amount of assets the system would 
have today if: 

� The current plan provisions, participant data and actuarial 
assumptions had always been in effect; 

� In each past year, contributions equaled the normal cost for 
that year; and 

� In each past year, all the actuarial assumptions had come 
true 

Figure 1 illustrates how the actuarial accrued liability and the 
normal cost relate to the present value of future benefits. Recall 
that the PVB is the total cost of benefits accrued throughout an 
employee’s career. The normal cost is portion of that total cost 
that must be paid during the current year. The AAL represents the 
accumulation of past normal costs for each year that the employee 
has worked. 

Figure 1. Present Value of Future Benefits (PVB) 
(for an active employee) 
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Asset Smoothing Method 

Actuaries assign a market-related value to a plan’s assets in order 
to determine contribution requirements. This value is called the 
actuarial value of assets (AVA) or, more commonly, the smoothed 
value. To minimize short term, year-to-year contribution rate 
fluctuations, actuarial policies typically require the plan’s 
investment gains and losses to be spread, or smoothed, over a 
period of time. The objectives of the AVA are to: 

� Track the market value of assets over time, and 

� Produce a less volatile pattern of contributions than would 
result from using the market value 

For example, suppose a plan with a five-year smoothing period 
experiences a 10 percent gain (an increase over the expected 
return) in the market value of its assets in a given year. The plan 
will spread that gain over a period of five years, recognizing only a 
2 percent increase in the current year’s AVA for that particular 
gain. The remaining 8 percent of the gain will be included in the 
AVA over the next four years 

Amortization Policy 

� 	 When actuarial assumptions are not met, the plan may fall behind 
in - or get ahead of� its funding schedule. Plan assets may 
become insufficient to cover liabilities, requiring employers to 
contribute an additional amount to pay for the shortfall. 

The unfunded actuarial accrued liability is the amount (if any) by 
which the actuarial accrued liability exceeds the actuarial value of 
assets, while the surplus is the amount (if any) by which the AVA 
exceeds the AAL. 

� When a plan has a shortfall of assets compared to liabilities 
(a UAAL), the current contribution includes the normal 
cost plus a charge to fund, or "amortize," the shortfall. 

� When a plan has an excess of asset over liabilities (a 
surplus), the current contribution includes the normal cost 
minus a credit to amortize the excess. 

A plan’s amortization policy determines how to either fund or take 
credit for any difference between liabilities and assets (the UAAL 
or surplus). Amortize generally means to payoff an obligation 
through a series of payments. A plan’s amortization policy 
determines how much of the UAAL will be funded each year, or 
how much of the surplus will be used up. Amortization policies 
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vary in terms of length and also in terms of whether there is one 
amortization period for the entire UAAL or separate amortization 
periods for different parts of the UAAL. 

When a plan has unfunded liability, a shorter amortization period 
is generally considered to be a more conservative approach. 
Contributions will be higher than they would be with a longer 
amortization period, but the shortfall will be retired and 
contributions will revert down to the normal cost more quickly. 

In contrast, when a plan has a surplus, a longer amortization period 
is more conservative. As Ca1PERS’ Chief Actuary, Ron Seeling, 
notes, when a plan has a surplus, a shorter amortization period is 
no longer conservative: 

Our priorfunding methods at Ca1PERS had what 
anybody would call very conservative mathematical 
and actuarial practices. We amortized investment 
gains and losses over about ten years... We spread 
asset gains and losses over three years.. .And in a 
situation where you have an unfunded liability, that’s 
going to really hurry up and get you back to 100 
percent quickly, which is where we started. 

Now, witness the incredible stock-market boom of the 
late 1990s. And everything that was an unfunded 
liability turned into plus, and now you’re giving 
surplus back to the employers through reduced 
contributions over three-year periods )  and it resulted 
in 75 percent of all Ca1PERS employers contributing 
zero. So what was really conservative approaches, 
"let’s hurry up and pay off unfunded liabilities," 
completely backfires. 

The Required Contribution 

Based on the asset smoothing and amortization policies of a plan, 
actuaries determine the current year normal cost and the portion of 
the cost of unfunded liabilities that need to be paid each year. 
These two elements constitute the current year contribution, the 
annual required contribution (ARC), and are represented by the 
two slices that extend out from the chart shown in Figure 2. 
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Figure 2. The Two Parts of the Current Year Contribution 
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In the pie chart presented in Figure 2, the AVA and the UAAL, 
combined, represent the value of the actuarial accrued liability. 
The portion of the AAL that is fimded by current assets is the 
actuarial value of assets. The difference between the AAL and the 
AVA is the unfunded actuarial accrued liability. The yellow 
portion of the chart represents the costs that will have to be paid 
for future service for current members. 

How to Read a Plan’s Schedule of Funding Progress 

One of the elements of an actuarial valuation is a schedule of 
funding progress. This can be thought of as an actuarial balance 
sheet that displays the value of the plan’s assets and liabilities over 
time. It also shows a plan’s funding progress as the ratio of assets 
to accrued liabilities expressed as a percentage (funded ratio). 
When assets exceed liabilities, the ratio is greater than 100 percent. 
When assets are less than accrued liabilities, the ratio is less than 
100 percent. 

The sample schedule of funding progress in Table 1 presents key 
actuarial figures for Ca1PERS valuations conducted for ten 
separate years. The valuations for the years 1997 through 2002 
reflect significant investment earnings that resulted in a surplus 
(i.e., a negative value for UAAL) and funded ratios greater than 
100 percent. 
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CaIPERS data was used for this sample schedule of ftinding 
progress for no other reason than that it was readily available. The 
reader should note that the system’s Public Employees’ Retirement 
Fund has experienced double digit investment returns (well above 
assumed rates of return) annually since 2004. Ca1PERS officials 
announced in July 2007 that the majority of their plans were 100 
percent funded on a market-value basis. 5  

Table 1. Sample Schedule of Funding Progress 
(Dollars in Millions) 

6/30/1996 $94,230 $96,838 $2,608 97.3% $22,322 11.7% 
6/30/1997 $108,566 $97,925 ($10,641) 110.9% $22,504 (47.3%) 
6/30/1998 $128,830 $106,938 ($21,892) 1205% $24,672 (88.7%) 
6/30/1999 $148,605 $115,748 ($32,857) 128.4% $27,636 (118.9%) 
6/30/2000 $162,439 $135,970 ($26,469) 119.5% $28,098 (94.2%) 
6/30/2001 $166,860 $149,155 ($17,705) 111.9% $30,802 (57.5%) 
6/30/2002 $156,067 $163,961 $7,894 95.2% $32,873 24.0% 
6/30/2003 $158,596 $180,922 $22,326 87.7% $34,784 64.2% 
6/30/2004 $169899 $194609 $24710 873% $35078 704% 
6/30/2005 $183,680 $210301 $26621 - 873% $36045 739% 

1. Actuarial Accrued Liability. 
2. Unfunded Actuarial Accrued Liability. Negative amount indicates an excess of assets over liabilities 

14 	 California Research Bureau, California State Library 



Ill. ACTUARIAL ASSUMPTIONS AND OTHER ELEMENTS OF A VALUATION 

Contribution requirements and funding progress are the end results 
of a valuation. Those results are dependent on a number of 
elements that go into the valuation. These include crucial 
information about the plan and its members, actuarial assumptions, 
and actuarial methods and policies. 

Information about the plan 
Plan provisions 

The actuarial report will include a Summary of Benefit Provisions 
It summarizes key features of the plan such as eligibility rules, 
benefit formulas, the computation of final compensation and 
member contribution rates 

Member data 

The actuarial report will include various summaries of member 
data. There are three categories of members: actives, retirees 
(including beneficiaries), and inactive members who have 
terminated with a deferred vested benefit (members who are no 
longer working for employers covered by the plan, no longer 
making contributions, but who have not yet taken a refund of their 
contributions or begun to receive a retirement allowance). The 
membership data is reviewed by an actuary for reasonableness, but 
the actuary does not audit the data by comparing it to other data 
sources (payroll, etc.). This means the data will not be perfect, but 
that any data flaws are expected to result in only minor valuation 
result differences. 

Financial data 

The actuarial report will include summaries of plan assets and 
related calculations. This is usually obtained from the retirement 
system or from an outside auditor. From the market value 
information the actuary determines the actuarial (or smoothed) 
value that is used in the valuation. The valuation report will show 
how the actuarial value of assets is determined. 

Demographic assumptions 
Demographic assumptions determine when and for how long 
members will receive the various types of benefits. The main 
demographic assumptions are rates (probabilities) of decrement, 
(i.e., what percentage of members at each age will die, retire, 
become disabled, or withdraw/terminate). 
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Mortality assumptions 

Mortality assumptions can vary by type of member and sometimes 
by cause of death. In particular, there can be different mortality 
assumptions for: 

� Death before and after retirement; 

� Service connected death and non-service connected death; 
and 

� Service retirees, disabled retirees, and beneficiaries. 

Retirement assumptions 

Retirement assumptions are generally based on age, but can also 
depend on years of service. Often, there will be higher retirement 
rates assumed for members eligible for an unreduced retirement 
benefit, based either on service or on some combination of age and 
service. 

Disability assumptions 

Disability assumptions can vary by type of disability such as: 
whether the disability is job-related, whether the disability is total 
and permanent, and whether the benefit provides coverage for 
employees who can no longer perform the duties of their own 
occupation, or only for those who can no longer work at any 
occupation. 

Withdrawal/termination assumptions 

Actuaries make assumptions about members who withdraw from 
the system by withdrawing their member contributions and those 
who terminate after becoming vested, leave their contributions 
with the system and thereby have a deferred vested benefit. 
Termination rates can depend on age, on length of service, or on a 
combination of both 

Other demographic assumptions 

Actuaries also make assumptions about other demographic factors 
that impact anticipated benefits including: 

� Percent of active members married or with domestic 
partners (and thus eligible for survivor benefits); 

� Member/spouse age difference for active members; and 

� Percent of deferred vested members who are working in a 
reciprocal system (reciprocity is an agreement between or 
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among retirement system that provides portability of 
retirement benefits by allowing an employee to accrue 
benefits in all systems covered by the agreement). 

Economic assumptions 

Economic actuarial assumptions predict how the assets and 
benefits grow over time. The key economic assumptions are 
investment earnings, salary increases, and inflation. Because the 
three are related - inflation, for example, affects both investment 
earnings and salary increases - the assumptions should be kept 
consistent with one another. 

Investment earnings assumptions 

Investment earnings affect how much of future benefit payments 
can be funded by investment income rather than by contributions. 
The investment return assumption is composed of several 
components including inflation, the real rate of investment return, 
administrative expenses, and investment expenses. 

What happens if the investment return assumption is lowered? 
Recall that the basic funding equation for employee benefit trusts 
says that contributions plus investment earnings must equal 
benefits and expenses over time. If lower investment earnings are 
anticipated, current contributions must increase to make up the 
expected difference. 

Put another way, when trustees lower the investment return 
assumption they are saying that the current assets on hand are not 
expected to earn as much as previously thought and, thus, will not 
fund as large a portion of plan liabilities (i.e., the portion of the 
present value of benefits attributed to the past) 

For the 126 retirement systems included in the 2006 National 
Association of Retirement System Administrator’s Public Fund 
Survey, investment return assumptions ranged from 6 percent to 
8.5 percent with a mean of about 8 percent. 6  Ca1STRS uses an 8 
percent investment return assumption; Ca1PERS uses 7.75 percent; 
while the retirement systems for Los Angeles and Alameda 
Counties use 7.75 percent and 7.8 percent, respectively. 

Salary increase assumptions 

The salary increase is typically composed of three components 
including inflation, real salary increases, and increases based on 
merit and promotion, A plan that raises its salary increase 
assumption expects to pay higher benefits. This is because 
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pensions are calculated based on employees’ salaries. A higher 
rate of salary increase means that benefits will be higher and more 
money will be needed to pay for those benefits. This will increase 
contributions and liabilities. 

In an actuarial valuation, a projection of total payroll usually 
includes inflation and real salary increases, but not the merit and 
promotion increases. These are increases that individual members 
receive as they advance in their careers. Because assumptions 
about merit and promotion increases are based on the specific 
experience of the system, this assumption is often studied along 
with the demographic assumptions. 

Inflation assumptions 

Inflation affects Cost of Living Adjustments (COLAs) and is also a 
component of both investment earnings and salary increases. 
Lowering the inflation assumption decreases the investment return, 
which causes contributions to go up and the funded ratio to go 
down. At the same time, however, a decrease in the inflation 
assumption causes a corresponding decrease in the salary increase 
rate. This causes the contribution rate to decrease and the funded 
ratio to increase. 

In a typical plan, investment earnings have a significantly greater 
impact than salary increases. This means that, on the whole and 
assuming no other assumption components are changed, a decrease 
in the inflation assumption causes contribution rates to increase, 
because contributions rise more due to a lower investment return 
rate than they fall due to a lower salary increase rate. 
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IV. CURRENT ISSUES 

Actuarial methods never lie, but... 

In 2001, an article in the Public Retirement Journal reported that 
the Ca1PERS Board of Administration adopted a policy intended to 
"persuade local agencies to grant higher benefits to their 
employees in exchange for the actuarial manipulation of the value 
of their assets on deposit with PERS." 7  The background to this is 
that pension fund investment returns had risen considerably during 
the bull market of the 1990s, but due to the asset smoothing policy 
in place at the time, public agencies were recognizing less than 
market value in their actuarial value of assets. The Board policy 
increased the value in order to lessen the cost of adopting enhanced 
benefits. 

Similarly, in 1996 trustees of the San Diego City Employees’ 
Retirement System reduced the city’s contribution rates contingent 
on the city granting benefit improvements. 8  By 2005, the city’s 
pension debt rose significantly, its credit rating faltered, and there 
was speculation that the city might have to file for bankruptcy. 

Cases such as these where trustees alter actuarial policies to reduce 
costs in the short term, and to make benefit increases appear less 
costly, diminish the public trust in retirement system boards and 
the actuarial profession. 

Actuarial policies such as smoothing certainly serve a legitimate 
purpose. Smoothing helps to lessen the volatility of contribution 
rates. This makes it easier for employers to budget. Smoothing 
also buffers employers from the effects of market losses and 
ensures that they do not take credit for market gains too quickly. 
Problems arise, however, when established actuarial policies are 
altered for short-term contribution relief, or in exchange for a 
benefit improvement. 

With rare exceptions, however, even these types of activities are 
certified by boards’ actuaries. Actuarial certification indicates that 
they fall within the range of accepted practices as defined by the 
American Academy of Actuaries. The problem is that for any 
given situation there may be a range of accepted actuarial practices 
that is wide enough to allow retirement system boards to adopt 
policies that are aimed more toward achieving the short term 
objective of reducing costs than toward the long term objective of 
ensuring that the fund is managed according to sound actuarial 
principles. 
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A 2006 report published by a task force of the American Academy 
of Actuaries acknowledges that there is a difference between 
"accepted practices" and "best practices." 9  The report explains, 
however, that it is difficult to develop best practice standards 
because doing so may unnecessarily limit alternative practices that 
may in some Stances be the most appropriate. 

To address this issue, some states have increased legislative 
oversight of public retirement systems’ actuarial methods and 
assumptions. Some have even passed legislation to enforce 
actuarial standards. 

Since its enactment in 1983, the State of Georgia’s Public 
Retirement System Standards Law has required that the actuarial 
cost of all pension legislation with a fiscal effect must be 
determined by an actuarial study arranged by the state auditor 
before the bill can leave its committee. The only amendments that 
can be made are those that would reduce the cost of the legislation. 
If no appropriations are made to find the pension benefit changes, 
the bill is automatically repealed. The Employees Retirement 
System and Teachers’ Retirement System of Georgia are among 
the best-funded public pension plans in the nation, with costs and 
benefits near the national median. 10  In 2006, the State of 
Oklahoma passed legislation modeled after the Georgia law. 

Given the Constitutional authority granted to public retirement 
system boards in California under Proposition 162, which passed 
in 1992, it is unlikely that any legislation could diminish boards’ 
authority to determine actuarial policies. The California Public 
Employee Post-Employment Benefits Commission, however, 
recommended the establishment of an actuarial advisory panel at 
the state level. The purpose of the panel would be to "provide the 
California Legislature, the Governor’s Office, public retirement 
systems, public agencies, and other interested parties with 
impartial and independent information on pensions, OPEB 
benefits, and best practices ’’ 

In January 2008, SB 1123 (Wiggins) was introduced in response to 
the Commission’s recommendations. As introduced, the bill 
would create the California Actuarial Advisory Panel. The bill 
contains a number of additional provisions that would increase the 
transparency of actuarial practices for pension and retiree health 
benefits. 
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Have you heard the one about the two actuaries? 
There is a joke about two actuaries on a golf course One hits a tee 
shot that lands twenty feet to the right of the hole; the other, 20 feet 
to the left The two celebrate with congratulatory high-fives after 
concluding that, on average, they accomplished a hole-in-one 

The joke serves to illuminate the reality that for any given year the 
contribution rates determined by an actuary will be too high or too 
low. It is impossible to predict the future with complete accuracy,  
Actuaries, however, are engaged in long-term planning, making 
projections 30 or more years out into the future. What matters is 
that the contribution rates they recommend are reasonable in the 
long-term and that the actuarial methods adopted are designed to 
meet the objective of paying for retirement benefits during the 
working career of the employee and not manipulated for the 
purpose of providing short-term contribution rate relief or to ease 
the burden of paying for benefit increases. 

Actuarial work for pension (and for retiree health and other post-
employment benefits) trusts can be compared to steering a ship 
across a sea. You set a course based on your knowledge of present 
conditions As winds and currents shift, it may become necessary 
to change course to arrive at the desired port. Without accurate 
data about current conditions, periodic review, and a sound plan 
for how to act on the data, errors can compound over time and put 
the ship far off course. 

This analogy has several implications for actuarial work intended 
to guide pension and OPEB trusts toward the destination of full 
funding Due to the interrelationship of actuarial factors (inflation, 
for example, affects both investment returns and salary increases), 
errors can compound and significantly affect the outcome of 
actuarial forecasts. Actuarial assumptions must therefore be 
realistic and based on accurate data about member demographics 
and economic conditions, Actuarial studies should be repeated at 
regular intervals to determine whether assumptions need to be 
changed. 

Finally, staying on course requires that boards who govern pension 
and OPEB trusts adhere to funding policies that are based on sound 
actuarial methods while resisting temptations to alter amortization 
periods, actuarial assumptions, or asset valuation methods for the 
purpose of lowering costs in the short-term if those changes would 
work to the detriment of the long-term funding plan and the goal of 
avoiding intergenerational transfers of benefit costs. 
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Investment Consultant 

An Investment Consultant provides investment advice. The (independent) 

investment consultant is different from a broker or broker consultant in that 

the consultant is typically paid a flat fee, an hourly fee for services, or� less 

frequently �a percentage of the assets, while a broker is paid on 

transactions The investment consultant differs from the investment 

manager in that the consultant does not actually invest the funds, while the 

investment manager does 

The consultant can be an individual or a firm The advice provided generally 

includes analysis of portfolio constraints, setting performance objectives, 

counsel for asset allocation, and services to evaluate, select and monitor 

investment managers 

Most plans have investment consultants who are part of the client’s 

investment strategy for a long period of time. The consultant actively 

monitors the client’s investments and continues to work with the client as 

goals change over time 
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Investment Consultant 

Important considerations for an investment consultant include: 

� The fund’s fiduciaries (Board and Staff), the investment consultant and 

the investment manager(s) form a team, each contributing expertise in 

the cooperative quest to add value to the plan’s portfolio from 

investment operations 

� The improvement in added return and reduced expenses from 

following in Investment consultant’s recommendations often 

more than pays for the added fees and expenses 

� Calculating investment returns and portfolio characteristics is a place to 

begin when evaluating an investment manager. The consultant is 

evaluating an enterprise that is people-intensive and must also allocate 

time to meet with those players who will most Influence the 

achievement of return. 

� The increasing use of index funds, benchmark portfolios, futures and 

options has resulted in part from the consulting industry’s push for 

better "mousetraps." 
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Investment Consultant 

History 

In the pre-ERISA years of the 1950s and 1960s, most representatives of plan 

sponsors delegated the management of their pension plan portfolio to the 

trust department of the local bank. The trust officer supervising the 

account counseled the sponsor on the asset mix and the selection of the 

individual bonds and stock positions to be placed in the portfolio. The 

sponsor was content to meet all his or her investment management needs 

through one professional organization. The trust officer served in the role 
of investment counselor in the full sense of the term. Had it not been for a 
combination of relatively poor investment returns and the banks’ 

overdependence on a narrow set of investment classes, single "balanced 
manager" relationships would be more prevalent today.  
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Investment Consultant 

History 

In the 1970s, plan sponsors - seeking broader diversification and improved 

performance - lifted their horizons toward other management alternatives 

Sponsors who wanted to replace their managers or to add managers 

needed to increase their understanding of the other classes of 

investments available They also needed counsel as to how to best weight 

their portfolios among a broad set of investment opportunities In such a 

demanding environment, the investment consulting industry was born 

Adding impetus to this need outside advice was the passage of ERISA in 

September 1974 with its requirement that the courses of action pursued by 

fiduciaries of (corporate) employee benefit plans must be performed at the 

standard of a "prudent expert." 

Investment consultants come in all sizes, shapes and forms. The individual or 

firm can be fully independent or affiliated with an actuarial or 

brokerage firm. The consultant may be a subsidiary of a larger financial 

services firm. In addition to investment consulting specialists, to a lesser 

degree contract administrators, attorneys, and accountants are often 

involved in consulting activities, particularly among the smallest plans. 

Many securities brokers also provide consulting services to the smaller 

plans. 
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Investment Consultant 

Services Offered by Consultants: 

� Analysis of plan constraints 

� A plan review process to identify needs and objectives, and to 

recommend appropriate policy and strategy 

� Setting investment goals and objectives 

� Development of policy and strategy 

� Development of managerial guidelines 

� Counsel for asset allocation 

� Evaluation, selection and monitoring of manager 

� Measurement of performance and analysis of return attribution 

� Selection of master trustee/custodian banks 

Specific consulting assignments, either one-time or continuing include the 

following 

� Evaluation of specialty strategies and/or products 

� Analysis of portfolio transactions/audit services 

� Design of benchmark portfolios 

� Creation of software products 

� Other specialized studies. 

Some larger firms also offer continuing educational opportunities through 

seminars and the regular dissemination of proprietary research data. Thus 

the principals of the client funds can avail themselves of as much, or as 

little, of the input offered by their consultant. 
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Investment Consultant 

Types of Consulting Firms 

Large and medium sized employee benefit plans ($50 million and above) 

often seek consultants who offer a broad range of services These providers 

of "one-stop shopping" service generally are regional or national in scope, 

have significant research and data analysis capabilities, and offer a broad 

menu of consulting services. 

At the other end of the spectrum are the "one person consulting shops" 

and the smaller "boutique" firms Many of these consultants either target a 

specialized set of clients or limit their consulting to limited geographic area. 

They may generate their own analytical software support or purchase 

what they need from a firm that maintains a large database. With the 

proliferation of smaller defined contribution plans, including sizable self-

directed IRA rollover accounts, the larger securities brokerage firms are 

internally organizing and training their brokers in consulting to exploit the 

growing needs of these smaller clients 
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Investment Consultant 

The Functions of the Consultant 

A consultant can enhance potential return by restructuring the investment 

management program. The restructuring process may create a similar or 

preferred risk posture while also reducing expenses. The increasing 

use of index funds, benchmark portfolios, futures and options has resulted 

in part from the consulting industry’s search for better "mousetraps." 

The following question is often raised: If the consultant is so smart, why 

isn’t he or she managing money? Perhaps the consultant would be if he or 

she chose to concentrate the intensity of his or her efforts on portfolio 

management. But the resources the consultant provides to his or her 

clients result from a different discipline than the buy/sell selection process. 

The consultant’s counsel is more multidisciplinary and multi asset in nature 

than the typical investment manager’s. The consultant cultivates a broader 

"macro" perspective. 
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Investment Consultant 

The Functions of the Consultant 

To succeed, the investment manager must by competitive necessity 

concentrate on microanalyses within his or her specialized area of the 

market (like looking at particular investments - particular bonds, stocks or 

real estate properties). lithe consultant is to process information 

efficiently, then the consultant does not have the luxury of also researching 

individual investments. Thus the fund’s fiduciaries, the investment 

consultant and the investment manager(s), together form a team, each 

contributing expertise in the cooperative quest to add value to the plan’s 

portfolio from investment operations 

CRS 
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Investment Consultant 

The Functions of the Consultant 

How the consultant is structurally positioned to serve the fund is 

important if his or her contribution is to be fully exploited in the process of 

decision making The consultant can be "called alongside" to assist the 

named fiduciaries (often serving as a co-fiduciary) in the discharge of their 

investment-related responsibilities, retained as an "extension" of the in-

house investment staff to enhance their technical resourcefulness, or hired 

on a specific assignment basis, ad hoc or continuing, to assure the 

supervising group that their specific investment responsibilities are 
professionally addressed. 

The investment consultant is engaged in a delicate balancing act. The 

investment consultant’s first priority is to his or her clients; they have the 

first call on the consultant’s time To serve clients resourcefully, however, 

the consultant must also spend time evaluating newly emerging strategies 

and technologies and hundreds of managers Not only is the consultant 

selling his or her expertise, but the consultant is also selling his or her time 

Thus management of time is a continuing challenge. 



Investment Consultant 

The Functions of the Consultant 

The investment consultant’s retainer or project fee is often a small 
percentage of the investment managers’ asset-based fees. A number of the 
larger investment consulting organizations have chosen in recent years to 

enter the more profitable money management business by creating 
commingled investment funds on which they share revenue with 
underlying mangers (that they retain). The consultants have transitioned to 
providing investment management services by leveraging both their 
knowledge of investment managers and their access to their own 
consulting clients, who are the most logical prospects to whom to sell their 
new commingled vehicles. 

A consultant who also provides investment management services runs the 
risk of being perceived by clients as having lost the objectivity of a third 
party. Such consultants maintain that, with the proper internal safeguards, 

they can fold in various collateral business activities without compromising 
the integrity of their primary consulting business 
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Investment Consultant 

The Functions of the Consultant 

With consulting organizations moving into the business of investment 

management, and large multi-asset class investment management 

organizations providing one-stop shopping" opportunities, we may be 

returning to some degree to the single, balanced manager arrangement 

Although this limited relationship of decision making did not work well in 

the 1950s and 1960s, it may work somewhat better now because of the 

expanded resources of the "new" balanced managers Global, multi asset, 

tactical asset allocation, passive and passive-plus/active management 

choices are now all available under one management umbrella. 

This new breed of balanced manager -  whether the consulting firm that 
evolves into the money management business or the money management 

firm that has broadly diversified its menu of services - is emerging as 

competition in providing investment counseling services to employee 

benefit plans. 

%Nar t5y&t, 



6.842 	Investment Consultant 

The Functions of the Consultant 

To manage his or her time efficiently, the consultant must absorb, process 

and evaluate a great deal of information speedily and insightfully. With the 

recent proliferation of investment management firms, products and 

strategies, a consulting firm engaged in manager search activities must 

either build its own investment manager database or pay for the access to a 

third-party existing one 

Such a reference database is only the beginning. Then the consultant must 

somehow determine whether a candidate manager can perpetuate past 

success 

There is no substitute for "kicking the tires" of a candidate firm through 

onsite visits These are time consuming but very helpful The consultant 

ultimately must assess the philosophy, vision, discipline and management 

skills of the leadership of a candidate firm for its leadership that controls 

the destiny of the underlying organization 

CRS 
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Wurts Professionals 

III. 	Organizational Chart 

"Wurts & Associates provides research-driven investment solutions that enable 

institutional investors to prudently discharge their fiduciary responsibility. Through 

independent, conflict-free advice and investment expertise, our professionals strive to 

be the driving force that empowers our clients to achieve their investment 

objectives. " 

Wurts & Associates’ Mission Statement 
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INTRODUCTION 

THOSE RESPONSIBLE for supervising their organization’s institutional 

investments routinely make multi-million decisions. Today, these 

decisions must be made in a rapidly changing environment. More 

	

’Vv’urts & Associates 	
volatile markets, a global economy, the introduction of alternatives and 

	

provides research- 	increasingly complex financial instruments make the job of managing 

	

driven investment 	institutional portfolios much more challenging. 
solutions that enable 

	

institutional investors 	Wurts & Associates is committed to providing investment advice that 

	

to prudently discharge 	
institutional nstitutional investors to make well-informed decisions. 

them fiduciary 

responsibility. 
Our clients, whose assets total in the tens of billions of dollars, include 

educational and charitable organizations, corporate and public 

	

Through independent, 	retirement funds, health care and financial institutions, and Taft-Hartley 

	

conflict-free advice and 	trusts. No matter the type of client, however, our sole aim is to provide 

	

investment expertise, 	the best investment advice possible - advice that is independent, 
our professionals strive  

objective and specifically tailored to each client’s unique needs. 
to be the driving force 

that empowers clients 

	

to achieve their 	
After gaining 25 years of institutional consulting experience, William 

	

investment objectives." 	Wurts founded the firm in 1986. Today, after over 25 years in business, 

we are one of the most established independent consulting firms 
- 	Mission 

	

Statement 	serving the institutional marketplace in the country. 

Wurts & Associates is 100% employee-owned by investment 

professionals. The firm is currently owned by Mr. Jeffrey MacLean, CEO; 

Mr. Bill Wurts, Chairman; Mr. Scott Whalen, Executive Vice President; 

Ms. Shelly Heier, Executive Vice President; Ms. Anne Westreich, Senior 

Consultant; Ms. Annie Granahan, Senior Consultant; and Ms. Angela 

Swensen, Treasurer and Director of Human Resources. 
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INDEPENDENCE 
Wurts & Associates is independent of conflicts. The firm has no affiliates 

or business partners and is not owned by a parent company that provides 

other services such as investment management. Our revenue is solely 

generated by providing investment consulting services to clients. We do 

not receive any direct or indirect compensation from any investment 

managers nor do we receive soft-dollar commissions or manage pooled 

fund of fund alternatives strategies. Our professionals do not represent 

financial products nor do we financially benefit from the financial advice 

we deliver to our clients. All of this means that our interests are fully 

aligned with our clients and they benefit from the widest possible set of 

investment solutions. 

CONSULTING PROCESS 

ASSESS  

1  
Client Risk Tolerance 

Funding Requirements 

EVALUATE 	
Existing Manager Structure 	

DESIGN

Asset / Liability Study 
Market Environment 	 - 	 Risk Budgeting 
Portfolio Evaluation 	: 	 . 	 Manager Structure 
Manager Review 	

..:- 	

. 	
Expense Management 

Risk e7tation 	 :. 	 % 	IMPLEMENT 	. 	 Investment Policy 
Research 	

Manager Research 

Vendor Selection 
Fee Negotiation 
Contract Review 

Transition Management 

Through a consistent application of our firm consulting process, Wurts & 

Associates has been delivering results to our clients since our inception in 

1986. This methodology enables our consultants to properly understand 

the unique issues that confront each client, design an intelligent strategy 

that matches their unique requirements, prudently implement investment 

decisions, and evaluate the effectiveness of the investment program on an 

ongoing basis. 
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ASSESS 

Thoroughly understanding the existing condition of a client’s investment 

program is essential to a productive consulting relationship. This involves a 

continuous appraisal of the existing manager structure as well as an 

understanding of the rationale behind previous investment decisions. 

Wurts & Associates’ professionals work to understand the funding 

requirements of the assets, the risk tolerances of the client/participants, 

and how the investment program fits into the strategic mission of the 

institution/plan. 

Our professionals then work to understand each component of the 

investment portfolio, quantitatively assessing investment manager skill and 

evaluating their organizations from a qualitative perspective. The final 

component of the assessment of our consulting process is determining if 

the overall objectives of the client are in line with the existing manager 

structure. 

DESIGN 

Our professionals then work to understand each component of the 

investment portfolio, quantitatively assessing investment manager skill and 

evaluating their organizations from a qualitative perspective. The final 

component of the assessment of our consulting process is determining if 

the overall objectives of the client are in line with the existing manager 

structure. 

Our professionals continually evaluate the appropriateness of the existing 

investment policy with special consideration given to the risk management 

language contained within the document. Oftentimes, our expertise within 

this area can insulate the client from the investment process. 

Wurts & Associates will perform an asset allocation study that includes 

modeling of the relevant liabilities, if appropriate. This assists our clients in 

understanding the diversification benefits of asset classes not currently 

utilized, assess the likelihood that alternative investment strategies will 

satisfy the funding requirements, and optimally allocate investments along 

the efficient frontier. 

(L2 
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Another important issue that is considered is the application of passive 

management. Our professionals are trained to educate our clients about 

the latest thinking regarding risk budgeting. That is, where does it pay to 

take active risks within a portfolio and in what proportion does it make 

sense given the client’s requirement for alpha. It is also important to 

consider the appropriateness of the various investment vehicles available 

to the client. The use of separate accounts, commingled funds, and mutual 

funds must be properly applied to each situation depending upon size, 

asset class, tax considerations, and diversification requirements. 

Expense management techniques are presented to the client during this 

phase of the consulting process. Depending upon the size of the portfolio, 

securities lending, commission recapture, and incentive fee arrangements 

may mitigate the inevitable costs associated with an active investment 

management program. 

IMPLEMENT 

This phase is vitally important to the successful execution of prudent fund 

management. It is here where the consultant works with the client to 

implement the decisions made during the Design Phase of the consulting 

process. Wurts & Associates’ resources in manager research are brought to 

bear to identify skilled investment managers that fit the requirements of 

the client. We also may utilize our experience in identifying other 

appropriate vendors such as corporate co-trustees, commission recapture 

brokers, and transition managers. 

Successful implementation does not end with the selection of an 

investment manager. Wurts & Associates’ professionals are experts at 

utilizing our buying power within the market to negotiate favorable fee 

arrangements and appropriate contract language. We work with new 

managers and the custodian to minimize transition costs associated with a 

change in investment managers. 

Finally, our professionals will appropriately amend the investment 

guidelines to reflect the revised nature of the portfolio. 

( L-5~ -, 
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EVALUATE 

The Evaluation Phase is an ongoing process where Wurts & Associates 

reviews the market environment, analyzes the portfolio, and assesses the 

various risks within the fund. Also, our firm’s research and educational 

resources are made available to our clients in a continuing effort to 

increase awareness of current fund management issues and increase their 

ability to effectively meet their fiduciary responsibility. 

Wurts & Associates typically utilizes our proprietary portfolio evaluation 

system that is linked to a daily reconciliation platform with leading 

custodial banks. This enables our professionals and clients to have the 

most timely and accurate information possible at their disposal. 

This final step eventually leads back to the Assessment Phase of the 

consulting process. At Wurts & Associates, we believe successful fund 

sponsors are continually seeking improvement against the backdrop of 

changing circumstances. Therefore, it is critically important that our 

professionals are prepared to revisit previous investment decisions and 

proactively introduce new strategies and insights, as appropriate. 

DELIVERING VALUE TO OUR CLIENTS 

Wurts & Associates helps clients execute superior investment decisions, 

enhancing investment returns, controlling risks, and minimizing portfolio 

expenses. We deliver thoughtful and well-reasoned advice, enabling our 

clients to be confident in their investment strategy. Our boutique culture 

and distributed employee ownership attracts skilled professionals and 

empowers them to deliver custom solutions and personalized service, 

improving our client’s investment knowledge and extending their staff 

resources. The firm’s independent and conflict free business model, 

coupled with our commitment to research-driven investment solutions 

helps our clients fulfill their fiduciary responsibility assured in the 

knowledge that our advice is fully aligned with their interests and based 

upon knowledge, experience, service and most importantly, trust. 

G  1 � ~ , 
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ENHANCED INVESTMENT RETURNS 

Making sound strategic decisions on the structure of a portfolio has a 

profound influence on investment results. Although there are many factors 

involved - e.g., a well-designed investment policy, the use of innovative 

investment strategies, thorough due diligence in the selection of investment 

managers - studies have shown that over 90% of a portfolio’s relative 

variation in investment performance is attributable to asset allocation. 

Wurts & Associates improves its clients’ investment performance by: 

Thoroughly understanding a client’s objectives and constraints 

� 	Using sophisticated analytical tools to help determine an 

appropriate asset mix designed to provide the best chance of 

meeting investment objectives while minimizing risk 

� Maintaining a systematic and comprehensive manager research 

process 

� Controlling performance "slippage" - through rebalancing, 

securities lending, cash equitization, transition management and 

other efficiency enhancing strategies 

� 	Explicitly considering costs as part of the overall investment 

strategy 

RISK CONTROL 

Managing risk is essential to a well-designed investment strategy. 

Controlling risk, however, does not mean eliminating it. Instead, an 

intelligent investment policy should mitigate risk and even exploit it at 

times. 

Wurts & Associates controls risk by: 

Offering guidance in defining appropriate risk parameters 

Providing an understanding of market forces and adjusting the 

portfolio in accordance with sound valuation metrics 

Measuring the risk inherent in each investment strategy within the 

context of the fund’s goals and objectives 

Designing well-defined investment guidelines to help reduce 

unwanted risk 

MINIMIZE PORTFOLIO EXPENSES 
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Controlling costs is an important fiduciary responsibility, but one which is 

often lost in the pursuit of excess returns. In particular, complicated fee 

structures and transaction costs often make it difficult to accurately assess 

the total expense incurred. Our experience in negotiating fees and in 

understanding trading costs allows us to increase the fund sponsor’s 

leverage in negotiating with investment managers, custodians, brokers and 

other vendors. 

Wurts & Associates reduces costs by: 

� 	Designing a portfolio structure that explicitly considers expenses 

� Negotiating more favorable vendor fees 

� Constructing performance based fee programs when appropriate 

� 	Executing efficient transitions 

IMPROVE INVESTMENT KNOWLEDGE 

Those responsible for making investment decisions � whether they are the 

fiduciaries overseeing a pension, endowment or foundation investment 

portfolio, a family office professional, or representatives entrusted with 

guiding a defined contribution plan investment program - need to be well 

informed. 

Wurts & Associates educates decision-makers by: 

Providing research on new investment strategies and opportunities 

� 	Interpreting economic and financial developments in the capital 

markets 

� Conducting educational presentations on topics such as real estate, 

global investments, derivatives and alternative investment 

strategies 

� 	Publishing research on topics of interest to institutional investors 

Gs 
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EXTEND STAFF RESOURCES 

Prudent stewardship of institutional investments requires considerable 

attention. Many institutional investors realize they do not have the staff, 

time or resources to manage their investments as effectively as they would 

like 

Wurts & Associates extends staff resources by: 

� Providing analytical support necessary to evaluate data for making 
investment decisions 

� Generating research that strengthen and enhance the decision 

making process 

� 	Utilizing state-of-the-art technology necessary for efficiently 

assessing prospective and on-going institutional investments 

� Having the investment expertise to provide guidance to those 

responsible for managing the investment process 

� Educating clients so that they make well informed investment 
decisions 

FULFILL FIDUCIARY RESPONSIBILITY 

For those responsible for overseeing an organization’s investments, it is 

important to make decisions in accordance with appropriate fiduciary 

standards and to be aware of all the implications of one’s investment 

decisions. Reasonably, this often requires expertise that many fund 

sponsors do not possess. 

Wurts & Associates assists fiduciaries in the fulfillment of their responsibilities by: 

Instilling best practices in supervision of institutional portfolios 

Controlling investment expenses and other costs 

� Designing an appropriate and customized investment policy 
statement 

� Acting as an independent monitor of investment managers and the 
total portfolio. 

� Providing conflict-free expert advice on all investment-related 

issues 

(L2 
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CUSTOM SOLUTIONS 

Every client is different. This requires custom solutions to meet their 

investment needs. Different time horizons, diverse client risk tolerances, 

asset scale differences, and the varied purposes for financial assets all 

require a unique combination of investments and structure to meet our 

client’s needs. Wurts & Associates is experienced with the many different 

tools depicted in the graph below to help our clients meet their financial 

objectives. 

Broadly speaking, a properly managed portfolio has four dimensions. The 

first dimension is the appropriate Beta exposure which is depicted on the 

right horizontal line. Wurts professionals are experienced in helping clients 

determine which asset classes make sense for the client given their 

overriding objectives. The second dimension is the desired level of Alpha 

for the portfolio This is depicted in the top vertical line of the graph This 

answers the question of how much active risk (at what cost) relative to the 

benchmark should be incorporated into the portfolio. The third dimension 

is proper deployment of Operational Efficiencies which is depicted on the 

left horizontal line. Wurts professionals routinely help clients minimize the 

costs and maximize income associated with a diversified investment 

program. The last dimension is Liability Management which is represented 

on the bottom vertical line. Liabilities can change alongside assets. It is 

important for every client to consider the tools at their disposal to either 

hedge their liabilities or prudently satisfying them over the long term. 
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PERSONNEL AND EXPERIENCE 

Recognizing that our staff is our most valuable resource, we take great 

pride in attracting experienced and knowledgeable investment 

professionals to undertake our research driven consulting process. We 

have consultants from a variety of backgrounds that bring their respective 

talents into our collaborative consulting effort. 

Please refer to www.wurts.com  for the professional biographies of key 

personnel. 

RESEARCH 

W urts & Associates provides independent perspective, investment 

expertise, qualitative research, and statistical data that help our clients 

avoid hiring investment managers with an investment style inconsistent to 

their existing portfolio or one having a substandard organizational 

structure. It is our belief that no quantitative screen, including historical 

performance, can replace the judgment and experience of our research 

team in assessing these factors. It is a combination of prudent objectivity 

and experience-based subjectivity that provides successful results in a 

manager research. 

The investment manager search process at Wurts & Associates has been 

designed to provide clients with relevant, in-depth due diligence on a broad 

cross section of highly regarded investment advisors. This allows our 

clients to select a firm that most appropriately suits their particular 

requirements. We believe that the search process needs to be formal 

enough to produce consistent results, but flexible enough to incorporate 

unique requests and situations. 

Our firm carries more than two decades of experience in investing into 

alternative investment strategies. Our professionals also routinely deliver 

macro-economic and broad based market research to help our clients 

understand the overall investment environment. Please refer to 

www.wurts.com  to reference some of our research information. 
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SUMMARY 

As a boutique consulting firm, we compete on the quality of the service we 

provide; that is, the knowledge and experience of our consultants 

supported by the technology and resources they need to assist our clients. 

Wurts & Associates considers itself to possess substantial competitive 

strengths through its ability to provide an independent perspective, 

experienced and talented staff, a comprehensive consulting process and 

cutting-edge technology. We appreciate the opportunity to present our 

services. 
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Mr. Wurts, Chairman, Founder of Wurn 6�Associates, has been in the investment consulting business for over ’IS 

years. Prior to establishing 1X7urts & Associates he worked for 23 years as a vice president in the institutional 
division of Merrill Lynch. In this capacity, Mr. Worts and his team had the responsibility of providing ongoing 
consulting to over SO major clients in the Pacific Northwest. He established Wurts & Associates in Seattle in 
January 1986 and the Los Angeles office in 1990. 

Mr. Wurts has been a featured speaker at numerous meetings of the Western Pension Conference and the 
International Foundation of Health, Welfare & Pension Plans on subjects relating to institutional investing. Over 
the years he has also taught a number of investment courses through the Seattle Community College system. Mr. 
Wurts has served as a past president and a member of the Board of Directors of the Western Pension Conference. 
He is presently on the Board of Directors for the Seattle Chamber of Commerce and is also a member of the 
International Foundation of Employee Benefit Plans, the Rotary Club of Seattle, and the Rainier Club. Mr. Wurts 

received his BA from Yale University. 

I I a ii i : 1 	; r’r.i u *i 
Mr. MacLean, Chief Executive Offlcwr, is a shareholder of Wurts & Associates. He started with the firm in 1992 and 
has over 22 years of capital market experience. Mr. MacLean is responsible for managing the firm and serving as 
the Senior Consultant to several clients. 

Mr. MacLean leads the Research Advisory Committee which supervises the firm’s macroeconomic research, 
manager due diligence, capital market assumptions, and asset allocation for discretionary clients. His longstanding 
consulting experience includes working with corporate defined benefit plans, defined contribution, public, multi-
employer, endowments, and foundations. 

Prior to joining the firm, Mr. MacLean was Vice President of Shurgard Realty Group and was responsible for 
raising private real estate capital. He also worked for Arthur Andersen & Company where he served in their 
consulting division. Mr. MacLean serves as a Trustee of the Little Company of Mary Foundation and as a member 
of the Young Presidents Organization. He also volunteers for Children’s Hospital of Los Angeles. He often 
speaks at various investment forums regarding investment policy issues, asset allocation strategy, and the macro 
environment. Mr. MacLean has a BA in Business from the University of Washington and an MBA from the 
Darden School of Business at the University of Virginia. 
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MR. 	w SC0TtJHALENç CFA 
Mr. Mr Whalen Executive Vice President and Senior Consultant, serves primarily to provide high quality strategic 
investment advice and ensure his clients meet their long-term investment objectives In addition Ms Whalen is a 
Wurts & Associates shareholder, as well as a key member of the 1XTurts & Associates leadership team, he sits on the 
Management Committee and oversees the Los Angeles consulting staff Prior to joining Wurts & Associates Mr.  
Whalen built a distinguished career in management consulting with McKinsey & Company and Ernst & Young, 
where he led corporate and public sector institutions to increase efficiency and improve operational performance 
Through his vast experience working with multiple stakeholders across industries Mr. Whalen has honed his ability 
to drive effective decision-making, often in challenging environments 

Mr. Whalen is a recognized speaker at industry conferences, where he has presented on a broad range of investment 
topics including asset allocation alternative investing investment manager oversight attaining operational 

efficiencies in investment programs the challenges and potential benefits of dynamic asset allocation and the 
importance of maintaining a long-term perspective. 

Mr. Whalen received a Bachelor of Arts degree in Economics from Wake Forest University and a Masters in 
Business Administration from the University of Southern California. He has received the Chartered Financial 
Analyst (CFA) designation and is a member of the CPA Institute and the CFA Society of Los Angeles. 

MS. SHELLY HEIER, CFA 

Ms. Heier, Executive Vice President and Senior Consultant, is primarily responsible for providing leading investment 
consulting services to a variety of clients, including charitable organizations, corporate retirement plans, and 
healthcare organizations. A shareholder of the firm since 2007, Ms. Heier is also an integral part of the firm’s 
leadership, serving on the Wurts & Associates Management Committee and heading the Seattle-based consulting 
staff. Ms Heier is a frequent speaker at industry conferences where she has presented on a broad range of topics 
including capturing alpha from quantitative strategies and portfolio operational efficiencies 

Ms Heier is a member of Wurts & Associates Research Advisory Committee providing strategic guidance to the 
firm’s research staff on the important issues affecting clients and vetting the research department’s initiatives Ms 
Heier joined Worts & Associates in 2000 as a member of the Manager Research Group, and was responsible for 
investment manager and market research. She served as Director of Manager Research from 2002 to 2005. Prior to 
joining our firm, she worked as an analyst for a financial planning firm specializing in high net worth individuals. 

Ms. Heier graduated from the University of Puget Sound with a Bachelor of Arts degree in Business and Public 
Administration with an emphasis in Finance and a minor in Economics She received the Chartered Financial 
Analyst (CFA) designation in 2001 She is a member of CPA Institute CFA Society of Seattle and Western Pension 
& Benefit Conference. 
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MR TIM C RUTLEDGE 
Mr. Rutledge, Vice President and Senior Consultant, with 20 years of experience, is well versed in all aspects of 
general investment consulting. In addition to investment performance analysis, Mr. Rutledge provides special 
studies on asset allocation, securities lending, and transition management He has prior experience in real 
estate venture capital and as a Pension Plan Trustee He is a member of the Western Pension & Benefits 

Conference 

Mr. Rutledge received a BS in Industrial Business and an MBA from Boise State University. He has 
completed the Wharton School, Advanced Investments Management Course, in conjunction with the 

International Foundation of Employee Benefit Plans. 

MR VICTOR L LEE 
Mr. Lee Senior Consultant, serves his clients from Wurts & Associates’ corporate headquarters located in 
Seattle Washington He joined OQurts & Associates in 1990 and has nearly twenty years of experience in the 
investment consulting industry. He currently works with a broad array of institutional clients including 
corporate defined benefit and defined contribution plans, endowments and foundations public funds and 
Taft-Hartley funds Mr. Lee is actively involved with his clients in the development of their strategic planning 

including asset allocation and investment policy development, investment manager evaluation and selection, 
performance evaluation, continuing education, and the coordination of special projects 

Previously Mr. Lee was Wurts & Associates Director of Manager Research He was responsible for 
overseeing the evaluation and research of investment managers and coordinating the preparation of 
investment manager searches and the production of research reports He originally loined  the firm as an 

Analyst but was promoted to Senior Analyst soon thereafter to manage the performance measurement group 
and the client reporting operations. Prior to joining Wurts & Associates, Mr. Lee was an associate supervisor 
in the operations group of the northwest subsidiary of Bank of America. 

Mr. Lee is a graduate of Seattle University where he earned a Bachelor of Arts degree in Business 
Administration with an emphasis in Finance. He is a longstanding member of the Seattle Chapter of the 
Western Pension & Benefits Conference. 
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MS. ANNE. E. WESTREICH, CFA 
Ms. Westreich, Senior Consultant, provides a broad range of investment consulting services to clients to assist 
them in reaching their long-term investment goals. Prior to joining Wurts & Associates in 2006, Ms. 
Westreich was a Portfolio Manager/Analyst at Provident Investment Counsel and an Analyst at Hughes 
Investment Management Company. Ms. Westreich’s 15 years of institutional investment management 
experience, analytical skill, and deep knowledge of financial markets help our clients meet the difficult 
challenges of developing and implementing an effective investment policy. Ms. Westreich’s background 
within a plan sponsor provides a level of understanding into our clients’ needs, while her portfolio 
management experience provides a unique perspective when analyzing investment managers. In addition to 
Ms. Westreich’s consulting responsibilities, she also contributes to our research effort as a member of the 
Research Advisory Committee. Ms. Westreich is a shareholder of the firm. 

Ms Westreich received her Bachelor of Science degree in Finance from California State University Fullerton. 
She earned the Chartered Financial Analyst designation in 1995. 

MR BRENT NELSON 
Mr. Nelson, Senior Consultant, joined Wufts & Associates in 2003. He works with clients implementing 
investment policy guidelines, asset allocation, manager selection, and performance measurement and 
monitoring. Additionally, Mr. Nelson is a member of the Research Advisory Committee and is responsible 
for conducting research and due diligence on alternative investment managers. Formerly, as an Associate 
with the Manager Research Group, he was responsible for researching and evaluating investment 
management organizations. 

Prior to joining Worts & Associates, Mt. Nelson was a Financial Advisor with UBS Financial Services. He 
holds a Bachelor of Science in Business Administration from the University of Montana. 
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MS �ANNIE GRANAHAN, CFA 
Ms. Granahan, Senior Consultant, joined Wurts & Associates in 2003 as a Performance Analyst in the Seattle 
office. She transitioned to the Los Angeles office in 2005, where she now provides a broad range of 

consulting set-vices to Wurts & Associates’ clientele. Her primary focus is Multi-Employer plans and her 
areas of specialization include asset allocation, investment policy development, and transition management. 
Ms. Granahan also assists in new business development efforts and is a shareholder of the firm. 

Ms. Granahan graduated Cum Laude from Central Washington University with a Bachelor of Science degree 
in Finance and a minor in Economics. She received the Chartered Financial Analyst (CFA) designation in 
2007 and is a member of the CPA Institute and the CFA Society of Los Angeles. 

MR P. BRADLEY NESS 

Mr. Ness, Senior Consultant, joined the firm in 2009. In addition to providing strategic advice to clients, Mr. 

Ness has responsibility for business development efforts of Wurts & Associates. Prior to joining the firm, 
Mr. Ness had a distinguished 26 year career with Columbia Management where he held various positions 

with responsibilities focused on marketing and client service, including Senior Vice President, Institutional 
Client Service. His experience includes advising corporations, foundations, municipalities and Taft-Hartley 
accounts on asset allocation, benchmark selection, guideline enhancements and product selection. 

Mr. Ness earned a Bachelor of Arts degree in Business Administration with an emphasis in Finance from 
Washington State University. 
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MR. JASON TAYLOR 
Mr. Taylor, Senior Consultant, joined Wurts & Associates in 2010. His responsibilities include providing 
institutional clients with well-developed investment solutions and strategic advice built on his particular 
expertise in the areas of asset allocation and alternative investments. Prior to joining the firm, Mr. Taylor 
held positions as Chief Investment Officer and Managing Director for the Threshold Group in Gig Harbor, 
WA and New York, NY and as Managing Director and Client Advisor for Ashbridge Investment 
Management in Philadelphia, PA. As an investment professional and lead client advisor, Jason has 
experience working with many foreign, public and philanthropic organizations, as well as private clients. 

Mr. Taylor graduated from Kingston University in London, England, graduating with honors in 1993. He 
earned a Bachelor of Arts in Economics and German and also studied a year in Konstanz, Germany while 
completing his degree. 

MS LORELFI V CHAO, CFA 
Ms. Chao, Consultant, provides investment consulting services to a variety of clients, including corporate 
defined benefit and defined contribution plans, foundations, public funds and Taft-Hartley funds. Prior to 
joining Wurts & Associates in 2009, Ms. Chao was the Investment Officer at the Orange County Employees 
Retirement System a $6 5 billion public pension plan where she had the opportunity to administer both the 
private and public markets portfolios during her five-year tenure She started her career at William M 
Mercer Investment Consulting Inc in Chicago as an Analyst and worked as an Investment Consultant with 
The Northern Trust Company prior to moving to Southern California Ms Chao’s 14 years of experience in 
various aspects of institutional portfolio management provides a well rounded perspective in understanding 
our clients’ needs. 

Ms. Chao graduated from Loyola University Chicago with a Bachelor of Business Administration and 
received a Master in Business Administration from DePaul University. She holds the Chartered Financial 
Analyst (CPA) designation and is a member of the CPA Institute and the CFA Society of Los Angeles. 
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MR HIE  PERT J NISHII 
Mr. Nishu, Senior Consulting Aajocuete, joined Wurts & Associates in 2006 Mr. Nishu manages the firm-wide proposal 
submission process as part of Wurts & Associates business development efforts Additionally, he provides research 
analysts and consulting support to the Los Angeles based consulting staff In this role he provides expertise to a 
variety of value-adding projects including asset allocation studies, spending policy analysis, and manager fee 
analysis He also assists with reviewing and revising investment policy statements 

Mr. Nishii began his career in the industry as an Analyst for the Choy Kinney W0 Institutional Consulting Group at 
Morgan Stanley. Prior to joining Worts & Associates, Mr. Nishii worked as an Investment Specialist for the State of 
Hawaii Employees’ Retirement System. Mr. Nishii graduated from the University of Hawaii where he earned a 
Bachelor of Business Administration in Finance and Management Information Systems. He is currently a Masters 
of Business Administration candidate at the University of Southern California, Marshall School of Business. 

MR BRYANT PIERCE 
Mr. Pierce, Conmiting Associate, joined Worts & Associates in 2005 as an Analyst and was promoted to Consulting 
Associate in 2009. As a Consulting Associate he is responsible for providing in-depth research, quantative analysis, 
and wide-ranging support to the Seattle-based consulting team. 

Mr. Pierce graduated from the University of Washington with a Bachelor of Arts degree in Economics. 
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MR. DARYN KATZEN 
Mr. Katzen, ConsieIti,g Associate, joined Watts & Associates in 2009. Mt. Katzen is responsible for providing a 
wide range of research, analysis, and consulting support to the Los Angeles based consulting staff. Prior to 
Warts, Daryn worked as an associate in the Whelan Group at Wachovia Securities, where he analyzed 
portfolios to generate alternative investment strategies 

Mr. Katzen graduated with high honors from the University of California Santa Barbara in 2006 with a 
Bachelor of Arts in Business Economics and a Bachelor of Science In Financial Mathematics and Statistics He 
is currently a Level II candidate In the Chattered Financial Analyst (CFA) Program 

MR. MICHAEL KAMELL 
Mr. Kamell, Consulting Associate, joined the firm in 2010 to support the Los Angeles based consulting staff. Mr. 
Kamell incorporates Wurts’ proprietary research in delivering exceptional service to our clients operating in 
the corporate, non-profit, and public spaces. Prior to joining Watts & Associates, Mr. Kamell began his career 
in assurance services at PriceWaterhouseCoopers in San Francisco. As a Senior Associate at PwC, Mr. Kaniell 
provided assurance over financial reporting for a wide variety of investment management clients ranging from 
mutual funds and fixed income managers to hedge and private equity funds. Additionally, Mr. Kamell has 
extensive experience with performance reporting in accordance with Global Investment Performance 
Standards (GJPSfi). 

Mr. Kamell graduated from the University of California at Santa Barbara with a Bachelor of Arts in Business 
Economics with an emphasis in Accounting. He has passed the uniform CPA examination and is a level 3 
candidate for the Chartered Financial Analyst (CPA) designation. 
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MR VINCENT A FRANCOM, CFA 
Mr. Francom, Consulting Associate, joined Worts & Associates in 2011 He is responsible for providing in-depth 
research, analysis, and consulting support to the Seattle-based consulting learn. He works with defined benefit 
plans, defined contribution plans endowments and foundations, providing asset allocation studies spending policy 

analysis and specialized research projects. 

Mr. Francom has over 15 years of institutional investment management experience in various roles as both an 
equity analyst and a portfolio manager. Prior to joining Worts & Associates, Mr. Francom was a Senior Equity 
Analyst & Co-Portfolio Manager with Safeco Insurance and most recently held a similar role with a startup 
investment management boutique. He began his investment career at First Interstate Bank (now Wells Fargo) as 
an equity research analyst. 

Mr. Francom graduated from the University of Washington with a Bachelors of Arts degree in Business 
Administration with an emphasis in Finance. He holds the Chartered Financial Analyst (CFA) designation and is a 
member of the CFA Institute and the CFA Society of Seattle. He is a candidate for the Chartered Alternative 
Investment Analyst (CAIA) designation. 

MR.WILLIAM LOWE 
Mr. Lowe, Consulting Associate, joined Worts & Associates as a Performance Analyst in 2006. He is primarily 
responsible for client performance reporting research and consulting support for the Seattle based consulting 
staff Mr. Lowe graduated from the University of Washington in 2005 with a Bachelor of Arts degree in Business 
Administration with an emphasis in Finance He is currently a Level I candidate in the Chartered Financial Analyst 

(CFA) Program 
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MR. ERIC PETROFF, CFA, CAA 
Mr. Petroff, Director of Research, specializes in macroeconomic and capital markets research, as well as the 
formulation of long term strategic investment initiatives. He also oversees Wurts’ manager research department 
Prior to joining Wurts & Associates, Mt Petroff spent eight years at Hammond Associates in St. Louis where he 
was a Senior Consultant and Shareholder. During his time there he consulted to endowments, foundations, and 
pension funds. Prior to Hammond Associates, he spent five years in the brokerage industry advising retail clientele 
and serving as an equity and options trader. 

Mr. Petroff served as President of the St. Louis CPA Society. He speaks often at conferences and is a prolific 
writer having published dozens of articles for the Forbes Subsidiary Investopedia.com  and the New Zealand 
Investor magazine. Additionally, Eric has served as a Subject Matter Expert for Becker Professional Review in 
their efforts to develop study materials for candidates of the CFA exam, and has taught CPA review courses as 
well. 

Mr. Petroff has been a holder of the CPA designation since 2000, is a Chartered Alternative Investment Analyst, 
has an MBA with an emphasis in finance from Webster University, as well as bachelors degrees in Economics and 
Russian from DePauw University. 

MS. LING ZHANG 
Ms. Zhang, Research Analyst, joined Wurts & Associates as Analyst in 2010. Her active responsibilities include 
macroeconomics and capital markets research, strategic asset allocation study and Investment manager evaluation 

Ms Zhang holds a MS in Statistics from Columbia University as well as a Doctoral degree in Physical Chemistry 
from University of Minnesota. She passed all three levels of Chartered Financial Analyst (CPA) exams. 
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MR. BRIAN ROWE, CFA 

lvii. Rowe, Director of Manager Research, leads the firm’s analysis and evaluation of a broad mix of investment 
managers and strategies Mr. Rowe began his career at Weyerhaeuser Realty Investors underwriting mezzanine 
debt and joint venture equity investments in third party real estate deals He held various positions over a ten 
year career, helping to grow the company’s national presence from $200 million assets under management to 
over $2 billion. 

Mr. Rowe graduated from the University of California, Irvine (UCI) with both a B.S. and MBA. He holds the 
Chartered Financial Analyst (CFA) designation and is an active member of CFA Institute and CFA Society of 

Seattle 

fIR JOHN WASNOCK 

I\rlt. Wasnock, Senior Research Associate, joined Wurts & Associates Inc. in 1997. Currently, he is a member of 
the Manager Research Group, which is responsible for in-depth evaluation and analysis of investment 
management organizations around the world. Previously, he served as a performance analyst providing 
quantitative analysis of client portfolios. Mr. Wasnock is a graduate of the University of Washington, where he 
earned a Bachelor of Arts degree in Business Administration with an emphasis in Finance 
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Ms. SHAUNISURESH 
Ms Suresh, Research Anafyst joined Wurts & Associates in 2010 She is primarily responsible for conducting in-
depth analysis and evaluation of Investment Management firms across various asset classes Prior to joining 
Wurts & Associates Ms Suresh worked as a Research Analyst at Highland Capital Management where she 
conducted manager research in both traditional and alternative asset classes. She also conducted in-depth 
analysis of both domestic and foreign stocks to be included in client portfolios. Shalini has an MBA with an 
emphasis in finance from City University of Seattle and is currently CPA level III candidate. She has a 
bachelor’s degree in Chemistry from Bangalore University, Bangalore, India. 

MR HAROLD P WtJ 
Mr. Wu, Director, Poqfolio Ana/ytics, joined the firm in September of 1991. His primary responsibility is 
overseeing of the firm’s performance analysis operations, which include data processing, analysis, and the 
production of client reports. 

Ms. Wu is also the liaison for State Street (formerly Deutsche Bank and Bankers Trust Company) for the 
Independent Consultants Cooperative (I.C.C) In addition, Mr. Wu provides support for the firm’s network, 
computer systems and communications technology. Mr. Wu graduated with a Bachelor of Arts degree in 
Business Finance from Seattle University. 
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MR. JONATHAN HENDERSON 
Mr. Henderson, Investment Operations Specialist, joined the firm in 2010. His primary responsibilities include 
developing, overseeing, and managing the operational and administrative aspect of the firm’s discretionary and 
implemented consulting relationships. Prior to joining our firm, Mr. Henderson worked in the investment 
services field first with Banc of America Investment Services where he held positions involving many aspects of 
brokerage services including advisory sales, securities trading and operations. He then worked for Washington 
First International Bank providing corporate trust and investment management services to the bank’s clientele. 
Mt. Henderson was instrumental in developing the trust and advisory platform and with the ongoing 
management of the accounts, including securities trading, portfolio modeling and relationship management. 
Mr. Henderson graduated from the University of Washington with a Bachelor of Arts degree in Economics. 

MR JUSTIN HATLEY 
Mr. Hatley, Associate Director, Porfolzo Anal ytics joined Writs & Associates in 2004 as a Performance Analyst As 

the Associate Director, Portfolio Analytics his primary responsibilities include training new Performance 

Analysts, assisting with performance analysis operations, assisting investment operations, monitoring 
performance report production schedules, and acting as a liaison between the Analytics team and the Wurts & 
Associates Management Committee. Mr. Harley has been a member of the Nordstrom Scholarship Committee 
for two years: 2008-2009. Mr. l-latley received a Bachelor of Science degree in Finance from the University of 
Idaho in 2004 and an MBA from Seattle University in 2010. 
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Mt BRANDON CURRIE 
Mr. Currie,Anaivs4 joined Wurts & Associates in 2010. Mr. Currie is primarily responsible for creating client 
performance reports He also assists with manager search reporting and other research projects as needed 
Prior to joining Wurts & Associates Brandon worked as a junior analyst for Reign Capital, where he 
monitored trading reconciled accounts, and assisted with research 

Mr. Currie holds a MS in Financial Analysis from the University of San Francisco and a BA in Business 
Management Economics from the University of California Santa Cruz. He is currently a level II candidate in 
the Chartered Financial Analyst (CPA) Program. 

MS. ELENA SOLOVYEVA, CFA 
Ms. Solovyeva, Ana/yst, joined Worts and Associates in 2010. Her primary responsibilities include generating 
quantitative analysis for client portfolios and supporting the consulting staff. Elena has over seven years of 
experience in finance, credit risk, and marketing. She did financial and statistical modeling, planning, 
reporting, and strategy design. From 2003 to 2007, Elena held Finance Manager positions at Consumer 
Division of Citibank and Jordan Industries Russia ØIR) a Moscow-based telecommunication holding At 
Citibank Elena coordinated planning and budgeting process for revenue side of consumer bank, designed 
financial models to forecast performance of new products, reviewed and analyzed trends of key business 
drivers. During her time with JIR Elena analyzed actual and forecasted performance of regional subsidiaries 
and did scenario analysis. She also coordinated financial reporting process. Prior she worked as a Senior 
Credit Risk Analyst in Conseco Finance located in Minneapolis, MN. At this role she was primarily 
responsible for strategy design and ongoing evaluation of private label credit card and mortgage portfolios. 
She started her career as a Research Analyst in Business Intelligence department with Fingerhut. 

Ms. Solovyeva has a Masters degree in Applied Mathematics from Moscow State University, Moscow, Russia 
and an MBA with Honors from North Dakota State University with empathies in Finance and Accounting. 
She has received the Chartered Financial Analyst (CFA) designation and is a member of the CFA Institute and 
the CFA Society of Seattle. 
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MR THOMAS WINKLER 
Mr. Winkler, Analyst, joined Wurts & Associates in 2010. He is responsible for: tracking the performance of 
the firms’ institutional clients, producing client deliverables, assisting with macroeconomic and manager-
specific research, and providing consultant support. Prior to joining Wurts & Associates, Mr. Winkler worked 
as a Financial Advisor for John Hancock Financial Network where he helped small businesses and individuals 
achieve their long-term financial goals and insurance needs. Mr. Winkler holds an MBA with Distinction in 
International Business from the Hawaii Pacific University and a BA with Distinction in Economics from the 

University of Hawaii. 

MR MATT BRADY 
Mr. Brady, Analyst, joined ’?(urts and Associates in 2010 Mr. Brady is primarily responsible for creating client 
performance reports In addition, he also assists in research projects and manager search reporting Prior to 
joining Wurts & Associates, he worked as a Financial Associate at Thrivent Financial, where he focused on the 
management of individual retirement portfolios and mutual find research Mr. Brady holds a Master of 
Science in Finance from Seattle University and a Bachelor of Science in Business Administration with a minor 
in economics from Central Washington University. He is currently a level III candidate in the Chartered 
Financial Analyst (CFA) Program. 
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MS. JENNY YANG 
Ms. Yang, Analyst, joined Wurts & Associates in 2010. Her current responsibilities include creating client 
performance reports and resolving data issues with custodians and money managers. She also assists with ad 
hoc research analysis and writing assignments including capital markets and manager research, as well as other 
topical issues as needed. Prior to joining Worts & Associates, Jenny worked as a Senior Analyst for CIBC 
Mellon. 

Ms. Yang holds a BBA from the University of Toronto specializing in Finance and Economics. She is 
currently a level III candidate in the Chartered Financial Analyst (CFA) program. 

MR. MATTHEW LOWE 
Mr. Lowe, Analyst, joined Worts & Associates in 2010. Mr. Lowe is primarily responsible for creating client 
performance reports. He is also responsible for assisting in consultant support, manager research and ad hoc 
projects related to capital market forecasts. Prior to joining Worts & Associates, Mart worked as an assistant 
bond trader for Umpqua Investments, where he facilitated bond trades across all fixed income sectors as well 
as executing fixed income strategies for retail clients of the firm. Mr. Lowe holds a BS in Finance from 
Linfield College. He is currently a level II candidate in the Chartered Financial Analyst (CPA) Program. 
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MR. RILEY DINNUSON 
Mr. Dinnison, Analyst, joined Wurts & Associates in January of 2011. Mr. Dinnison is primarily responsible 
for tracking financial performance of the firms’ institutional clients, producing client performance reports, 
providing consultant support and supplementing capital market research. Prior to joining Wurts & Associates, 
Mr. Dinnison worked for Morgan Stanley Smith Barney assisting financial advisors with client service support, 
portfolio management, and equity research. Mr. Dinnison graduated magna cum laude from Whitworth 
University in 2010 and holds a B.A. in Economics. 

MR. MATTHEW GEYER 
Mr. Geyer, Analyst, joined Wurts and Associates in 2011. Mr. Geyer is responsible for creating performance 
reports for the firm’s clients. Mr. Geyer also contributes to macroeconomic research projects and manager 
selection reports. Prior to joining Wurts and Associates, Matt worked for Fidelity Investments, where he 
assisted clients with trading and financial planning. Mr. Geyer holds a MBA with a finance concentration from 
the University of North Florida and a BS in Economics from Florida State University. 
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Auditor 

By definition an auditor is the person appointed to conduct an examination 
of the records, to form an opinion about the authenticity and correctness 

of such records, by verifying the correctness and reliability of the recorded 

transactions from the evidences available, opinion and inference reachable 

based on his expertise. 
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April 26, 2011 

Founded in 1974, Brown Armstrong Accountancy Corporation (Brown Armstrong) is one of the largest 
and most respected accounting and consulting firms throughout the State of California. 

With 13 Partners and 84 staff members Brown Armstrong is a full service accounting firm serving clients 
throughout the state. Our clients include some of the state’s largest businesses and governmental agencies 
as well as small businesses, families and publicly traded companies. 

Our auditors and consultants are some of the best in their fields and have been providing California 
governments of all types with accounting and auditing services for over thirty seven years. At Brown 
Armstrong our auditors maintain their level of expertise and industry knowledge through participation in 
professional conferences, accounting organizations and rigorous continuing professional education 
(CPE) seminars covering governmental accounting and auditing updates (GASB, Yellowbook, Single 
Audit) with specific focus on emerging issues, current pronouncements, auditing standards, risk alerts, 
information systems and reporting issues. The CPE training is comprehensive and ensures that our team 
maintains the professional edge that results in superior service. 

Available to Fresno County Employees’ Retirement Association (FCERA) is the unparalleled expertise of 
Consultant-Partner Eric S. Berman, CPA, MSA, who manages our Pasadena office. He is a nationally 
recognized leader in governmental accounting and auditing. Eric represents not only our firm, but over 
15,000 governmental accountants and auditors as the Association of Governmental Accountant’s 
representative to the Governmental Accounting Standards Advisory Council, the advisory board to 
GASB. We have the unprecedented opportunity to see proposed standards from GASB, the White House 
Office of Management and Budget and the United States General Accountability Office well in advance 
of exposure to allow our clients to react to the proposals completely informed. The most recent example 
of this is the proposed changes to post-employment benefits. If implemented as currently drafted, entities 
like FCERA (and especially the member-governments) will incur sweeping changes in reporting by 2015. 
Brown Armstrong has received a rough draft of the exposure draft in advance of GASB voting to approve 
the exposure draft on May 23-25, 2011. Eric will provide information about this draft on May 4, 2011 at 
our next client training in Bakersfield. We encourage staff and management of FCERA to participate. 

Brown Armstrong auditors and consultants also perform engagements for cities, counties, employee 
retirement entities (both public and private), special districts, redevelopment agencies, school districts, 
and other non governmental entities. 

Some of the services we provide are: annual financial statement audits, annual federal and state 
compliance audits, California State Controller Report preparation and "Financial Health" Analysis and 
consulting. 

REGISTERED with the Public Company Accounting Oversight Board and MEMBER of the Ameilcan Institute of Cerfified Public Accountants 



We have recently become a member of PKF North America, an association of legally independent 
accounting firms. This accounting firm association is one of the first and largest of its kind, celebrating 40 
years in business and providing its members with highly specialized technical resources, thought 
leadership and professional development opportunities that empower us to better serve our clients. 

At Brown Armstrong our auditors go beyond the numbers to develop strong relationships with our clients. 
The result is a better understanding of your organization, its individuals, your needs and goals. Our 
approach, people, commitment to timelines and dedication to financial reporting excellence make Brown 
Armstrong the accounting firm of choice. 

It has been our pleasure to be Fresno County Employees’ Retirement Association’s accounting firm of 
choice since 2006. 

If you have any questions or would like additional information regarding our services please contact us 
directly. 

Connie Perez 	 Eric Berman 	 Andrew Paulden 
888-565-1040 	 888-565-1040 	 888-565-1040 
cRerez2baepas 	 ens.com  

Sincerely, 

BROWN ARMSTRONG 
ACCOUNTANCY CORPORATION 

By: Connie M. 
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SECTION 3. EXECUTIVE SUMMARY 

We have thoroughly read your request for proposal and performed the due diligence required to 
insure that we completely understand the scope of the work to be done for FCERA. By submitting 
this proposal, we are committing to perform the required work and issue our reports within ECERA’ s 
time frame 

Our firm is the best qualified because of our 1937 Act audit experience, our involvement in SACRS 
and CALAPRS, and our people. We are the current auditors of the following 1937 Act clients: 

1) Los Angeles County Employees’ Retirement Association 
2) San Bernardino County Employees’ Retirement Association 
3) Ventura County Employees’ Retirement Association 
4) Kern County Employees’ Retirement Association 
5) San Mateo County Employees’ Retirement Association 
6) Stanislaus County Employees’ Retirement Association 
7) Tulare County Employees’ Retirement Association 
8) Merced County Employees’ Retirement Association 
9) Mann County Employees’ Retirement Association 
10)San Diego County Employees’ Retirement Association 
11)Contra Costa County Employees’ Retirement Association 

Most of these clients continue to receive the GFOA Certificate of Achievement Award with Kern 
and Merced receiving their first award while our clients We will use our award experience to assist 
you in continuing to receive this award Brown Armstrong is a registered member of the Public 
Company Accounting Over-site Board (PCAOB) and a member of the SEC Practice Section of the 
American Institute of Certified Public Accountants. Membership requires that we undergo a peer 
review of our system of quality controls every three years. We have undergone several peer reviews, 
all of which resulted in "clean" or unqualified opinions. Mr. Paulden heads our participation as an 
associate member in SACRS and sponsoring member in CALAPRS Participation in these 
organizations allows us to remain current on all administrative, legal, and accounting issues 
impacting 1937 Act retirement systems Our personnel assigned to your engagement are experienced, 
professional, and take a "team" approach with client personnel in the conduct of the audit 

This proposal is a firm and irrevocable offer for 90 days following the submission of this proposal. 

Our technical proposal follows. This proposal will demonstrate to you that we are the most 
qualified firm to be your auditors. 

1 	
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SECTION 4. TECHNICAL PROPOSAL 

a General Requirements 

This technical proposal will demonstrate to you our qualifications, competence and capacity to 
perform a quality independent audit of FCERA in accordance with the requirements of your 
Request For Proposal. 

b. Independence 

Our Finn, its shareholders and employees are independent ofPCERA, as that term is defined by 
the U. S. General Accounting Office’s Government Auditing Standards issued by the Comptroller 
General of the United States. Our firm is not currently in litigation with FCERA, the County of 
Fresno or any other participating agencies or employee groups within the FCERA plan. 

c. Licensed to Practice in California 

Our Firm, the engagement partner, and all assigned key professional staff are properly licensed to 
practice public accounting in California and are in good standing with all licensing agencies. 

d. Bidder’s Qualifications and Experience 

Our Firm currently employs sixty people, twenty-two of which are professionals providing audit 
and accounting services to governmental entities. All services to you will be provided from our 
office located at 4200 Truxtun Avenue, Suite 300, Bakersfield, California 93309 (661-324-4971). 
All staff assigned to your engagement will be employed on a fill-time basis. The professional 
staff assigned to your engagement are: 

Name Position 
1. Andrew S. Paulden, CPA Engagement Partner 
2. Burton H. Armstrong, CPA Technical Review Partner 
3 Connie M Perez, CPA Engagement Manager 
4. Michael Olivares Engagement Senior 
5. Clint Baird Engagement Staff 
6. Cindy Preciado Engagement Staff 

We are not proposing as part of a joint venture or consortium. 

A copy of our most recent quality control review report is included in attachment A. No material 
issues were raised during this review. This review included a review of several governmental 
engagements. We have not been the subject of anyregulatory or other proceedings during the past 
three years. 

Brown Armstrong 	 2 	
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We have had no disciplinary actions taken against our Firm or its members nor are there any 
pending actions. 

e. Oualifications and Experienc ejf Individuals ssied to the Eiwagenieut 

Item d. above describes the name and position of the staff assigned to your engagement and the 
areas of the engagement assigned to such persons. Each person identified as a C.P.A. is properly 
licensed, and in good standing, to practice as a C.P.A. in California. 

Attachment B of this proposal contains a detail resume of each staff assigned to your engagement. 
The resumes provide a statement of qualifications of each team member, including their 
experience in the auditing ofpublic retirement systems, other large employee benefit plans, large 
systems applications, large governmental units, auditing in general, and any specialized expertise 
such individuals may have which is applicable to your engagement (i.e., pertaining to pension 
accounting and actuarial science, cash management, investments, etc.). Relevant continuing 
professional education is also included. 

Our firm policy is to maintain staffing continuity for all audits. In the unlikely event that a key 
team member(s) must be replaced, we will only do so with the prior written permission of 
FCERA. Any staffing replacements during the term of the engagement will be of equal or greater 
qualifications and experience of the staff that they replace. 
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L Similar Engagements with Other Public Retirement Systems 

Our Firm’s most significant similar engagements are: 

1. Merced County Employees’ Retirement Association 
Contact: Ms. Maria Arevalo, Administrator 
3199 M Street, Merced, CA 95348 
Phone: (209) 725-3636 
Fax: (209) 725-3637 
E-mail: mareva1o(co.merced.ca.us  

2 Mann County Employees’ Retirement Association 
Contact: Ms. Maggie Johnston, Administrator 
3501 Civic Center Dr., Room 408, San Rafael, CA 94903 
Phone: (415) 499-6147 
Fax: (415) 499-3612 
E-mail: nklein@co.marin.ca.us  

3. Tulare County Employees’ Retirement Association 
Contact: David Kehler, Administrator 
136 No. Akers, Visalia, CA 93291 
Phone: (559) 733-6576 
Fax: (559) 730-2631 
E-mail: dkeliler@co.tulare.ca.us  

4. San Mateo County Employees’ Retirement Association 
Contact: Gary Clifton, Administrator 
100 Marine Parkway, #125, Redwood Shores, CA 94065 
Phone: (650) 599-7231 
Fax: (650) 951-1488 
E-mail: gcliftonco.sanmateo.ca.us  

We are also the current auditors for Contra Costa County Employees’ Retirement Association, 
Stanislaus County Employees’ Retirement Association, Tulare County Employees’ Retirement 
Association, Mann County Employees’ Retirement Association, San Mateo County Employees; 
Retirement Association, San Diego County Employees’ Retirement Association, and Merced 
County Employees’ Retirement Association. 
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g. Liaison With Other Entities 

Our Firm will use the following entities to provide us with the access necessary to obtain 
prompt responses to inquiries arising from technical or procedural questions developed in the 
course of the engagement: 

1. California State Controller, Division of Audits. 
2. State Association of County Retirement Systems (Associate Member). 
3. California Association of Public Retirement Systems (Sponsoring Member). 
4. Cal Society of CPA’s, Governmental Accounting & Auditing Committee (Members). 
5. Government Finance Officers Association (Members). 
6. Other 1937 Act clients. 

h. Bidder Disclosure 

Our firm has not been the subject of any investigation, examination, complaint, disciplinary 
action or other proceeding commenced by any state or federal regulatory body or professional 
organization during the past three (3) years. 

Our firm or its members do not have any pending litigation or litigation that has taken place 
during the past three (3) years. 
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1 	Interim Audit Procedures 

Planning and Administration 

Partner (1) 
( 

20) 
Manager (1) 

( 
40) 

Senior 
(1) ( 

70) 
Staff (2) (120) 

I Specific Audit Approach 

This section sets forth our understanding of the audit engagement requirements, and a risk-based 

work plan, including an explanation of the methodology to be followed to perfomi the 
engagement. All parts of the audit will focus on ECERA’s strategic goals, core processes and 
business objectives. 

� Review and obtain copies of key work papers 
of prior year auditor. 

� Review and evaluate FCERA’s accounting and 
financial reporting. Prepare an overall memo of 
recommendations, potential issues, and suggestions 
for improvements. 

� Entrance Conference with Management to discuss 
audit approach, timing, assistance, and other issues. 

� Prepare audit programs, audit budget and staffing schedule 
� Provide information request and critical data schedules to 

FCERA management. 

Internal Control Structure Understanding and Testing 

Obtain and document understanding of the following key internal control 
systems through walk-throughs, interviews of staff, and review of 
supporting documentation: 

- Investing. 
- Benefits. 
- Participant Data. 
- Actuarial Information. 
- Government Code and other Laws and Regulations Compliance. 
- Data Processing. 
- Other key internal control systems, as necessary. 
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a 
Internal Control Structure Understanding and Testing (continued’) 

� Test and evaluate effectiveness of the internal control system. Random 
samples of transactions in key operating systems Non-statistical sampling 
Minimum sample size is forty. Samples selected will be reviewed for 
adequacy of support and approvals and degree of adherence to and 
compliance with FCERA policies 

� Provide FCERA’s management with a memo concerning management letter 
points and issues identified, if any. 

Laws and Regulations 

� Review and evaluate FCERA procedures for maintaining compliance with 
Government Code and County Employees Retirement Act of 1937 (CERL) 

� Test a sample of transactions and/or information to determine FCERAS 
compliance with applicable Government Code and CERL provisions. 

Other Audit Tasks 

� Review minutes of Board meetings and other key committees. 
� Coordinate with and assist FCERA staff in the preparation of all appropriate 

confirmation requests including: 
� Custodian. 
� Managers. 
� Active and retired participants. (Random, non-statistical 

sample. Minimum sample size is 60 for each classification). 
� Actuary. 
� Legal. 
� Others, as required. 

� Hold progress conference with FCERA staff. 
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2. Year and Audit Procedures 	 Partner 	(1) ( 30) 
Manager (1) ( 60) 
Senior 	(1),( 80) 

Field Work 	 Staff 	(2) (140) 
� Entrance conference with FCERA staff.  
� Receive and review draft financials 
� Reconcile custodian and manager confirmations to FCERA general ledger. 
� Review actuarial study and actuary confirmation for accuracy. 
� Review and perform additional procedures on active and retired participants 

confirmations, and evaluate adequacy of responses. 
� Perform analytical testing on revenues and expenditures and evaluate material 

variances. 
� Perform a search for unrecorded liabilities by reviewing disbursements subsequent 

to June 30, testing terms of contractual obligations, and interviewing staff. 
� Perform review of subsequent events through discussions with management 

and review of all minutes of the Board and key committees. 
� Provide proposed adjustments and financial statement revisions to FCERA. 
� Review final reports for adherence to GAAP. 
� Other procedures as necessary. 
� Hold exit conference with FCERA staff. 

Draft Reports 
� Issue drafts of all required reports. 
� Issue draft management letter. 
� Present and discuss above reports with FCERA management, 

Final Reports 
� Issue final reports. 
� Present all reports to Audit Committee. 

� Present all reports to the Board of Retirement 

Summary of Professional Audit Hours for the above mentioned audit tasks: 

Personnel Hours 

Partner 50 
Manager 100 
Senior 150 
Staff 260 

Total Hours 
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SECTION 5. DOLLAR COST BID 

In accordance with your request for proposal, our sealed dollar cost bid is included in a separate 
sealed envelope but is incorporated by this reference. 

SECTION 6. BACKGROUND AND REFERENCE CHECKS 

The clients listed in Section 4 item (f) may be used as references. 
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SECTION 7. ADDITIONAL DATA AND ATTACHMENTS 

a. Peer Review Report 

As part of our commitment to providing quality services to our clients, our Firm is a member of 
the SEC Practice Section of the American Institute of Certified Public Accountants. We have 
completed several Peer Reviews under the sections guidance, all of which resulted in unqualified 
reports. A copy of our most recent peer review report is included in attachment A of this 
proposal. 

b. Audit Team Resumes 

As discussed earlier in this proposal, detail resumes of each staff member are attached as 
Attachment B. The resumes identify each persons experience, specialized expertise, continuing 
professional education and membership in professional organizations relevant to the performance 
of your audit. We believe we are providing a well qualified audit team. 

c. GFOA Certificate of Achievement Award 

The majority of our 1937 Act clients continue to receive the GFOA award. We assisted KCERA 
in obtaining their first award. Mr. Paulden is a GFOA award reviewer. We will use this valuable 
experience to assist FCERA in continuing to receive this award. 

d. Recent GASE Pronouncements 

We are and have provided consulting to our existing clients on the following pronouncements: 
� GASB 40 (Deposit and investment risk disclosures) 
� GASB 43 (Financial reporting for post-employment benefit plans other than pension 

plans) 
� GASB 44 (Economic condition reporting: The Statistical Section) 

We will use this experience in assisting FCERA with the ongoing implementation of these 
standards. 

e. Other Governmental Experience 

We are proud of our governmental experience and the governmental entities we have as clients. 
Attachment D provides a summary of these clients. 
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!1U 
A. EXTERNAL QUALITY CONTROL REVIEW REPORT 

III 
WEAVER 

TID WELL To the Shareholders of 
BROWN ARMSTRONG PAULDEN McCOWN 

STARBUCK AND KEETER, A.C. 
CERTIFIED PuoLic and the SEC Practice Section Peer Review Committee 

AC COUNTANTS 

AND CONSULTANTS 

We have reviewed the system of quality control for the accounting and auditing practice 
of Brown Armstrong Paulden McCown Starbuck and Keeter, A.C. (the firm) in effect for 
the year ended October 31, 2002. A system of quality control encompasses the firms 
organizational structure and the policies adopted and procedures established to provide it 
with reasonable assurance of complying with professional standards. The elements of 
quality control are described in the Statements on Quality Control Standards issued by 
the American Institute of Certified Public Accountants (the AICPA). The design of the 
system, and compliance with it, are the responsibilities of the firm, In addition, the firm 
has agreed to comply with the membership requirements of the SEC Practice Section of 
the AICPA Division for CPA Firms (the Section). Our responsibility is to express an 
opinion on the design of the system, and the firms  compliance with that system and the 
Section’s membership requirements based on our review. 

Our review was conducted in accordance with standards established by the Peer Review 
Committee of the Section and included procedures to plan and perform the review that 
are summarized in the attached description of the peer review process. Our review 
would not necessarily disclose all weaknesses in the system of quality control or all 
instances of lack of compliance with it or with the membership requirements of the 
Section since it was based on selective tests. Because there are inherent limitations in 
the effectiveness of any system of quality control, departures from the system may occur 
and not be detected. Also, projection of any evaluation of a system of quality control to 
future periods is subject to the risk that the system of quality control may become 
inadequate because of changes in conditions, or that the degree of compliance with the 
policies or procedures may deteriorate. 

In our opinion, the system of quality control torthe accounting and auditing practice of 
Brown Armstrong Paulden McCown Starbuck and Keefer, A.C. in effect for the year 
ended October 31, 2002, has been designed to meet the requirements of the quality 
control standards for an accounting and auditing practice established by the AICPA, and 
was complied with during the year then ended to provide the firm with reasonable 
assurance of complying with professional standards. Also, in our opinion, the firm 
complied during that year with the membership requirements of the Section in all material 

	

77 	respects. 

As is customary in a peer review, we have issued a letter under this date that sets forth 
comments relating to certain policies and procedures or compliance with them The 
matters described in the letter were not considered to be of sufficient significance to 

	

FORT WORT.i 	
affect the opinion expressed in this report. 

ENAworIO 	LL CO 1t111144A, c&21!A’14z 	i. t9 
A 	NOrv,q,DL’.T USUORN o WEAVER AND TIDWELL, L.L.P. 

RONNAT 

Dallas, Texas 
January 17, 2003 
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B. RESUMES OF AUDIT TEAM MEMBERS 

Andrew J. Paulden, CPA 

Burton H. Armstrong, CPA 

Connie M Perez, CPA 

Michael C. Olivares 

Clint W. Baird 

Cindy Preciado 

Armstrong 
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Principal 
Brown Armstrong Paulden 
McCown Starbuck & Keeter Accountancy Corporation 

Professional Associations. 

California State University, Bakersfield, 2000 
Bachelor of Science in Accounting 

Retirement Systems: 
Los Angeles County Employees’ Retirement Association 
San Bernadine County Employees’ Retirement Association 
San Diego City Employees’ Retirement System 
San Diego County Employees Retirement Association 
Ventura County Employees’ Retirement Association 
San Mateo County Employees’ Retirement Association 
Tulare County Employees’ Retirement Association 
Merced County Employees’ Retirement Association 
Mann County Employees’ Retirement Association 
Contra Costa County Employees’ Retirement Association 

Pension Plans: 	- 
San Francisco Bay Area Rapid Transit Money Purchase Plan 
San Francisco Bay Area Rapid Transit Deferred Compensation Plan 
North Bakersfield Recreation & Park District Pension Plan 
Derrell’s Mini Storage, Inc. -401(k) Plan 
MBIA -40 1(k) Plan 
Home IV, Inc. - 401(k) Plan 
Western Drilling - 40 1 (Ic) Plan 

Special Districts: 
North Bakersfield Recreation & Park District 
San Joaquin Valley Air Pollution Control District 
Minter Field Airport District 
Shafter Recreation & Parks District 

University & Community College 
Foundation & Auxiliary Organizations: 
California State University Bakersfield Foundation 
California State University Bakersfield Student Union 
California State University Bakersfield Associated Students, Inc. 
California State University Bakersfield Childrens Center 
California Polytechnic San Luis Obispo Associated Students, Inc. 
California Polytechnic San Luis Obispo University Union 
California Polytechnic San Luis Obispo Childrens’ Center 
Porterville College Foundation 
Victory Valley Community College District 

California Society of Certified Public Accountants 
American Institute of Certified Public Accountants 

Academic Background: 

Summary ofExperience: Cities: 
City of Coalinga 
City of Madera 

School Districts: 
lnyo County Office of Education 
Madera Unified School District 
Greenfield Union School District 
Standard School District 
Bakersfield City School District 
Norris School District 
Richgrove Elementary School District 
Taft Union High School District 
Kern Community College District 
Yosemite Union High School District 

Non-Profit: 
Boy Scouts of America 
YMCA 
Greater Bakersfield Legal Assistance 

Health Care: 
Heritage Provider Network 

Financial Institutions: 
Mojave Desert Bank 
Mission Bank 
Finance & Thrift 

Commercial: 
San Joaquin Refining Co., Inc. 

Agriculture: 
A & P Growers, Inc. 

Continuing Education: The Future of Accounting & Auditing Standards, 2005 
Internal Control & Fraud Prevention, 2005 
Governmental Accounting & Auditing Update, 2003-2005 
Paperless Audit Solutions, 2004 
SEC Financial Reporting, 2004 
School District Conference, 2003 - 2004 
Practice Update for Financial Accounting & Auditing, 2004 
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Principal 
Brown Armstrong Paulden 
McCown Starbuck & Keeter Accountancy Corpor 

Academic Background: University of California, Berkeley, 1962, Political Science Major 
Cali feral a  State University, Northridge, 1967, Bachelor of Science Degree in Accounting 
Golden Gate University, Los Angeles Campus, 1989. Master of Science Degree in Taxation 

Summary of Experience: Retirement Systems: cities: 
Los Angeles County Employees’ Retirement Association City of Bakersfield 
San Bernardino County Employees’ Retirement Association City of Tehachapi 
Ventura County Employees!  Retirement Association City of Delano 
Kern County Employees!  Retirement Association City of Fresno 
San Mateo County Employees’ Retirement Association City of Santa Barbara 
Stanislaus County Employees!  Retirement Association 
Tulare County Employees Retirement Association Transit Districts: 
Mann County Employees’ Retirement Association Kern Council of Governments 
Merced County Employees’ Retirement Association - Fresno County Council of Governments 
Fresno City Employees’ Retirement System Omnitrans - San Bernardino, CA 
San Diego County Employees’ Retirement Association North San Diego County Transit District 
Los Angeles City Employees Retirement System 
Contra Costa County Employees’ Retirement Association 

Special Districts 
Port Hueneme Water Agency Non-Profit: 
North Bakersfield Recreation & Park District Gladiators Youth Basketball Organization 
Shafter Recreation & Park District National Petroleum Association 
Bear Mountain Recreation & Park District 
San Joaquin Valley Air Pollution Control District Financial Institutions: 
West Side Cemetery District San Joaquin Bank 
West Side Mosquito & Vector Control District Mojave Desert Bank 
Kern County Water Agency Sierra National Bank 
Belridge Water Storage District Mission Bank 
Mojave Public Utility District Finance & Thrift 
Minter Field Airport District 

Health Care: 
Pension Plans: Kern Medical Center 
San Francisco Bay Area Rapid Transit Money Purchase Plan Kern Health System 
San Francisco Bay Area Rapid Transit Deferred Compensation Plan Community Health Plan 
North Bakersfield Recreation & Park District Pension Plan Heritage Provider Network 
Med Mart - 401(k) Plan Tehachapi Valley Health Care District 
Derrell’s Mini Storage, Inc. - 401(k) Plan 
MBIA - 401(k) Plan Commercial Audits: 
Home IV, Inc. -401(k) Plan Blackwell Land Company, Inc. 
Western Drilling, Inc. - 401(k) Plan San Joaquin Refining Company, Inc. 
Buck Owen’s Production Co., Inc. - 401(k) Plan Makoil, Inc. 
Kern Schools Federal Credit Union Tr-Valley Oil & Gas Corporation 

Whittier Energy Corportation 
Counties: Lancaster Mortgage Services, Inc. 
County of Tulare Mt. Poso Co-Generation Company 
County of Kern 
County of Kings 

Professional Associations: I AmericanInstitute of Certified Public Accountants 
California Society of Certified Public Accountants 
Council of Petroleum Accountants Society, Past President, Bakersfield Chapter 
California Independent Producers Association, Board member 

,ntinuing Education: 	Governmental Accounting & Auditing Updates, 2003-2005 
Sarbanes Oxley Act, 2004-2005 
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Audit Manager 
Brown Armstrong Paulden 
McCown Starbuck & Keeter Accountancy Corpor 

Academic Background: 	 University of California, Santa Barbara, 2002 
Bachelors of Economics Concentration in Accounting 
Passed all sections of CPA Exam 2005 

Summary ofExpenence 	 Retirement Systems 	 Counties :  
Los Angeles County Employees’ Retirement Association County of Kern 
San Bernardino County Employees Retirement Association 
Ventura County Employees!  Retirement Association School Districts, 
Mann County Employees Retirement Association Norris School District 
San Diego County Employees Retirement Association Greenfield Union School District 
Los Angeles City Employees’ Retirement System Bakersfield City School District 
San Luis Obispo County Pension Trust 

Special Districts 
University & Community College Kern County Water Agency 
Foundation & Auxiliary Organizations: Belridge Water Storage District 
California State University Bakersfield Foundation 
California State University Bakersfield Student Union Financial institutions: 
California State University Bakersfield Associated Students, Inc. San Joaquin Bank 
California State University Bakersfield Childrens Center Mission Bank 
California Polytechnic San Luis Obispo Associated Students, Inc. Finance & Thrift 
California Polytechnic San Luis Obispo UniversityUnion 
California Polytechnic San Luis Obispo Children? Center 

Publicly Traded Companies 
Transit Districts: Whither Energy Corporation 
Santa Crux Transit District Tn Valley Oil & Gas, Inc 
North County Transit District 
Central Contra Costa Transit Authority 

Cities: 
City of Bakersfield 
City of Madera 
City of Hanford 
City of Santa Barbara 
City of Visalia 

Professional Associations: 

Continuing Education: 

Associate Member California Society of Certified Public Accountants 

SEC & Financial Reporting, 2004 -2005 
The Future of Accounting & Auditing, 2005 
Pre-Audit Planning, 2005 
Governmental Accounting & Auditing Update, 2004-200 5 
Paperless Audit Solutions, 2004 
Integrating Fraud in Audit Planning, 2004 
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Senior Accountant 
Brown Armstrong Paulden 
McCown Starbuck & Keeter Accountancy C 

Academic Background: 

Summary of Experience: 

California State University, Bakersfield, 2000 
Bachelor of Science Degree in Business Administration 
Concentration in Accounting 

Retirement Systems: Agriculture: 
Los Angeles County Employees’ Retirement Association A & P Growers 
San Bernardino County Employees’ Retirement Association 
Kern County Employees’ Retirement Association School Districts: 
San Mateo County Employees’RetirementAssocintion Bakersfield City School District 
Stamslaus County Employees Retirement Association Inyo County School District 
Tulare County Employees’ Retirement Association Arvin Unified School District 
Mann County Employees’ Retirement Association 
San Diego County Employess’ Retirement Association 
San Diego City Employees’ Retirement System Non-Profit: 

Boy Scouts of America 
University & Community College Greater Bakersfield Legal Assistance 
Foundation & Auxiliary Organizations: Bakersfield Museum of Art 
California State University Bakersfield Foundation Goodwill Industries of Southern California 
California State University Bakersfield Student Union Ebony Counseling Center 
California State University Bakersfield Associated Students, Inc. 
California State University Bakersfield Childrens’ Center 
College of the Sequoias Community College District Financial Institutions: 
College of the Sequoias Foundation San Joaquin Bank 

Mission Bank 
Cities Finance & Thrift 
City of Bakersfield 
City of Tulare 

Special Districts: Extractive Industries: 
San Joaquin Regional Transit District Makoil, Inc. 
Golden Empire Transit District Titan Energy, Inc. 
Santa Crux Metropolitan Transit District Royale Energy, Inc. 
Riverside Transit District Whittier Energy Corporation 
Kern Council of Governments 
Kern County Water Agency Commercial Entities: 
Belridge Water Storage District Pine Mountain Homeowners Association 
Kern County Children and Families - First  

Associate Member - American Institute of Certified Public Accountants 
Associate Member - California Society of Certified Public Accountants 

The Future of Accounting & Auditing, 2005 
Internal Control & Fraud Prevention, 2005 
Best Practices in Internal Control, 2005 
Practice Update for Accounting & Auditing, 2004-2005 
SEC & Financial Reporting, 2004 
Practice Update for Accounting & Auditing, 2004-2005 
Integrating Fraud, 2004 

Professional Affiliations: 

Continuing Education: 

Armstrong 
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Staff Accountant 
Brown Armstrong Paulden 
McCown Starbuck & Keeter Accountancy C 	’lion 

Sumniaiy ofExperience: 

Professional Associations: 

California State University, Bakersfield 
Bachelor of Science degree in Accounting 

Retirement Systems: 
Los Angeles County Employees’ Retirement Association 
San Mateo County Employees’ Retirement Association 
Merced County Employees Retirement Association 
Mann County Employees Retireiwnt Association 
Los Angeles thy Employees’ Retirement System 

School Districts: 
Arvin Union School District 
Delano Union School District 

University & Community allege 
Foundation & Auxiliary Organizations 
Victor Valley Community College District 
(11 Poly San Luis Obispo University Union 
Cal Poly San Lit Obispo Associated Students, Inc. 
Cal Poly San this Obispo Childrens’ Center 

Cities 
City of Visalia 

Associate Meirber, California Society of Certified Public Accountants 

aniusngEdauon: Future of Accounting & Auditing, 2005 
Internal Control & Fraud Prevention, 2005 
Bankitcy & TJnemplont Law Issues, 2005 
Spidell Tax Update, 2004 
Governmental Accounting & Auditing Update, 2004 
Go Audit Tax Features, Lacerte Tax Overview & Depreciation Solutions, 2003 
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) 

Academic Background: 
	

California State University, Bakersfield 
Bachelor of Science degree in Accounting 

Summary of Experience: 	Retirement Systems: 
Los Angeles County Employees  Retirement Association 
San Mateo County Employees’ Retirement Association 
Merced County Employees Retirement Association 
Mann County Employees’ Retirement Association 
Los Angeles City Employees’ Retirement System 

School Districts: 
Arvin Union School District 
Delano Union School District 

University & Community College 
Foundation & Auxiliary Oramzations 
Victor Valley Community College District 
Cal Poly San Luis Obispo University Union 
Cal Poly San Luis Obispo Associated Students, Inc. 
Cal Poly San Luis Obispo Childrens’ Center 

Cities: 
City of Visalia 

Professional Associations: 	Associate Member, California Society of Certified Public Accountants 

Continuing Education: 	Future of Accounting & Auditing. 2005 
Internal Control & Fraud Prevention, 2005 
Bankruptcy & Unemployment Law Issues, 2005 
Spidell Tax Update, 2004 
Governmental Accounting & Auditing Update, 2004 
Go Audit Tax Features, Lacerte Tax Overview & Depreciation Solutions, 2003 
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C. SUMMARY \R\ OF urci�:YI GOVERNMENT R\IFVF\L I:xpI:RIENCE 44. 	 f7 

$WLOE RETNT SYSTEMS 	WEIo 

Governmental Private City of Arvin 
Citbf Bakersfield 

Los Angeles County Employees’ Retirement Association 
Braeden Partners, LP dba Med City of Coalinga 

San Bernardino County Employees Retirement Association 
Mart Profit Sharing - 401(k) Plan City of Delano 

Ventura County Employees Retirement Association 
Denell’s Mini Storage Profit City of Fresno 

Kern County Employees’ Retirement Association 
aith 401 	Plan City of India 

San Mateo County Employees’ Retirement Association 
Profit City of Madera 

Contra Costa County Employees’ Retirement Association 
Shari 	401(k) Plan City of Ridgecrest 

Stamslaus County Employees Retirement Association 
Home IV Profit Sharing 401 (k City of Santa Barbara 

Tulare County  Employees’ Retirement Association / Plan City of Tehachapi 
Mann County  Employees’ Retirement Association 

Western Drilling Money Purchase City of Tulare 
Merced County Employees Retirement Association 

I’ 	�40 l) City of Visalia 
Fresno City Employees’ Retirement System 

Buck Owens Production, Inc. San Diego City Employees Retirement System 
Profit Sharing 401(k) San Diego County Employees’ Retirement Association 

Kern Schools Federal Credit Union 

Pension Plans Pension Plan  
San Francisco Bay Area Rapid Transit District Money Purchase Plan Chain Younger, Inc. Profit Sharing 

and Deferred Compensation Plan 401(k) Plan 

North Bakersfield Rec.& Park Dist. Pension Plan 
San Luis Obispo County Employees’ Pension Trust 

Transit Recreation & Park- isPqf. COUNTIES 	- 
Central Contra Costa Transit Authority North Bakersfield Recreation & Park District County of Kern 
Fresno Council of Government Shafter Recreation & Park District County of Monterey 
Kern Council of Government Bear Mountain Recreation & Park District County of Tulare 
Fresno Transit County of Kings 

r 	
.’. 

Oftr Góv 	ihents." 	.’- Santa Cruz Metropolitan Transit District 
San Joaquin Regional Transit District Kern County Water Agency 

McAllister Ranch Water District 
Behidge Water District 
Authority of California City’s Excess Liability 

,,:...... . 	. 

OrgaZ ...  

California State University Bakersfield Foundation Kern Community College District 
California State University Bakersfield Student Union San Luis Obispo Community College District 
California State University Bakersfield Associated Students, Inc. Victor Valley Community College District 
California State University Bakersfield Children’s Center 
California Polytechnic San Luis Obispo Associated Students, Inc. 
California Polytechnic San Luis Obispo Childrens’ Center 
California Polytechnic San this Obispo University Union 
Porterville College Foundation 

N) 
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SECTION 8. SIGNATURE SHEET 

INDIVIDUAL/COMPANY: 

Brown Armstrong Paulden McCown Starbuck & Keeter 
Accountancy Corporation 

ADDRESS: 

4200 Truxtun Ave. Suite 300, Bakersfield, CA 93309 

CONTACT PERSON: 

Andrew J. Paulden, CPA 	Principal 
(Name) 	 (Title) 

(661) 324-4971 	 apaulden@bacpas.com  
(Phone) 	 (E-mail) 

The undersigned hereby certifies that he/she is a duly authorized official of the organization and has 
the authority to sign on behalf of the organization and assures that all statements made in the 
proposal are true, agrees to furnish the item(s) and/or service(s) stipulated in this Request for 
Proposal at the price stated herein, and will comply with all terms and conditions set forth, unless 
otherwise stipulated. 

Andrew J. Paulden, CPA 	Principal 
(Name) 	 (Title) 

Business License No. 	06 00000092 (Bakersfield) 

Professional License No.COR 1171 
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6.62 	Custodian Bank 

Custodian banks are often referred to as global custodians if they hold 

assets for their clients in multiple jurisdictions around the world, using their 

own local branches or other local custodian banks in each market to hold 

accounts for their underlying clients. Assets held in such a manner are 

typically owned by pension funds. 

CRS 
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STATE STREET OVERVIEW 

As a leader in providing financial services to institutional investors with $22.6 trillion in assets under custody 

and administration, State Street offers institutional investors a complete and connected set of industry-

leading services. These services fall into three general categories: investment servicing, investment 

management, and investment research and trading. 

These capabilities are three engines in one company, working independently or together as required to meet 

our clients’ needs. 

Investment Servicing �We provide an array of customized investment solutions to asset managers, 

pension funds, hedge funds, insurance companies, collective funds, mutual funds and nonprofits. We offer 

fund accounting, fund administration, custody, securities lending, investment operations outsourcing, 

recordkeeping, performance and analytics, and transfer agency services that are highly scalable and truly 

global. With our expertise and local knowledge, we help our customers control costs, develop and launch 

competitive new investment products and expand globally.  

Investment Management �State Street Global Advisors, the world’s largest manager of institutional assets, 

provides disciplined, systematic investment strategies for customers of every size and investment objective. 

Our passive and active (including enhanced) strategies capitalize on technological and intellectual 

innovation. We also offer integrated solutions and trading services to customers who wish to outsource 

aspects of their investment programs. 

Investment Research and Trading - We provide specialized investment research and trading in foreign 

exchange, equities, fixed income, derivatives and money market products. Our goal is to enhance and 

preserve portfolio values for asset managers and asset owners with original flow-based research, innovative 



portfolio strategies, trade process optimization, and global connectivity across multiple asset classes and 

markets. 

l*1Ifl�TAga!AIVIA  

As pension funds seek optimal ways to manage assets across multiple domiciles and adopt increasingly 

complex investment types and structures, they require integrated, global solutions and increasingly 

sophisticated resources. State Street has more than $5.0 trillion in pension assets under custody and 

administration globally.’ This experience gives us unique insight into the needs of pension funds, along with 

a proven ability to deliver customized capabilities and expertise. 

Leading solutions backed by global expertise and scale 

Because of our strong relationships with pensionfurid sponsors, we are able to partner with policyrnakers 

and industry groups worldwide to facilitate the develoçiti{ent of pension systems and provide you with 

cutting-edge products and services. Amid significant change in the industry with the growth of defined 

contribution (DC) as the dominant retirement plan model globally, w can help FSnsion funds adapt to the 
changing environment and deploy best practice approaches. 

Our integrated global custody and accounting platform provides a strong t6urtdtion for servicing globally 
distributed pension assets, helping clients benefit from economies of scale and ,consolidated reporting. Our 
solutions are backed by leading technology, including advenced performance nd analytics tools that 

provide unparalleled insight intd,the performance of plan assets and enable funds to manage risk more 
dynamically than ever befor. 	 , 	 - 

Our comprehensive service offering also includes a raribe of valüØ-ÆddØd riicØs Cuóhà ecurities 
lending, transition management and collateral management, that help Ssset owners optimi–a their cost 

bases and maintain and enhance portfolio values. 

As a collaborative partner to pension funds, and a front-line articipant in the evolution of pension systems 

globally, we delive timely and tailored solutions - backed by a focus on service excellence and a 

commitment to continuous innovation. 

*As of March 31. 2011 

CUSTODY AND CASH OVERVIEW 

As one of the world’s top custodians with $226 trillion in assets under custody and administration worldwide 

as of March 31 2011 we have built our core custody services on thorough research and expertise in how 

market events :  participants, inherent risks, practices, regulations and operating issues impact the custody of 

your assets. In addition to safekeeping, our custody solutions offer you the comprehensive reporting tools 

that are a prerequisite in today’s markets. 

Global capabilities and seamless service delivery 

Through our global custody network spanning more than 100 markets worldwide we provide integrated, 

flexible solutions, including securities settlement, safekeeping, income and dividend collection and 

repatriation, corporate actions processing, proxy voting, tax reclamation, foreign exchange, cash 

management, and derivatives processing. 



Our custody and accounting capabilities are integrated into a single platform, providing a strong foundation 

for the multi-product solutions that asset owners and managers require. By bundling a number of services 

into a single State Street solution you benefit from consolidated reporting and economies of scale without 

the extra costs and administrative burden of managing several third-party providers. You also eliminate the 

risks of sharing information across multiple systems, as the entire solution can draw on one source of 

investment data. We will work closely with you to create a customized solution, delivering operational 

efficiencies and greater transparency to your business. 

Our position as a global financial services leader helps us develop effective working relationships with local 

market participants, including regulators, exchanges, central banks, depositories and sub custody providers 

Through the dynamic interchange of information between State Street and these participants, we are better 

equipped to deal with market issues and to mitigate custody risk and exposure for our clients, 

ACCOUNTING OVERVIEW 

Consolidating assets into a single-system environment, we provide clients with the specific information they 

need, when they need it. We leverage industry-leading technology, proven methodologies and a variety of 

custom-tailored service models to meet the investment accounting and reporting requirements across your 

portfolio, from the most basic assets to the most complex alternative investments. 

An industry leader 

Recognizing investors’ growing appetite for cross-border investing, we were the first investment service 

provider to develop multi currency accounting capabilities Today, our proprietary platform with its flexible 

rules based accounting methods operates in real time and enables us to support your investments in any 

market traded currency. This system which is fully integrated with our custody capability, accurately 

accounts for all investment vehicles in single manager funds fund of funds multi manager manager-of-

manager or multi jurisdictional pooling portfolios 

Our investment accounting capabilities allow for your optimal oversight and transparency. Our service 

offerings include maintenance of records and provision of investment reports that incorporate the value of 

your assets under custody and other information, so that you can quickly respond to new market, regulatory 

or client needs. You choose from monthly or quarterly reports that we customize to meet your information 

requirements. 

SECURITIES LENDING 

State Street Securities Finance lends securities and provides liquidity in more than 30 markets around the 

world We have been providing securities lending services since 1974 making us one of the most 

experienced lending agents serving the market today. We have put that experience to work to achieve 

favorable returns for our customers without compromising our conservative approach to risk. With an 

expansive global network, comprehensive financial strength and industry-leading technology, we are proud 

to be a market leader in securities lending. 

Securities Finance trading and customer service staff are located throughout North America, Europe, and 

the Asia Pacific region providing access to world markets 24 hours a day. We combine a global 

perspective with regional expertise and experience. Our customers are located all over the world and 

include pension funds, asset managers, mutual funds, insurance funds, endowments and foundations, and 



central banks. Securities Finance offers securities lending services for customers whether their assets are 

custodied at State Street or elsewhere; we are one of the world’s leading third-party lending providers. 

Securities Finance is actively involved in industry organizations and events as well as regulatory and market 

initiatives around the world 

As a full service securities lending provider, State Street’s Securities Finance department can facilitate 

multiple routes to market, including traditional agency based securities lending, auction lending, and 

exclusive lending arrangements. Our relationship management team will work with you to determine the 

appropriate solution within your investment guidelines and risk tolerance. 

State Street Securities Finance lends in the following markets 

Program Scale 

With approximately US$ 2.3 trillion in lendable assets and over $ 360 billion on loan (as of March 31, 2011), 

we offer a depth of inventory that allows us to develop efficiencies that other lenders have difficulty matching. 

Our vast inventory is attractive to borrowers. Borrowers are less likely to encounter loan recalls with our 

program, as we substitute approximately 97% of recalled securities with other shares in inventory. This can 

result in advantageous loan pncing increased operational transparency and more favorable returns for our 

customers We are proud to demonstrate utilization rates that are consistent with or above industry 

averages while maintaining one of the industry’s leading inventory bases 

RETIREE SERVICES 

State Street Retiree Services understands the importance and value which plan sponsors place on their 

retiree population, and we are committed to treating your retirees with courtesy and respect. For more than 

30 years we have been, and continue to be, dedicated to the retiree payment administration business and 



our experience in this area is unmatched. Our two fully operational administration sites and our investment 

in advanced technology also set us apart and demonstrate our commitment to this business. 

State Street pioneered the development of Retiree Services in the late 1970’s and is dedicated exclusively 

to the servicing of our customers and their participants. Today, we are the leading provider of retiree 

services among U.S. trustee banks, serving more than 750 clients and processing over 3.5 million monthly 

recurring payments. We provide benefit payment administration as a "stand alone" product, whereas "check 

writing" is often considered secondary at other institutions. We are able to be "solutions oriented" toward our 

clients, able to offer programming and processing recommendations based on past experience with similar 

custom requirements. 

Plan Sponsors are serviced by an experienced payment administration team comprised of a Unit 

Manager, First Line Manager, and Benefit Associate who acts as your daily contact. This organizational 

structure is designed to provide you with a dedicated contact and management support. The benefit 

associate assigned to your account handles all aspects of payment processing. The Retiree Services benefit 

associate places the emphasis on service. We will treat your requests with a sense of urgency and respond 

with a smile, while providing quality service. 

State Street is unique in offering two fully redundant operational sites Our expansion to Jacksonville FL 

complementing our original location and continuing operation in Quincy, MA provides business continuity 

and system disaster recovery for our clients. We have been providing payment administration services at 

our Jacksonville center since 1998. Most institutions have a disaster recovery site with no staff or reduced 

staff. Our fully operational redundant locations provide complete and uninterrupted disaster recovery 

services. 

State Street’s investment in advanced technology for benefit payment administration is evidenced by the 

financial commitment and growth of our business over the last several years Retiree Services actual 

expenditure for payment related system technology in the past five years totaled over $10 million dollars 

This investment was focused on various projects including the development of our enhanced plan sponsor 

web applications (PLUS Web, Custom Queries and Workspace) and our retiree web site (mypenpay.com ). 

A team of programmers specifically dedicated to Retiree Services maintains our benefit payment system 

and many of our system features and enhancements have been developed in response to the custom needs 

of our clients The Retiree Services Management Team controls the technology priorities. As stated above 

our experience in this area allows us to be proactive in understanding the needs of and offering solutions to 

our clients 

Retiree Services expects to commit an additional $8 -$10 million towards technology related expenditures 

over the next 3 -5 years. 

In summary, State Street’s experience and commitment to this business is evidenced in large part by our 

redundant sites and our investment in technology which set us apart from other providers. Combine this with 

a dedicated staff that will respond with a sense of urgency, caring, and respect towards your retirees and 

State Street is unmatched in providing defined benefit payment services. 



STATE STREET GLOBAL ADVISORS’ FAMILY OF SPDRfi ETFS 

SPDR ETFs are a comprehensive family spanning an array of international and domestic asset classes. 

Offered by State Street Global Advisors, SPDR ETFs provide investors with the flexibility to select 

investments that are precisely aligned to their investment strategy. Recognized as the industry pioneer, 

State Street created the first ETF in 1993 (SPDR S&P 5000 - ticker SPY). Since then, we’ve sustained our 

place as an industry innovator through the introduction of many ground-breaking products, including first-to-

market launches with gold, international real estate, international fixed income and sector ETFs. State Street 

currently manages 93 domestic and 27 international exchange traded funds with approximately $255 billion 

worldwide in our SPOR ETF fam ily.* 

Products offered through State Street Global Markets, LLC, member FINRA, SIPC. For further information, including 

prospectuses, visit spdrs.com  or www.spdrgoldshares.com . 

* As of December 31, 2010. This AUM includes the assets of the SPDR Gold Trust (approx. $58 billion as of December 31, 
2010), for which State Street Global Markets, LLC, an affiliate of State Street Global Advisors serves as the marketing 

agent. 

"SPDR" is a registered trademark of Standard & Poor’s Financial Services LLC (’S&P") and has been licensed for use by 

State Street Corporation, STANDARD & POOR’S, S&P, and S&P 500 are registered trademarks of Standard & Poor’s 

Financial Services LLC. No financial product offered by State Street Corporation or its affiliates is sponsored, endorsed, 

sold or promoted by S&P or its affiliates, and S&P and its affiliates make no representation, warranty or condition 

regarding the advisability of buying, selling or holding units/shares in such products. Further [imitations and important 

information that could affect investors’ rights are described in the prospectus for the applicable product. 

TRANSITION MANAGEMENT 

State Street began providing transition services to our clients in 1979, originally by the passive management 

team of State Street Global Advisors a division of State Street Bank and Trust Company. In 1992 State 

Street Bank and Trust Company formed a separate division to specifically focus on transition management 

The transition management business has grown from asset class specific manager Changes to a business 

that requires leading transition managers to reallocate entire plans in all public asset classes. This requires 

a transition manager to have the expertise to trade across a wide range of capitalizations and regions This 

encompasses different trading strategies and different liquidity pools for each transition We have the 

bandwidth to handle this with over 100 dedicated transition professionals deployed globally. This includes 

regionally located trading personnel dedicated solely to transacting transition management and exposure 

solutions flow, teams of transition analysts in sites throughout the globe, and a significant operations staff 

consisting of trade and settlement specialists along with a buy-side operations team to focus on servicing 

our on-going mandates. Recent acknowledgements of our services include: 

� 2010 Transition Manager of the Year - Global Pensions 

� 2010 Transition Manager of the Year - The Asset, Triple A Transaction Banking Awards 

� Asia Pacific Transition Manager of the Year 2009� Asia Asset Management 

� 	No. I ranking in the "Overall (Weighted)" category by the Global Investor 2010 Transition 
Management Survey 

There are a number of other firms who offer transition management from their custody, asset management, 

broker-dealer arms or simply as a project management consultant. These firms may indeed have strengths 

with specific variations or aspects of transition management. State Street has built a fully integrated 



business model from an operations, investment management and trading perspective. Successful transition 

management demands an integrated multi-disciplinary approach. State Street has specialists on our team 

in each of these disciplines who learn from each other and work together for our client’s best interests. 

State Street has invested significant resources to build up for our transition management offering, both with 

people and systems. That, coupled with our focus on performing transition management services under an 

articulated standard of care, and our client focused approach, has made our product a standard often to 

which others are measured. The economies of scale we have been able to achieve allows us to see many 

sides of the industry, experience a wide variety of transitions and allows clients to match off-setting activity 

with one-another to mutual benefit. 



Corporate Fact Sheet 
Facing the future with confidence 

State Street is a leading financial services provider serving some of the world’s most sophisticated 
institutions. We offer a flexible suite of services that spans the investment spectrum, including investment 
management, research and trading, and investment servicing. 

To succeed in today’s complex dynamic marketplace institutional investors need more than a service 
provider, They need a strategic collaborator. Our expertise - along with our unique combination of 
consistency and innovation - help clients manage uncertainty, act on growth opportunities, enhance client 
service and optimize cost structures Confidently.  

An industry leader 

State Streets singular focus on serving the needs of institutional investors is one of its key competitive 
differentiators. With US$22.6 trillion in assets under custody and administration, and US$2.1 trillion under 
management as of March 31, 2011, State Street is an industry leader and innovator - setting standards 
with new products and services, and expanding the depth and breadth of client relationships. Our 
longstanding reputation as a capable and experienced service provider consistently positions us at the top of 
industry rankings: 

� No. I Provider for Institutional Investors 
Global Custodian, 2010 Global Custody Survey 

� No 1 provider of US mutual fund custody and accounting services’ 

� No 1 servicer of alternative assets globally 2  

� Best online bank among FX trading systems (Currenex) 
Global Finance, 2011 Best Foreign Exchange Providers 

� No 1 servicer of private equity and real estate assets globally 2  

� No. 2 investment manager of US institutional tax-exempt assets’ 

� No, 2 servicer of hedge fund assets globally 2  

� Most Recognized ETF Brand 
exchangetradedfunds.com , 2010 Global ETF Awards 

1 2009 Mutual Fund Service Guide 

2 No 1 in alternative fund servicing: Aggregating State Street and MIFA data from the HFN.net  Q4 2009 
Hedge Fund Administrator Survey; ICFA Alternative Fund Administration Survey April/May 2009; No. I in 
private equity and real estate servicing: Aggregating State Street and MIFA data from ICFA Alternative 
Fund Administration Survey April/May 2009; No. I In real estate servicing: Aggregating State Street and 
MIFA data from ICFA Alternative Fund Administration Survey April/May 2009; No. 2 in hedge fund 
servicing: Aggregating State Street and MIFA data from the HFN.net  Q4 2009 Hedge Fund Administrator 
Survey. 

3 pensions & Investments, December 27, 2010 

A tradition of financial strength 

State Street’s history of strong, solid financial performance**  is supported by our leadership role in 
developing the industry’s leading products and services for global investors 

� Operating-basis earnings per share growth of 11.6 % compounded annually over the 10 years of 1999-
2009** 

� Operating-basis return on shareholders’ equity of 15.6%**  in 2009 

� Total assets under custody grew from $6.0 trillion in 1999 to $13.7 trillion in 2009 

� Total assets under management grew from $667 billion in 1999 to $1.9 trillion in 2009 

A global footprint 

With 29,000 talented and dedicated employees all over the world*,  State Street offers a global perspective 
backed by local industry expertise. We maintain operations in 26 countries covering all major investment 



centers. Our network spans more than 100 geographic markets, facifitating our clients’ investment strategies 
wherever they see opportunity. 

By leveraging the strength of a global network and an integrated technology infrastructure, we provide our 
clients with a worldwide platform for growth, creating custom-tailored solutions that can support even the 
most complicated investment strategy in virtually any market 

A focus on relationships 

At Stale Street, we understand that each investor’s needs are unique. We work closely with our clients to 
identify key challenges and opportunities - building long-term relationships establishing effective growth 
strategies and providing the right mix of products and services to support their changing goals 

No matter where our clients choose to invest - or how complex their needs�we are committed to 
providing global investors with the flexibility and integrated products and Services that help them succeed. 

*As of March 31, 2011 
"Operating-basis results as defined in State Streets SEC filings 

Industry Leadership 

� Listed on both the World and North America Dow Jones Sustainability Indexes (DJSI) for the fourth 
consecutive year 

� 	One of the world’s largest institutional asset managers with $2.1 trillion in assets under management 

� Strong securities lending program with more than $2,2 trillion in lendable assets 

� 	$14 trillion of volume traded in 2010 

Financial Performance 

� 	$21.5 trillion in assets under custody and administration 

� $2.0 trillion in assets under management 

� $2261 billion in total revenue reported as of December 31, 2010 

� 36 percent of State Street’s revenue is derived from non-US sources 

� 75 percent of new revenue is derived from expanding relationships from existing clients 

Company Highlights 

o Founded in 1792 

� Ticker Symbol SIT 

� 29,000 employees 

� Offices in 26 countries serving more than 100 markets 

� Our 25 largest clients use an average of 16.2 of our products while our top 100 clients use and average 
of 13,7 State Street products 

Overview 
State Street offers comprehensive, customized solutions for asset managers and owners all over the world. 
These services span the investment process, including investment research, trading services, investment 
management and investment servicing. 



Investment Servicing 

Our investment servicing business, State Street Global Services, provides asset owners and managers with 
a wide range of support, from core custody, accounting, fund administration and shareholder recordkeeping 
to complete investment operations outsourcing solutions and servicing for complex alternative assets like 
OTC derivatives, private equity and real estate. We also deliver innovative performance measurement and 
analytics tools, giving our clients the information they need to make better-informed decisions. 
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Custody Services 	 Overview 

Background 

This booklet addresses the fundamentals of securities custody and related 
services, and provides guidance for examining those activities in national 
banks. One of a series of specialized asset management booklets in the 
Comptroller’s Handbook, the booklet supplements the overall guidance in 
the "Asset Management Supervision booklet as well as the "Large Bank 
Supervision" and "Community Bank Fiduciary Activities" booklets. For 
additional guidance on general asset management operations and controls, 
please refer to the Comptroller’s Handbook for Asset Management. Please 
refer to this booklet’s glossary for definitions of terms used in this handbook. 

The Custody Services Industry 

The ability to gather assets, effectively employ technology, and efficiently 
process huge volumes of transactions is essential in the custody business 
today. With the growth of the investment industry during the past two 
decades, particularly in the mutual fund arena, the level of assets under 
custody has increased significantly. Competition for custody of those assets 
has been fierce, causing profit margins to shrink. At the same time, the 
industry has focused on using technology to improve efficiency. As a result, a 
handful of large banks now dominate the custody services industry. 

Services Provided by a Custodian 

Services provided by a bank custodian are typically the settlement, 
safekeeping, and reporting of customers’ marketable securities and cash. A 
custody relationship is contractual, and services performed for a customer 
may vary. Banks provide custody services to a variety of customers, 
including mutual funds and investment managers, retirement plans, bank 
fiduciary and agency accounts, bank marketable securities accounts, 

-- insurance  companies, corporations, endowments and foundations, and 
private banking clients. Banks that are not major custodians may provide 
custody services for their customers through an arrangement with a large 
custodian bank. 
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Core Custody Services 
A custodian providing core domestic custody services typically settles trades, 
invests cash balances as directed, collects income, processes corporate 
actions, prices securities positions, and provides recordkeeping and reporting 
services. 

Global Custody Services 
A global custodian provides custody services for cross-border securities 
transactions. In addition to providing core custody services in a number of 
foreign markets, a global custodian typically provides services such as 
executing foreign exchange transactions and processing tax reclaims. A 
global custodian typically has a sub-custodian, or agent bank, in each local 
market to help provide custody services in the foreign country. The volume 
of global assets under custody has grown rapidly in recent years as investors 
have looked to foreign countries for additional investment opportunities. 

Securities Lending and Other Value-Added Services 
A bank may offer securities lending to its custody customers. Securities 
lending can allow a customer to make additional income on its custody assets 
by loaning its securities to approved borrowers on a short-term basis. In 
addition, a custodian may contract to provide its customers with other value-
added services such as performance measurement, risk measurement, and 
compliance monitoring. 

Risks Associated with Custody Services 

For purposes of the OCC’s discussion of risk, the 0CC assesses banking risk 
relative to its impact on capital and earnings. From a supervisory perspective, 
risk is the potential that events, expected or unexpected, may have an adverse 
impact on a bank’s capital or earnings. The 0CC has defined nine categories 
of risk for bank supervision purposes: credit, interest rate, liquidity, price, 
foreign currency translation, transaction, compliance, strategic, and 
reputation. These categories are not mutually exclusive; any product or 
service may expose a bank to multiple risks. For analysis and discussion, 
however, the 0CC identifies and assesses the risks separately. The primary 
risks associated with custody services are: transaction, compliance, credit, 
strategic, and reputation. These risks are discussed more fully in the 
following paragraphs. 
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Transaction Risk 

Transaction risk is the current and prospective risk to earnings or capital from 
fraud, error, and the inability to deliver products or services, maintain a 
competitive position, and manage information. Risk is inherent in efforts to 
gain strategic advantage, and in the failure to keep pace with changes in the 
financial services marketplace. Transaction risk is evident in each product 
and service offered. Transaction risk encompasses product development and 
delivery, transaction processing, systems development, computing systems, 
the complexity of products and services, and the internal control 
environment. 

Transaction risk is also referred to as operational risk. This risk is inherently 
high in custody services because of the high volume of transactions processed 
daily. Experience in the custody field has shown that errors in corporate 
action, settlement, foreign exchange (EX), and operating (suspense) account 
processing are common causes of losses attributable to custody activities. 
These losses, individually and in the aggregate, may be material. Effective 
risk identification and control can greatly mitigate these errors. 

Effective policies and procedures, a strong control environment, and efficient 
use of technology are essential risk management tools. Meaningful reporting, 
based on accurate and reliable data, is needed to provide management with 
monitoring tools. The risks may be magnified in a global custody operation 
where transactions occur around the clock in a variety of different markets. A 
global custodian must consider a variety of additional factors including 
differing market rules and conventions, the degree of automation in the 
foreign market, different types of securities, capital or currency restrictions, 
and the availability and communication of timely and accurate information. 

Compliance Risk 

Compliance risk is the current and prospective risk to earnings or capital 
arising from violations of, or nonconformance with, laws, rules, regulations, 
prescribed practices, internal policies and procedures, or ethical standards. 
Compliance risk also arises in situations where the laws or rules governing 
certain bank products or activities of a bank’s clients may be ambiguous or 
untested. Compliance risk exposes the institution to fines, civil money 
penalties, payment of damages, and the voiding of contracts. Compliance 
risk can also lead to a diminished reputation, reduced franchise value, limited 
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business opportunities, reduced expansion potential, and an inability to 
enforce contracts. 

Custody services are contractual in nature, and a bank must ensure 
compliance with the provisions of all applicable agreements. A strong 
compliance program should include monitoring the variety of laws and 
regulations that may affect a custodian’s business and reporting any material 
changes to the customer. Global custodians in particular must be aware of 
the regulatory environments in which they operate. Compliance risk may be 
heightened in foreign markets because different markets have different rules 
and regulations. These differences make supervision challenging. 

Credit Risk 

Credit risk is the current and prospective risk to earnings or capital arising 
from an obligor’s failure to meet the terms of any contract with the bank or 
otherwise to perform as agreed. Credit risk is found in all activities that 
depend on counterparty, issuer, or borrower performance. It arises any time 
funds are extended, committed, invested, or otherwise exposed through 
actual or implied contractual agreements, whether reflected on or off the 
balance sheet. 

The U.S. market settlement practice of delivery versus payment (DVP) 
virtually eliminates counterparty credit risk in the settlement process. 
However, a custodian may be exposed to credit risk if it advances funds to 
settle trades for a customer. In addition, securities lending activities may 
expose a bank to counterparty credit risk. For further information on credit 
risk please refer to the Comptroller’s Handbook 

Global custodians may be exposed to credit risk from several sources. First, if 
a sub-custodian fails, the custodian may have difficulty obtaining its 
customers’ securities. Second, not all markets settle transactions DVP, so 
there is risk if the custodian delivers securities without receiving payment or 
pays without receiving securities. Third, in some markets a custodian may 
offer contractual settlement. In this case, a custodian makes the entries to its 
customer’s account on the contractual settlement date even if the custodian 
hasn’t actually received the cash or securities needed to settle the trade. 
Here, the credit risk is with the global custodian’s customer. Contract 
provisions should provide for reversal of the transaction if the trade fails or a 
specified amount of time passes. 
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Strategic Risk 

Strategic risk is the current and prospective risk to earnings or capital arising 
from adverse business decisions, improper implementation of decisions, or 
lack of responsiveness to industry changes. This risk depends on the 
compatibility of an organization’s strategic goals, the business strategies 
developed to achieve those goals, the resources deployed toward these goats, 
and the quality of implementation. The resources needed to carry out 
business strategies are both tangible and intangible. They include 
communication channels, operating systems, delivery networks, and 
managerial capacities and capabilities. The organization’s internal 
characteristics must be evaluated against the impact of economic, 
technological, competitive, regulatory, and other environmental changes. 

A bank’s decision to participate in the custody business, and its ability to be 
competitive if it does, is a source of strategic risk to the bank. The industry 
has seen increased competition in recent years, which has reduced margins 
and forced industry consolidation. To compete, a custodian must be able to 
achieve a size that creates an economy of scale, and continually invest in 
systems and technology. 

Reputation Risk 

Reputation risk is the current and prospØdtive impact on earnings and capital 
arising from negative public opinion. This affects the institution’s ability to 
establish new relationships or services or to continue servicing existing 
relationships. This risk may expose the institution to litigation, financial loss, 
or a decline in its customer base. Reputation risk exposure is present 
throughout the organization and includes the responsibility to exercise an 
abundance of caution in dealing with its customers and community. 

The importance of a custodian’s reputation cannot be overstated. The ability 
of the bank to deliver services as promised is critical to maintaining its 
reputation. The transaction-oriented custody services business makes a 

"bank’s failure to perform a contracted service highly visible to its customer. 
Virtually any problem that the bank encounters in its custody business line 
can affect its reputation if it is made public. 

A bank’s custody customers may also be exposed to interest rate, liquidity, 
price, credit, and foreign currency translation risk through the assets they hold 
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in their custody accounts. Although any related losses are not direct risks to 
the bank providing custody services, some customers may hold the bank at 
fault for them. The possibility that these customers will make their claims or 
allegations public presents some reputation risk. 

Risk Management 

Examiners should determine whether a bank has adequate systems in place to 
identify, measure, monitor, and control risks in the custody services area. 
Such systems include policies, procedures, internal controls, and 
management information systems governing custody services. 

Effective internal control is essential to a bank’s management of the risks 
found in custody services. A properly designed and consistently enforced 
system of internal controls will help management safeguard assets under 
custody, produce reliable financial reports, and comply with laws and 
regulations. For additional discussion of the internal control environment 
refer to the "Internal Control" booklet of the Comptroller’s Handbook. 

Operational Controls 

The importance of operational controls in the custody services area cannot be 
overemphasized. Custody is a volume-driven, transaction-processing 
business, and much of the risk associated with it is operational in nature. For 
this reason, strong operational controls are essential to effectively manage 
transaction risk. 

Separation of Duties 
Control can best be achieved through a division of duties A bank first 
segregates administrative and operational functions, and then it segregates 
duties (both physical and logical access) within the operating system itself. Ii 
is the responsibility of management to assess the control environment and 
ensure that an appropriate system of internal control, including separation of 
duties, is in place. 

Dual Control 
Assets under custody should be properly controlled and safeguarded at all 
times. Dual control procedures should ensure that one person, acting alone, 
does not have the ability to complete all phases of a transaction, or move 
custody assets. Procedures should require dual control in processing of all 
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custody assets, including securities, cash, income payments, and corporate 
actions. 

Accounting Controls 
Independent control processes should ensure the accuracy of a custodian’s 
records and accounting systems. Accounting controls are used to monitor 
and measure transactional work flows and their accuracy. Accounting 
controls include blotters, reconcilementof cash and asset movements, and 
suspense accounts. 

Account Acceptance and Monitoring 

The account acceptance process is the first step in risk management. The 
risks associated with an individual account should be addressed prior to 
acceptance. A custodian’s acceptance process should provide an adequate 
review of the customer’s needs and wants. During the acceptance process, 
the custodian should also assess whether its duties are within its capabilities, 
are lawful, and can be performed profitably. 

Procedures 
A properly documented account acceptance process will provide sufficient 
information for the bank to make an informed decision. Risk-based 
procedures should provide sales personnel with "front-end guidance related 
to the review and acceptance of new accounts, and should include a bank’s 
requirements related to customer due diligence and required documentation. 

Assessment of New Business 
The due diligence process should ensure that the services the customer wants 
the custodian to perform are legal (in the relevant jurisdictions) and within the 
custodian’s capabilities. The account acceptance process should include an 
assessment of the proposed relationship including a review of the products 
and services needed by the customer, likely transactions (type and volume), 
and customer information necessary to facilitate custody transactions (such as 
tax information related to foreign tax relief). The due diligence process 
should include a review for compliance with anti-money laundering rules. 
Please refer to the "Bank Secrecy Act/Anti-Money Laundering" booklet of the 
Comptroller’s Handbook for further information. 

When accepting new business the bank should consider the operational 
needs of the account. The bank should consult all applicable departments 
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(including legal, accounting, operations, credit, and compliance) to determine 
whether it has the capacity to serve the customer without incurring 
unreasonable costs. 

Agreements 
Custody relationships are contractual in nature and are essentially directed 
agencies. The customer is the principal, and the custodian is the agent. The 
custody agreement is important as a risk management tool. The agreement 
should clearly establish the custodian’s duties and responsibilities. Custody 
agreements should be standardized when possible, and any deviations from 
the standardized agreement should be reviewed prior to acceptance. 

Management Information Systems 

A management information system (MIS) is a system or process that provides 
the information necessary to manage an organization effectively. MIS and the 
information it generates are generally considered essential to internal control. 
A primary objective of custody services MIS is the management of transaction 
risk. Sound MIS produces information that is accurate, timely, consistent, 
complete, and relevant. It allows a bank to measure operational performance 
to designated benchmarks. While a custodian’s MIS enables a bank to 
determine whether its operations are profitable, it should also inform 
management about other essential matters, such as whether internal controls 
are working. Refer to the "Management Information System" booklet of the 
Comptroller’s Handbook for additional information. 

Contingency Plan 
A contingency plan is an extension of a bank’s system of internal control and 
physical security. The plans should include provisions for continuance of 
operation, and recovery when threats may damage or disrupt the institution’s 
data processing support. A bank that relies on an outside servicer for the bulk 
of its data processing should take steps to determine whether the contingency 
plans of the servicer are adequate and whether its own plans complement 
those of the servicer. 

Comprehensive contingency planning policies and procedures for all 
business lines are a responsibility of the board of directors and senior 
management of a national bank. The board is responsible for reviewing and 
approving the institution’s contingency plans annually and documenting the 
reviews in its minutes. 
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Board and Management Supervision 

National bank directors are expected to perform general supervision over a 
bank’s activities. Directors may assign the administration of custody activities 
to such officers, directors, employees, or committees as they may designate. 
However, directors retain the overall responsibility for supervision. Any 
workable system or organization of a custody operation may be acceptable as 
long as the directors are fully aware of and are fulfilling their responsibilities. 

Staffing 

Capable management and appropriate staffing are essential to effective risk 
management. Experienced staff, adequate training, and the ability to manage 
turnover play a major role in a bank’s ability to offer high quality and 
consistent performance in custody services. A bank must carefully compare 
its custody staffing levels with the volume of business and the complexity of 
the services offered. If staffing is not adequate to handle the volume of 
business, transactions may be poorly executed, customer service may be 
inadequate, and the bank may lose both dollars and customers. 

Compliance 

The board and management are responsible for ensuring that a bank’s 
custody activities comply with applicable laws and regulations. All applicable 
laws and regulations relevant to the custody business should be identified 
and communicated to the appropriate personnel. The custodian should have 
a system in place to monitor for compliance with applicable laws and 
regulations. 

Some of the compliance issues that may arise for custodians are compliance 
with local law, recordkeeping and confirmation requirements, shareholder 
communication, mutual fund custody, retirement plan assets, fiduciary 
activities, anti-money laundering, securities lending, and free-riding. 

Local Law 
Custodians, particularly global custodians, may be affected by a variety of 
laws and regulations. In addition to U.S. federal laws and regulations, the 
custodian may be subject to state laws, and laws of foreign countries in which 
they offer services. In foreign countries, the global custodian will typically 
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rely on its sub-custodian to understand and comply with local laws and 
regulations. Local laws may address such issues as: 

� Fiduciary capacity. A custodian may be considered to be a fiduciary 
under law in some jurisdictions. 
Unclaimed property. Most states have an unclaimed property law. These 
provisions may require a custodian to escheat unclaimed property to the 
state. ERISA preempts state unclaimed property laws for retirement plan 
assets. Globally, unclaimed property laws vary widely. 

� Taxation. Countries’ tax policies on investment income and capital gains 
differ. The United States may have tax treaties with other countries that 
provide tax relief. 
Money laundering or suspicious activity. To prevent money laundering 
and other illegal activities, a wide range of laws and regulations exist that 
may require banks to identify customers and report suspicious activities. 

� Reporting and recordkeeping. A custodian may be subject to regulatory 
reporting and recordkeeping requirements in the countries in which it 
offers services. 

Global custodians operate in multiple regulatory environments They must 
have an effective process in place to identify regulatory and market changes 
and ensure continued compliance. 

Securities Transactions 
12 CFR 12 establishes minimum recordkeeping and confirmation 
requirements for securities transactions handled by national banks. The 
regulation also requires that banks establish policies and procedures covering 
supervision of securities transactions and reporting of personal transactions. 

Shareholder Communications 
The Shareholder Communications Act and implementing SEC regulations 
address banks’ proxy processing. The objective of these rules is to ensure 
that beneficial owners of securities are provided proxy material and other 
corporate communications in a timely manner. 

Mutual Funds 
The Investment Company Act of 1940 and 17 CFR 240.17f address the 
custody of investment company (mutual fund) assets. In 2000, the SEC 
revised rule 1 7f-5, which addresses custody of fund assets outside the United 
States, and added a rule 1 7f-7 to address custody of fund assets with foreign 
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securities depositories. For the complete text of the final rule, refer to 
appendix C. 

Retirement Plan Assets 
A bank providing custody for retirement plan assets may have additional 
duties under the Employee Retirement Income Security Act (ERISA). What 
follows are examples of ERISA’s implications in the custody services area: 

The Department of Labor (DOL) approved a class exemption relating to 
foreign exchange transactions of employee benefit plans. Prohibited 
Transaction Exemption (PTE) 98-54 is a class exemption that permits 
certain foreign exchange transactions between employee benefit plans and 
certain banks and broker-dealers that are parties in interest with respect to 
such plans, pursuant to standing instructions from an independent 
fiduciary of the plan. 
In Harris Trust v. Salomon Smith Barney, 530 U.S. 238 (2000), the 
Supreme Court held that section 502(a)(3) authorizes a "participant, 
beneficiary, or fiduciary" of a plan to bring a civil action against a 
nonfiduciary "party in interest" to redress violations of ERISA. Refer to the 
Supreme Court decision for further information, 
The DOL also issued class exemptions relating to securities lending in 
ERISA accounts. See "Securities Lending" below. 

Laws or regulations of other countries may also apply to the custodian or the 
sub-custodian when pension assets of another country are held in custody. 

Fiduciary Activities 
Custody is generally not considered a fiduciary capacity under 12 CFR 9. 
However, a custodian may perform functions that are fiduciary in nature. For 
example, a custodian exercising discretion in managing a securities lending 
cash collateral pool would be acting in a fiduciary capacity and must comply 
with the relevant provisions of 12 CFR 9. 

Anti-Money Laundering Recordkeeping and Reporting 
31 CFR 103 addresses bank recordkeeping and reporting requirements for 
certain financial transactions. Records are required to be maintained for 
many transaction types including wire transfers, deposit account activity, and 
certain extensions of credit. Reporting requirements include suspicious 
activities, currency transactions, and reports of foreign financial accounts. In 
addition, 12 CFR 21 requires that banks establish a program for monitoring 
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Bank Secrecy Act compliance. For additional information on Bank Secrecy 
Act and anti-money laundering compliance issues, refer to the "Bank Secrecy 
Act/Anti-Money Laundering" booklet of the Comptroller’s Handbook. 

Securities Lending 
Securities lending activities of national banks are subject to the requirements 
of Banking Circular 196, "Securities Lending." This issuance establishes 
guidelines for securities lending programs, as endorsed by the FFIEC. 
Securities lending activities of national banks are addressed in the "Securities 
Lending" section of this booklet. 

The Department of Labor approved a class exemption relating to securities 
lending transactions by employee benefit plans. Prohibited Transaction 
Exemption (PTE) 81-6 and 82-63 establish specific conditions, which if 
followed, create a class exemption that permits employee benefit plans to 
lend securities to banks and broker-dealers that are parties in interest with 
respect to such plans. 

Free-Riding in Custody Accounts 
Free-riding, also known as day-trading, is the practice of buying and selling 
securities, usually on the same day, with the intention of paying for the 
purchase from the proceeds of the sale. The person doing the trading sets up 
a custody account at a bank and advises the broker that payments for trades 
will be made through the custody account. The free-rider generally has little 
or no money at risk. If the money is not in the account when the securities 
are delivered in a DVP transaction, the bank that completes the transaction 
creates a temporary overdraft and an extension of credit that is subject to the 
margin requirements in Regulation U (12 CFR 221). Free-riding schemes 
frequently involve initial public offerings. 

Banking Circular 275, "Free Riding in Custody Accounts," alerts national 
banks to potential free-riding problems and risks. Banks that permit free-
riding risk violation of Regulation U, or aiding and abetting violations of 
Regulation X (12 CFR 224) or Regulation T (12 CFR 220), as well as assuming 

- , the risk that the funds advanced to settle a transaction may not be recoverable 
from the customer. Banks should ensure that procedures for accepting new 
accounts include an inquiry into transactions identified in Banking Circular 
275. Credit lines should be considered for any account that engages in this 
activity. 
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Global Sub-Custodian Network 

A global custodian’s network of agent banks in the local markets is crucial to 
its ability to provide efficient securities settlement and asset servicing to its 
customers. These agent banks are known as sub-custodians. The global 
custodian relies on its sub-custodian network to provide it with valuable 
information on the local markets, including the securities settlement systems, 
market conventions, and the regulatory environment. 

Due Diligence - Markets 

Before a global custodian selects a sub-custodian for a particular country, the 
global custodian must decide whether it should offer custody services in that 
market. There are a wide variety of foreign markets ranging from the mature 
markets of Western Europe to the emerging markets of Eastern Europe and 
Africa. Realistically, the decision to enter a market is driven by the 
customer’s desire to invest there; nevertheless, the global custodian should 
conduct a due diligence review prior to entry. 

Factors that should be considered include: 

Country risk, including the political, social, and economic environment; 
Banking and securities markets, including the regulatory environment and 
quality of supervision, existence of insider trading/fraud rules and 
bankruptcy laws, and the enforceability of laws and regulations; 
The settlement environment, including the degree of automation, the 
central securities depository (CSD), payment systems, and the typical 
settlement period; 
Restrictions on foreign investment, including registration of foreign shares, 
ability to repatriate capital, exit taxes, and currency controls; 
Investability of the market, including liquidity and depth; 
Availability and integrity of financial information; and 
Ability to offer custody services profitably. 

Due Diligence - Sub-Custodian banks 

Once the decision is made to enter a market, the global custodian must select 
a sub-custodian. The sub-custodian may be a local branch or an affiliate of 
the global custodian, but more often it is a local bank. A bank or banking 
group may act as a "regional" custodian, providing local custody services in 
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several countries within a geographical region (e.g., Eastern Europe). The 
board and management should ensure that an effective sub-custodian 
selection process is in place. Factors that should be considered include: 

A review of the institution’s financial strength and insurance coverage; 
Position in the market and local market knowledge; 
Internal control environment, including policies and procedures, systems 
and controls in place to ensure accuracy of records, and the ability to keep 
assets safe; 
The likelihood of U.S. jurisdiction over and enforcement of judgments 
against a foreign sub-custodian; 
The degree of automation, and plans for future systems development; 
Quality and experience of personnel; and 
If assets held by the sub-custodian will include assets of a U.S. mutual 
fund, whether the sub-custodian meets the requirements of SEC Rule 1 7f. 

When a sub-custodian has been selected, the parties should enter into a 
contract that sets out the duties and responsibilities of both parties. In 
addition, global custodians should continually monitor its sub-custodians. At 
a minimum, the sub-custodian’s financial condition, performance, and 
internal controls should be monitored to ensure that it continues to meet the 
global custodian’s requirements. 

Safekeeping and Settlement 

The custody business developed from safekeeping and settlement services 
provided to customers for a fee. Banks originally provided only basic 
safekeeping services for their customers. Although banks routinely settled 
trades and processed income for their own investments, their customers had 
to clip their own coupons, collect dividends, and take their securities out of 
safekeeping to settle trades or for bond maturities. Realizing that their 
expertise in securities processing and their image as a safe repository would 
be valuable to their customers, banks began to promote their securities 
processing ability. 

The custody industry has grown to global proportions, but has maintained a 
low profile. Custodians have been instrumental in consolidating holdings 
and providing expertise for a wide variety of assets held by its customers. 
Global custodians control trillions of dollars in assets in offices around the 
world. 
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Safekeeping of Custody Assets 

A custodial bank is responsible for maintaining the safety of custody assets 
held in physical form at one of the custodian’s premises, a sub-custodian 
facility, or an outside depository. A custodian’s accounting records and 
internal controls should ensure that assets of each custody account are kept 
separate from the assets of the custodian and maintained under joint control. 
National banks may hold assets off-premises if they maintain adequate 
safeguards and controls and if such care is consistent with applicable law. 

On-Premises Custody 
The G-30 marketplace settlement goal of T+ 1 will make it virtually 
impossible for bank custodians to hold marketable securities in physical form. 
A custodian will not be able to remove a certificate from a vault and ensure 
delivery to the broker in time for settlement. However, non-depository-
eligible securities and miscellaneous assets (e.g., jewelry, art, coins) must be 
kept in physical form by a custodian. 

When a bank custodian holds assets in physical form in its vault, the bank 
should provide for security devices consistent with applicable law and sound 
custodial management. The custodian should have appropriate lighting, 
alarms, and other physical security controls. Vault control procedures should 
ensure segregation of custody assets from bank assets, dual control over 
custody assets, maintenance of records evidencing access to the vault, and 
proper asset transfers. 

Assets should only be out of the vault when the custodian receives or delivers 
the assets following purchases, sales, deposits, distributions, corporate 
actions, or maturities. Securities movement and control records should detail 
all asset movements, deposits, and withdrawals, including temporary 
withdrawals. The vault record should nclude the initials of the joint 
custodians, the date of vault transactions, description and amounts of assets, 
identity of the affected accounts, and the reasons that assets are withdrawn. 

-Some custodians monitor their physical vault asset movement by using a 
computerized securities movement and control (SMAC) system which records 
the actual location of off-premises assets and monitors the movement of an 
asset during purchase, sale, or lending. 
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Global custodians having offices in foreign countries or using sub-custodians 
should develop processes to ensure that the operations at those sites have 
proper internal controls to protect assets. Refer to the sub-custodian section 
of this booklet for more information. 

Off-Premises Custody 
Changes in the marketplace and the large volume of securities traded each 
day have permanently altered the landscape of the custody world. The vast 
majority of custodial assets are held in book entry form. The major 
depositories in the United States are the Federal Reserve (for government 
securities) and the Depository Trust and Clearing Corporation (DTCC) (for 
equity and debt securities other than U.S. government securities). Currently, 
Euroclear and Clearstream (formerly Cedel) are two major international 
depositories. Each country will have at least one CSD such as DTCC in the 
United States. Mergers and consolidations of depositories are occurring 
regularly to streamline global securities processing. Custodians must be 
ready to adapt to the rapid evolution of the securities processing world with 
sound internal controls to safeguard assets. 

Bank custodians may participate directly with a depository, or they may 
"piggyback" by using a correspondent bank to provide custody services to 
their customers in a private label format. In either case, the custodian should 
use SAS 70 reports or third-party audits whenever possible to ensure that an 
adequate control environment exists and that the depository has established 
sound safeguards. 

Custodians should establish strong risk-based internal controls to protect 
assets held off-premises. Internal controls may be either active or passive. 
Active controls require dual control over the authorization of all transaction 
information prior to data entry. Passive controls are detective or reactive in 
nature. Passive controls may include independent reconcilements, overdraft 
reports, and failed trade reports. 

Custodians should reconcile changes in the depository’s position each day 
that a change in the position occurs, as well as completing a full-position 
reconcilement at least monthly. Depository position changes are generally 
the results of trade settlements, free deliveries (assets transferred off the 
depository position when no cash is received), and free receipts (assets being 
deposited or transferred to the depository position for new accounts when no 
cash is paid out). When controls on free deliveries are passive, personnel 
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independent of the free delivery and free receipt asset movement process 
should reconcile changes in daily positions. Independent personnel should 
reconcile the depository’s position report to the custodian’s accounting 
system each month. Exceptions noted in the control systems should be 
reported to management in a timely manner. 

Electronic terminal interfaces used to effect depository withdrawals, affirm 
trades, and deliver instructions to a depository should be subject to 
appropriate access controls (ID and pasword) and periodic audits. Each 
person with electronic terminal interface access should have a separate ID 
and password and should be able to perform only functions necessary for 
their job. IDs should not be shared. The person (normally the system 
administrator) responsible for granting access to the system that interfaces 
with a depository should be independent of the securities processing activity. 

Job profiles should be developed for each job or position that needs to use 
system functions. The profile should contain a detailed description of the job 
and the reason system access is needed. The profile description should also 
outline those functions and systems that must be considered incompatible 
responsibilities in order to keep duties properly separated. A security 
procedure in the system administration process should monitor ID changes 
and ID issuance to ensure that duties remain properly separated. Such a 
procedure ensures, for example, that a reconciler could not move assets from 
a depository and then certify that the system is in balance. 

Settlement of Securities Transactions 

The risks associated with securities settlement will only increase as the 
securities markets become truly global. New technologies allow for faster 
movement of money from market to market. New and different securities 
products are being developed that require custodians to know the basic 
investment characteristics of each type of security they handle. Managing the 
risk of global securities settlement is a key to successful custody operations 
for national banks. 

Basics of Securities Settlement 
The securities settlement process contains some element of risk at each stage 
of the transaction. A national bank must make sure that it effectively manages 
each process in the transaction: trade initiation, trade affirmation, trade 
settlement, and trade compliance. The bank should use rapid and accurate 
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communication among all participants to reduce the likelihood of a failed 
trade or loss. 

The trading environment and securities settlement cycles are constantly 
undergoing changes to reduce risk and take advantage of technological 
developments Trade settlement standards are moving to T (same day trade) 
or 1+1 from the three-day (1+3) settlement standard for U S equities U.S. 
government securities and other U S domestic fixed income trades generally 
settle in a T or 1+1 trading cycle. The shortening of the settlement period 
reduces a counterparty’s credit risk and market risk in price-sensitive 
securities. 

Trade Initiation 
Transactions to buy or sell securities are initiated in a variety of ways. Bank 
custody customers may deliver buy or sell instructions to the bank by phone 
or fax. Some customers may place trades with their broker and inform the 
custodian of the terms of the trade by phone, fax, or electronic terminal. In 
some cases the customer, usually through an investment advisor, will place 
the trade with the broker and affirm the trade with the depository. In this 
case the bank custodian will receive instructions for settlement of the trade 
from the depository or settling agent A national bank should have a process 
in place to ensure that a customer’s instructions are clear, arrive in an agreed-
upon format, and are properly documented (by electronic instruction, 
recorded phone line, fax, or in writing). The date the trade is executed is 
known as the trade date, and is referred to as "1" or T + 0. 

Trade Affirmation/Confirmation 
The trade affirmation/confirmation process occurs when a depository 
forwards the selling broker’s confirmation of the transaction to the buyer’s 
custodian. The custodian reviews the trade instructions from the depository 
and matches the information to instructions for the trade received from its 
customer. If the instructions match, the custodian affirms the trade. If the 
instructions do not match, then the custodian will MK" (don’t know, or 
reject) the trade or will instruct the selling broker how to handle the 

.
,mismatch.  The affirmation/confirmation process is generally completed by 
T+ 1 in a normal T+ 3 settlement cycle. On day T+ 2, depositories usually 
send settlement instructions to the custodian bank after affirmation and prior 
to settlement date. The instructions contain the details of the trade that has 
been affirmed and agreed to by the parties in the trade. Custodians will 
match the settlement instructions to their records and prepare instructions to 
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their wire department to send funds or expect funds from the depository on 
T+3 of the settlement cycle. 

Trade Settlement 
Trade settlement occurs when securities and money are moved to complete 
the trade. Settlement occurs on T+ 3 in a T+ 3 settlement cycle. The 
depository sends a settlement report to all participants on the activities for 
their account. The custodian should review and reconcile the depository’s 
settlement report to its activity report each day that asset positions change at 
the depository. The custodian should also compare the cash movement 
activity in its deposit account with its daily cash accounting control records. 
National banks should have a process to reconcile the changes in the 
depository position each day and should perform a full position 
reconcilement at least monthly. 

Trade Compliance 
Trade compliance is the internal control process used by custodians to 
manage trade transactions In this process, the custodian determines that the 
customer’s account has the securities on hand to deliver for sales, that the 
customer’s account has adequate cash or forecasted cash for purchases, that 
trades are properly matched or DK’d, and that the depository’s settlement 
instructions agree with the custodian’s SMAC system. A national bank using 
a properly executed trade compliance system may prevent failed trades and 
needless reversals of transactions. 

A national bank’s trade compliance system should be able to detect free-
riding attempts. A bank that permits free-riding may violate Regulation Ii 
(1 2CR 221), may aid and abet violations of Regulation X (12 CER 224) or 
Regulation T (12 CFR 220), and may assume the risk that it will be unable to 
recover from the customer the funds advanced to settle a transaction. 

The Future of Securities Settlement 
The basics of settlement as previously outlined will have to change to meet 
industry needs and lower risk in the system. Banks lacking a forward-looking 
technology strategy may find themselves at a competitive disadvantage. 
National banks offering custody services should develop strategies that use 
new technology to address risk and the T+ 1 or shorter settlement cycle. 

Banks should assess their technological readiness now to maintain a 
competitive position. Straight4hrough processing (STP), electronic trade 
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confirmation (ETC), and standing instruction databases (SID) are technological 
processes designed to facilitate the future of domestic and global securities 
settlement. The goal of STP and T+ 1 is to minimize operational risk in trade 
processing. Custodians that do not develop technology strategies for custody 
services may be faced with trying to outsource trade settlement operations. 

International Trade Settlement 
The same basic settlement process applies whether the transaction is 
domestic or international. However, each foreign market has different 
exchanges, regulations, and settlement conventions. These differences 
present risks that national bank custodians must consider and address. It is 
essential that a sub-custodian has in-depth market knowledge. Additional 
issues that must be considered when trading international securities include: 

Legal and regulatory framework. 
Currency or capital controls. 

� 	Registration of securities.’ 
In-country processing (trading and custody) requirements. 
Local market conventions, such as: 
- Settlement cycle. 
- Use of central securities depository. 
- Availability of DVP in the market. 
- Methods of payment (real-time gross settlement, net settlement, central 

bank accounts, checks). 
- Degree of automation. 
- Trade execution. 
- Trade affirmation/confirmation process. 
- Delivery and safekeeping of securities (physical vs. book-entry). 
Different currencies used for settlement. 
Whether the custodian offers contractual settlement. 
Taxation. 
Local reporting obligations. 

National banks should have a process in place to identify applicable laws and 
-monitor compliance with laws of the countries in which they may be settling 

Many countries limit by percent the foreign ownership of their domestic securities. This creates a 
"dual" local and foreign market, which may cause problems by delaying registration of the beneficial 
ownership. The result may be a price difference between foreign and local shares. issues may arise 
related to lost income, corporate actions, securities sales, and securities lending. 
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transactions. Bank custodians should attempt to use depositories and sub-
custodians that provide DVP settlement for all cross-border trades. 

A national bank may choose to provide contractual settlement to its 
customers in some markets as a competitive strategy. In contractual 
settlement, the customer is credited with the sale proceeds on the contractual 
settlement date regardless of whether the proceeds have been received 
Conversely, even if purchased securities are not received, the customer’s 
account is debited on the contractual settlement date. The bank should 
manage the risk of offering contractual settlement by incorporating in the 
agreement an understanding that if a transaction does not settle in an agreed-
upon time, the transaction will be reversed 

Reporting and Record keeping 

An important part of any custodian’s business strategy is to provide its 
customers with recordkeeping and reporting services. The recordkeeping 
services should meet the customers’ specialized needs and comply with 
applicable recordkeeping and reporting laws and regulations. Custodians 
should be able to generate customized customer reports as well as required 
regulatory and legal reports. 

Custody customers have different reporting needs ranging from only quarterly 
reports to real-time on-line access. Some customers, especially those 
involved in mutual fund management, may need customized daily reports of 
their activity in domestic stocks and bonds, foreign securities, derivatives, 
options, or other unusual investments. Customers may also require 
multicurrency recordkeeping and reporting capabilities. The custodian may 
need to develop customized reporting systems to deliver reports for custody 
customers. These systems may include Internet access, dial-up access, and 
on-line trading terminals. National banks should carefully review their 
customers’ reporting and recordkeeping requirements to ensure that they 
have the systems capability to provide the necessary services in an adequate 
manner. 

Recordkeeping requirements for custodians extend beyond the normal 
requirements for tax reporting and financial accounting. National banks are 
required to maintain records in connection with the Bank Secrecy Act; 
recordkeeping and confirmation requirements for securities transactions, as 
required by 12 CFR 12, and other applicable laws related to record retention 
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Custodians offering services in foreign countries must also observe the 
recordkeeping and reporting requirements of those countries. 

Reporting and recordkeeping systems are important risk management tools. A 
national bank’s custody systems should provide activity and exception reports 
that allow management to effectively identify and monitor the risks in its 
custody operations. 

Cash Management 

Cash management is a service provided to customers involving moving, 
managing, and monitoring cash positions associated with securities 
transactions. Cash management responsibilities should be clearly defined in 
the custody contract or a separate agreement. Services provided include 
investment of excess cash, online review of cash balances and projections, 
and facilitation of foreign exchange and hedging activities. 

Excess cash is invested in such vehicles as time deposits, money market 
funds, short-term investment funds, and interest-bearing accounts in a variety 
of currencies. A custodian typically does not have discretion to select the 
investment vehicles; standing instructions in the custody agreement usually 
direct that selection. 

Pooling and sweeping are common cash management product offerings. 
Pooling allows customers to net cash positions in various locations (and in 
various currencies), ultimately pooling the net result into a single central 
fund. Sweeping places the net cash into a designated money market fund for 
investment. In addition, some countries have restrictions on paying interest 
on certain types of accounts. Custodians may move cash from those accounts 
offshore to earn interest payments legally. 

Foreign Exchange 

Global custodians may provide foreign exchange (FX) services to facilitate 
- settlement of cross-border securities transactions. The custody agreement 

should require customers to authorize foreign currency transactions, either 
by transaction or through the use of standing instructions. If the standing 
instructions do not direct the custodian to execute an FX transaction or a 
forward transaction, the customer should accept the risk of currency 
fluctuations prior to settlement. Foreign exchange services may also be used 
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to facilitate a customer’s currency hedging activities. For information on 
foreign currency transactions, please refer to the "Risk Management of 
Financial Derivatives" booklet of the Comptroller’s Handbook. 

When standing instructions are used for an ERISA account, and the 
transactions are executed through the custodian’s foreign exchange desk, 
special restrictions may apply. Prohibited Transaction Exemption (PIE) 98-
54, issued by the Department of Labor on November 13, 1998, granted a 
class exemption for custodians using their own foreign exchange desks to 
execute foreign currency transactions pursuant to standing instructions. 

Securities Servicing 

Securities servicing is a "core" ongoing service provided by custodians. This 
service includes collecting dividends and interest payments, processing 
corporate actions, and applying for tax relief from foreign governments on 
behalf of customers. 

Income Collection 

Custodians are responsible for collecting income payments received from the 
assets held under custody. The income payments typically take the form of 
dividends on equity securities and interest on bonds and cash equivalents. 
Custodians inform customers of projected income payments, enabling the 
customers to make their cash productive as soon as possible. 

The bank’s internal controls for income collection should include an income 

map (multi-account posting procedure) that details each client’s expected 
income from a particular security. The bank should have income suspense 
(house) accounts that are used to process income payments that do not agree 
with forecasted projections. 

In the United States, custodians commonly post income payments to 
customers’ accounts on the payable date or the next day. This may be 
referred to as a contractual payment basis rather than an actual payment 
basis. Contractual income payments are posted to the customer’s account on 
the date they are due rather than the date they are received by the custodian. 
Contractual income payments are not offered in all markets or for all 
products. 
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Corporate Actions 

A corporate action is an event related to capital reorganization or restructures 
affecting a shareholder. Examples of corporate actions include rights issues, 
stock dividends, stock splits, and tender offers. Refer to appendix B for a list 
of common types of corporate actions. 

Custodians are responsible for monitoring corporate actions for the securities 
they hold under custody. The contract should clearly define the 
responsibilities of each party involved in processing corporate actions. The 
custodian is typically notified of corporate actions by a vendor data feed; 
however, in some emerging markets the custodian relies on a sub-custodian 
to monitor -corporate actions within its market. Once the custodian is notified 
of a corporate action, it identifies which accounts hold the security. If the 
account holder has a specified time to decide whether to accept the corporate 
action, the customer should be promptly contacted. The custodian should 
have a process to monitor the corporate action to ensure that the customer 
has given a complete response by the due date. When a customer’s 
instructions are received, the custodian sends the instructions to the company 
(or in the case of a foreign corporate action, to the sub-custodian) for 
execution. The custodian monitors the status of the action to ensure timely 
settlement. 

When a bank processes corporate actions ineffectively, it can lose money. For 
example, when a bank fails to notify customers that a corporate action is 
proposed to which they must respond, the bank may end up compensating 
customers for causing them to miss a money-making opportunity. Every 
custodian should have systems to make it aware of all corporate actions for 
assets under custody, to track customer notifications and time frames, and to 
process and settle the actions in a timely manner. The custodian’s 
procedures for corporate actions should include documentation of all 
customer directions. 

Processing corporate actions of corporations in foreign countries holds higher 
-risk than processing the actions of domestic corporations. Most foreign 
markets are less automated than those in the United States; the possibility of 
delays is greater from the start. Types and definitions of corporate actions 
may differ from one market to the next, and clarification may be needed. 
Documents received in a foreign language may have to be translated since 
there currently is no global messaging standard. The complex legal 
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provisions of the corporate actions of American companies are difficult to 
interpret, and they’re written in English; how much more difficult such 
complex provisions are to interpret if they’re, say, based on Japanese law and 
written in Japanese. To mitigate risks in this area, banks should have an 
experienced staff and access to legal counsel. Custody agreements should 
establish duties and responsibilities relating to corporate actions, including 
who is liable if actions are missed or misinterpreted. 

Tax Reclaims 

Many countries impose withholding taxes on dividends and interest payments 
to nonresident investors. Custodians may provide a service to minimize 
foreign withholding taxes or reclaim taxes withheld for their customers. 
(Nonresidents generally are not taxed on capital gains on the proceeds of the 
sale of a foreign security, but there are exceptions.) These services are 
provided not just by global custodians but also by U.S. custodians with 
nonresident alien (NRA) customers. 

Tax treaties between countries often reduce withholding taxes and exempt 
capital gains from taxes. The purpose of tax treaties is to reduce the 
possibility of double taxation on income earned in foreign countries. In 
addition, some countries provide reduced tax withholding rates for certain 
types of investments (government bonds, for example) or for certain types of 
investors (investors exempt from taxation in their home country, for example). 

Tax treaty benefits may provide for reduced withholding tax at the time the 
interest or dividend is paid ("relief at source"), while other treaties may 
require the investor to file for a refund after the fact ("reclaim"). To obtain 
relief at source, the custodian generally has to file a form or statement on 
behalf of the client, certifying the investor’s tax status and country of 
residence for tax purposes. To reclaim excess withholding tax, a custodian 
generally is required to file a form with a country’s tax authority. Some tax 
authorities may require the beneficial owner of the securities to sign this 
refund claim. The documentation requirements, time frames for filing, and 
other regulations vary depending on the treaty and the country’s taxation 
rules. A custodian must know the tax rates for each of the countries in which 
it provides custody. Dividends, interest, and capital gains may all be taxed at 
different rates. The custodian also must know what tax treaties are in force 
within its custody network, and whether its customers qualify for relief under 
the treaty. For each country in which a custodian operates, the custodian 
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must maintain information on the availability of reduced withholding rates for 
certain investors or for certain types of investments. Problems a custodian 
may face in dealing with foreign tax reclaim issues include: 

Obtaining updated information from foreign tax authorities. 
Language barriers. 
Statutes of limitation on filing tax reclaims. 
Length of time required to obtain refunds (some countries process reclaims 
only once per year). 
Requirements that claims be filed at the individual/beneficial owner level 
rather than on a commingled/omnibus account basis. 
Tax status of different investors. 

A custodian should have a process in place to monitor the tax reclaim 
process. All necessary documentation should be obtained from the customer 
when the custody relationship is established, Income should be monitored 
for tax withheld, and a system should be established for submitting tax 
reclaims to foreign taxation authorities, monitoring the status of pending 
reclaim items, and following up on items outstanding for longer than the 
normal market time frames. 

Securities Lending 

Securities lending has evolved into one of the most important value-added 
products custodians offer to their customers. Bank custodians have 
traditionally acted as the lending agent for customers’ securities lending 
activities; however, because the securities lending market is extremely 
competitive, third-party intermediaries have emerged. Wholesale 
intermediaries conduct transactions directly with the lender and the 
borrower, becoming a principal to the transaction. Niche intermediaries may 
specialize in particular types of securities loaned or aggressive cash collateral 
reinvestment programs. Third-party intermediaries may target clients that are 
dissatisfied with the performance of their custody banks. Internet auction 
systems for securities lending are being started up. These auctions, which 

-bring lenders and borrowers together, may eliminate custodian and third-
party intermediaries. The discussion in this section is limited to a custodian’s 
role as lending agent for its customer. 
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The Evolution of Securities Lending Markets 

The securities lending markets have existed in the United States since the 
1 960s, when an active inter-dealer market developed. In the 197Os, U.S. 
custodian banks first began lending securities to brokers on behalf of their 
clients. Demand for securities lending increased as new forms of trading 
strategies emerged. In 1982, the collapse of a U.S. securities dealer led to a 
number of reforms, including standardized agreements and collateral 
margins. The 1980s also saw a dramatic increase in the size of government 
securities markets in the United States and many other countries. Growth of 
securities lending in some foreign markets was hampered by concerns about 
the legalities of transactions, unfavorable tax treatment, and assorted 
regulatory restrictions. This resulted in the development of "offshore" 
securities lending markets, where securities lending transactions were settled 
on the books of foreign sub-custodians. This offshore activity fed increasing 
demand for non-U.S. securities. In the 1990s as growth of securities lending 
continued, such lending expanded into emerging markets. In the wake of this 
growth, many foreign markets have worked to address legal, tax, and 
regulatory issues impeding securities lending activities. 

The globalization of securities markets, the consolidation of financial 
intermediaries, and shortened settlement cycles will have a significant impact 
on how the industry continues to evolve. These industry developments are 
designed to lend efficiency and innovation to the market, and will present a 
challenge for custodians maintaining a securities lending strategy. 

The Role of Bank Custodians 

Custodian banks have traditionally been the primary lending agent or 
intermediary, bringing borrowers and lenders together for a fee. Custodians 
require a large base of lendable assets to make their securities lending 
program profitable. Other portfolio-related factors that may affect the success 
of a bank’s securities lending program are: 

Portfolio composition. If the portfolio is made up of securities widely 
available in the market, the demand for those securities may be low, 
making it difficult to locate a borrower. In contrast, a portfolio made up of 
"specials" or securities in high demand will be easy to lend. 
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� Portfolio management style. A portfolio that is actively managed is 
generally less attractive to borrowers than a passively managed portfolio 
because its turnover is likely to be higher. High turnover can lead to 
inconvenient recalls of loaned securities 

In addition to providing the lendable assets, custodians typically provide 
settlement services for the securities lending transaction, and safekeeping 
and/or investment management services for the collateral. These functions 
are discussed in the "Settlement and Safekeeping" sections above, and in the 
"Collateral Management" and "Operations" sections below. 

Finders 
Finders are fully disclosed intermediaries who bring lenders and borrowers 
together. If the bank is a finder, the bank will receive either a finder’s fee (flat 
fee) or a revenue-based fee. Some banks may use a finder to attract securities 
lending customers. A bank using a finder should have written policies 
covering the circumstances in which a finder will be used, which party pays 
the fee (borrower or lender), and which finders the institution will use. 

The Securities Lending Transaction 

A securities lending transaction is essentially the temporary, collateralized 
loan of securities by the owner (lender) to a borrower, for a fee. Securities 
lending adds liquidity and efficiency to the markets, and supports trading 
activities and strategies in the United States as well as other major markets. 

Parties to the Transaction 
Lenders of securities are typically institutional investors with large investment 
portfolios such as mutual funds, pension plans, insurance companies, and 
endowments. The primary borrowers of securities are broker-dealers. 

Reasons Parties Engage in Securities Lending 
Borrowers may engage in securities lending for a variety of reasons, but 
primarily to cover short sales or failed trades, or to execute hedging or 
arbitrage strategies. Lenders engage in securities lending transactions as a 
means of increasing the incremental yield on their investment portfolios. 

Transfer of Legal Title and Benefits 
The legal title to the securities loaned passes to the borrower for the term of 
the loan. The lender regains title when the securities are returned. Although 
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the lender temporarily loses legal ownership, the economic benefit of any 
corporate actions or income payments connected with the security on loan 
are retained through the use of "manufactured payments" from the borrower 
to the lender. However, the lender loses any voting rights associated with the 
security during the term of the loan. The legal rights and obligations of the 
parties should be set out in written agreements. Refer to the "Due Diligence" 
section below for additional information. 

Collateral 
The primary forms of collateral used for a securities lending transaction are 
cash, securities, or a standby letter of credit. If cash is provided as collateral, 
the lending agent or intermediary (e.g., the custody bank) will typically be 
responsible for investing the cash for the term of the loan. Providing cash 
collateral is the prevalent market practice in the United States. When 
securities are provided as collateral, the lender will typically specify the type 
of securities that are acceptable (e.g., government securities, minimum credit 
rating). Use of securities as collateral is common in most non-U.S. markets. 
Value of the collateral provided generally exceeds the value of the securities 
loaned. Collateral margins are discussed further in the "Collateral 
Management" section below. 

Fees 
The fee paid by the borrower will depend on the type of collateral for the 
loan. The fee may also vary with the supply and demand for the security 
borrowed. If the collateral for the loan is a security or a letter of credit, the 
borrower will pay a negotiated fee to the lender. If cash secures the loan, the 
borrower receives a negotiated rate of return (the rebate rate) on the 
collateral. The rebate rate is typically based on benchmark rates such as the 
Fed Funds rate, the Repo rate, or LIBOR. The lender is entitled to retain any 
income earned on the reinvestment of the cash collateral in excess of the 
rebate rate. Typically, the lender and the lending agent (custodian) split the 
excess income. 

Due Diligence Considerations 

A national bank should have board-approved securities lending policies (or 
ones approved by a designated committee) in place prior to engaging in 
securities lending activities. The custodian bank should ensure that written 
agreements are in place with potential borrowers, and with customers 
participating in the securities lending program. Due diligence reviews should 

Comptroller’s Handbook 
	

29 
	

Custody Services 



be conducted on potential borrowers, and coLinterparty credit limits should 
be established. 

Loan Agreement 
The bank should have a written agreement in place before engaging in a 
securities lending transaction with a borrower, Master agreements, which 
detail the duties and responsibilities of each party, were initially developed to 
manage risks resulting from a broker failure. In the United States, the most 
widely used securities lending agreement is the Master Securities Loan 
Agreement published by the Bond Market Association (formerly known as the 
Public Securities Association). The most widely used global master securities 
lending agreement is the Overseas Securities Lending Agreement. Banks in 
all C-lU countries use master agreements to establish terms and conditions, 
as well as to manage risk. Some banks use standard agreements developed 
in-house; others negotiate each agreement. 

At a minimum, the written agreement with the borrower should address: 

Transfer of legal title, structure of the transaction; 
Length of the loan; 
Acceptable forms of collateral and margin requirements; 
Valuation of collateral and margin calls; 
Manufactured payments; 
Rebate rates or other fees; 
Termination of the loan and return of securities; and 
Events of default. 

Banks should use master or standard agreements whenever possible. A 
bank’s legal counsel should thoroughly review each master and standard 
agreement and all securities lending arrangements that do not use the bank’s 
standard documents. 

Agency Agreement 
It is important that the bank have written agreements with all customers that 
clearly delineate the duties and responsibilities of the bank as the customer’s 
lending agent. At a minimum, the agreement should address: 

Acceptable forms of collateral and margin requirements; 
Reinvestment of cash collateral; 
Fee schedule; 
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Approval of borrowers; 
Indemnification, if applicable; 
Termination of the loan; and 
Events of default. 

A customer may use the agreement to customize its securities lending 
program. For example, the customer can establish its own cash collateral 
investment guidelines or may limit acceptable borrowers to those with a 

minimum credit rating. 

A national bank may provide indemnification to its customers against risks 
associated with securities lending. When a bank offers indemnification, it 
assumes additional risks that should be reflected in the pricing. It is common 
for a bank to offer indemnification against borrower default. Indemnification 
against other types of risk, such as settlement risk, is less common. 
Indemnification should be addressed in the agency agreement. 

Selection of Borrowers 
The reputation risk associated with a borrower’s default may be significant. 
The bank should have a well-developed, independent process in place to 
select borrowers. Once approved, borrowers should be reviewed 
periodically. Many bank custodians rely on bank credit departments to 
analyze the credit risk of their borrowers. Factors that should be considered 
during selection and ongoing review of a.borrower include: 

Financial condition and capital adequacy; 
Risk profile, including an evaluation of how the borrower typically uses 
borrowed securities; and 
The borrower’s reputation. 

The bank should establish a credit limit for each borrower. The limit should 
be based on the bank’s total exposure to the borrower, not just the exposure 
arising from the securities lending program. 
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Laws and Taxation 

The laws and taxation applicable to securities lending transactions may vary 
significantly from market to market. 

Legal Constraints on Some Lenders 
A customer’s participation in a securities lending program may be affected by 
statutory or regulatory restrictions. The most common example is a U.S. 
pension account that is subject to ERISA. 

The Department of Labor (DOL) allows qualified employee benefit plans 
subject to ERISA to participate in securities lending programs if certain 
conditions are met. Prohibited Transaction Exemption (PIE) 81-6 details 
those conditions. In general, the conditions required by the DOL conform to 
industry standards. 

A bank may act as a lending agent and receive reasonable compensation from 
covered plans provided the loan of securities is not prohibited by section 
406(a) of ERISA. PTE 82-63 authorizes the lending agent to engage in 
securities lending on behalf of a plan and receive reasonable compensation 
paid in accordance with a written agreement. However, an independent plan 
fiduciary must grant prior written authorization for the compensation and 
may terminate such compensation upon written advance notification. 

Other accounts that may be subject to regulations affecting securities lending 
transactions include own bank collective investment funds, affiliated mutual 
funds, and affiliated insurance companies. As part of its account acceptance 
process, a bank should identify any legal constraints on a customer’s ability to 
participate in the securities lending program. 

Tax Considerations 
Section 1058 of the U.S. Tax Code provides participants in a securities 
lending arrangement with relief from recognition of gains and losses on the 
transfer of securities. Three requirements must be met to obtain this relief: 

The borrower must return securities to the lender that are identical to 

those borrowed. 
The borrower must, under the terms of the agreement, make payments to 
the lender that equal all dividends, interest, and other distributions to 
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which the owner of the securities is entitled during the period the 
securities are loaned. 
The terms of the agreement cannot reduce the lender’s risk of loss or 
opportunity for gain on the security. 

Tax treatment of loaned securities is complex and may affect a lender’s 
holding period and basis in a security. National banks should have qualified 
tax professionals review their lending program to ensure that it meets the 
requirements of the tax code and any Internal Revenue Service regulations. If 
a bank offers securities lending in non-U.S. markets, local tax regulations 
should be researched for their impact on the bank’s securities lending 
program. 

Collateral Management 

A national bank’s collateral management process should address risk related 
to collateral margins, investment of cash collateral, and liquidity. Industry 
practice is to require collateral in excess of the market value of the securities 
loaned. Collateral margins may vary by market, and by type of collateral 
provided. In the United States, if cash or U.S. securities are provided as 
collateral, 102 percent of the value of the securities loaned is generally 
required. If non-U.S. securities are provided, 105 percent is typically 
required. In the case of securities that have high market price volatility, the 
bank’s risk management process should address the need for higher collateral 
margins. If the securities loaned are fixed income, standard collateral margins 
would be increased by accrued interest. The parties generally have the right 
to negotiate the required collateral margin. 

Collateral Margins 
The securities loaned and the collateral provided are marked to market daily. 
When collateral exceeds the required margin, the excess may be returned to 
the borrower. Alternatively, when the collateral value is less than the 
required margin, the borrower must provide additional collateral. 

-The parties will stipulate who is responsible for safekeeping the collateral; the 
lending agent bank is often selected for the job. Some borrowers may require 
that the collateral be kept with an independent third party. The party 
safekeeping the collateral may do that alone, or it may also be responsible for 
pricing the assets, making margin calls, and collecting income. 
Responsibilities should be clearly set out in the agency agreement. 

Th 

Comptroller’s Handbook 	 33 	 custody Services 



Management of Cash Collateral 
One of the primary risks a national bank faces in securities lending is 
managing cash collateral The investment of cash collateral is the primary 
source of revenue from securities lending activities The return in excess of 
the borrower rebate is split between the agent bank (or investment manager) 
and the lending account Because of the fee-sharing arrangement, a bank 
may have an incentive to accept higher risk in managing cash collateral. To 
control this risk, cash collateral should-be invested pursuant to written 
investment guidelines 

The bank should have a written investment policy addressing management of 
cash collateral. The policy should establish minimum investment guidelines 
including permissible types of securities, minimum credit quality standards, 
maturity and duration limits, maturity mismatches, and liquidity 
requirements. The board of directors or its designated committee should 
approve the policy. A lender may direct the bank to use the lender’s own 
guidelines rather than the bank’s guidelines. If so, the agency agreement 
should say so. 

If several lending customers use the bank’s investment policy guidelines, the 
bank may manage the customers’ cash collateral in a pooled account. If a 
customer has separate, written investment guidelines, the bank will manage 
that customer’s collateral in a segregated account. A bank may manage a 
combination of segregated and pooled accounts, depending on customer 
needs. 

Liquidity 
National banks are exposed to liquidity risk by the short-term nature of most 
security loans. The bank must maintain adequate liquidity in the cash 
collateral investments to meet the needs of both borrower and lender. The 
lender has the option of recalling loaned securities at any time (i.e., if they 
want to sell them). Many brokers clear securities lending positions off their 
books for their periodic accountings. On an overnight basis, brokers may 

return large quantities of borrowed securities, only to borrow them again the 
- next day. 

Management of Indirect Financial Risk 

The investment guidelines (the bank’s or the customer’s) provide the 
framework for managing the interest rate, credit, price, and liquidity risks 

associated with managing cash collateral. The manner in which the bank 
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manages these risks may affect the bank’s reputation and strategic risk. The 
bank should have a system in place to identify, measure, monitor, and control 
the risk inherent in managing the cash collateral to ensure that the level of 
risk present is in compliance with customer’s directions and the bank’s 
internal risk tolerance. If the bank manages the cash collateral within the 
established policy guidelines, contractually it should not be liable for losses 
because of its management of cash collateral. However, in several highly 
publicized cases in the mid-1 990s banks absorbed significant losses from the 
management of cash collateral to protect customer relationships and their 
own reputations. 

Securities Lending Operations 

An efficient and well-organized custody operation system is essential to a 
securities lending program. Bank systems should be capable of handling a 
large volume of transactions, initiating and settling trades, clearing fails, 
collecting income and dividends, pricing collateral and loaned securities, 
making margin calls, and providing multi-currency pricing. Banks must be 
willing to devote sufficient resources to technology to remain competitive. 

General controls and processes for safekeeping and securities settlement are 
common to custody and securities lending activities. However, there are 
additional operational needs for securities lending activities that a national 
bank should consider: 

Loan scheduling/allocation. 
Mark-to-market program. 
Tracking income and corporate actions for securities on loan. 
Cash collateral management (custodian does not normally invest customer 
assets). 
When collateral is in the form of securities rather than cash, and there is 
no DVP mechanism, the common practice is to deliver the collateral 1-2 
days prior to borrowing the security. On return, collateral is returned 
before the security. 

-. Foreign registration regulations may preclude the redelivery of foreign-
registered securities. 

Recordkeeping and MIS 
Management’s ability to manage, monitor, and control risks arising from 
securities lending activities depends on timely and accurate information. 
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Banks should have an automated reporting system that should at a minimum 
provide daily reports of exceptions, securities available for loan, securities on 
loan, valuation of cash collateral, daily mark-to-market information, and 
margin calls. 

Allocation of Loans among Lenders 
A national bank should have a process in place to allocate the loans fairly and 
equitably among the possible lenders for a particular security. The system 
should be independently tested when adopted or revised, and should be 
retested periodically thereafter. It is not sufficient for a bank to rely on testing 
performed by the software or system developer. 

Regulatory Reporting 
Securities tending and borrowing transactions must be reported in accordance 
with the FFIEC’s "Instructions for the Consolidated Reports of Condition and 
Income." 

International Securities Lending 

Banks that offer international securities lending programs should have access 
to efficient global custody networks. The amount of transaction risk the bank 
may be exposed to increases commensurate with the difficulties experienced 
in settling trades and transferring collateral. Some of the issues to keep in 
mind when examining an international Securities lending program include: 

Legal and regulatory environment. Determining applicable law and 
understanding the regulatory environment in each country in which a 
bank operates. 
Multi-currency pricing and valuations of securities loaned and collateral. 
Settlement of transactions, including the timing and transfer of securities 
loaned and collateral. 
Tax considerations. 

Other Value-Added Services 

As the automation of transaction processing continues, the core custody 
business is rapidly becoming a commodity business with accompanying low 
profit margins. The future of the custody business lies in the custodian being 
able to identify ways to enhance the investment process for its customers. 
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Risk Measurement and Management 

Custodians are providing added value to their customers by offering a variety 
of risk management tools, including: 

Applications that monitor and identify exceptions to customer’s internal 
investment portfolio guidelines or limits (e.g., country or sector 
weightings). 
Asset allocation tools, including scenario analysis and optimizers. 

Analyses of Value at Risk (VAR) and Risk Adjusted Return on Capital 
(RAROC). 
Strategic cash management services including interest rate analyses, mark-
to-market pricing, and stress testing. 

Compliance Monitoring 

Many custody customers, such as pension funds and investment managers, 
must comply with rules established by regulation, prospectus, or investment 

) 

	

	 committee. Custodians may provide these customers with products and 
services that facilitate compliance monitoring, testing, and reporting. 

Performance Measurement 

Custodians may be asked to provide performance measurement tools for 
customers that allow them to review performance by investment manager, or 
to review fund performance against benchmark portfolios. Performance 
attribution analysis and risk-adjusted performance measurement are also 
products that a custodian may offer. 

Banks as Users of Custody Services 

As the custody services industry continues to consolidate, the number of 
banks outsourcing custody of their customer assets has also increased. A 

thank that uses an external provider of domestic or global custody should 
have a due diligence process in place for selection of its custodian. 
Considerations should include: 

Financial condition. 
Position in the market. 
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Annual Report on Policies and Procedures (SAS 70). 
Availability of sufficient MIS to allow the bank to monitor its securities, 
cash, and income positions. 
Reporting options for the bank’s customer accounts. 
The extent of the provider’s sub-custodian network. 
The provider’s due diligence review process for its sub-custodian banks, 
and the frequency of its ongoing reviews. 
Compliance with SEC Rule 1 71, when applicable. 
The provider’s multi-currency accounting and reporting capabilities. 
Prohibition of security lending except by express direction of the bank. 
The ability to use any broker for trading. 
Fees. 

The bank should ensure that proper controls are in place for sending 
instructions to its custodian. In addition, the bank should have policies in 
place requiring that cash and securities positions be reconciled regularly. The 
bank should also monitor MIS reports to ensure that exception items (such as 
failed securities transactions and nonreceipt of income) are promptly 
investigated and resolved. 

Document Custody Services 

The advent of the mortgage-backed and asset-backed securities industry 
created a need for document custodians; The primary sponsors of mortgage-
backed securities programs are Ginnie Mae, Fannie Mae, and Freddie Mac. 
In addition, private financial institutions may sponsor nonqualifying 
mortgage-backed or asset-backed securities issues including residential 
mortgages, home-equity loans, commercial mortgages, student loans, credit 
cards, automobile loans, and leases. 

National banks have entered the document custody services market. Banks 
provide initial, final, and recertification services for federal agencies and 
private issuers in accordance with contractual guidelines. Services include 
document safekeeping, inventory control, and loan warehousing. 

National banks should develop effective systems to deal with the compliance, 
transactional, and reputation risks associated with document custody. 
Compliance systems should ensure that certifications are accurate and timely. 
Procedures should ensure that documents in a bank’s control are adequately 
secured in a protected area. All document movements should be controlled 
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and recorded. Inaccurate or delayed certifications and missing documents 
may result in monetary loss or loss of business. In extreme cases of 
noncompliance with agency guidelines, the agency may revoke a bank’s 
ability to be a custodian for agency issues. 

For additional information on agency certification requirements, please refer 
to guidance from Ginnie Mae, Fannie Mae, and Freddie Mac. Information on 
the mortgage banking and asset securitization processes can be found in the 
"Mortgage Banking" and the "Asset Securitization" booklets of the 
Comptroller’s Handbook. 

Comptroller’s Handbook 	 39 	 Custody Services 



=4= 	Appendix A 

Glossary 

This glossary defines terms used by the custody and securities settlement 
industry. The definitions are not legally precise for all relevant jurisdictions. 
This glossary’s use of a hyperlink to any Web site is not an endorsement of 
the web site by Office of the Comptroller of the Currency. This glossary’s 
hyperlinks are included as a reference only and were current at the time of 
publication. 

Some of the definitions are from glossaries in two papers published by the 
Bank for International Settlement’s Committee on Payment and Settlement 
Systems: "Disclosure Framework for Securities Settlement Systems" (1997) 
and "Securities Lending Transactions: Market Development and Implications" 
(1999). For a copy of these papers, please see the BIS internet site. 
http://www.bis.org/ 

Automated Customer Account Transfer Service (ACATS) 
A system that automates and standardizes procedures for the transfer of assets 
in customer accounts between brokers, banks, mutual funds, trusts, and other 
financial institutions. The National Securities Clearing Corporation developed 
ACATS in the mid-1 980s in conjunction with the New York Stock Exchange 
and the National Association of Securities Dealers to address the industry’s 
need to reduce delays and inconsistencies associated with manual processing 
of account transfers. Banks may access ACATS through a Depository Trust 
Corporation link or through the National Securities Clearing Corporation’s 
Web site. 

Actual settlement 
Settlement that occurs when the seller has received the proceeds and the 
buyer has received the securities. See contractual settlement (in which a trade 
settles regardless of whether these events occur). 

Affirmation/confirmation process 
The transmission of messages among broker-dealers, institutional investors, 
and custodian banks regarding the terms of a trade executed for an 
institutional investor. The Depository Trust Corporation’s Institutional 
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Delivery (ID) system is an example of an afflrmation,’confirmaton. See 
matching, qualified vendor. 

Beneficial owner 
A person who does not have legal title but who enjoys the benefits of 
ownership. 

Bilateral netting 
Consolidating cash flows from two different contracts or instruments.  

Book-entry securities 
Securities that are transferred electronically. No physical certificates change 
hands. See dematerialization, immobilization. 

Book-entry system 
An accounting system that permits the electronic transfer of securities and 
does not require certificates to change hands. See dematerialization, 
immobilization. 

Bridge 
The term commonly used for the link between Euroclear and Clearstream that 
permits cross-system settlements of trades between participants. 

Buy-in 
A purchase of securities in the open market by a lender because the borrower 
cannot deliver the securities to the lender in accordance with the terms of the 
transactions. The borrower pays all costs related to the buy-in. 

Cede[ (See Clearstream International) 
An international central securities depository founded in 1970 and 
headquartered in Luxembourg. Cedel was renamed Clearstream after a 1999 
merger. http://www.clearstream.com/ 

Central securities depository (CSD) 
An institution created to hold physical securities so that securities transactions 
can be processed by book entry. The depository immobilizes 

(dematerializes) physical securities. See dematerialization, immobilization. 
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Clearing House Automated Payment System (CHAPS) 
The United Kingdom’s electronic transfer system for sending same-day value 
payments from bank to bank. It was introduced in 1984, and has operated as 
a real-time gross settlement system since April 1996. In 1999, CHAPS began 
offering payment services in Euro as well as Sterling. Every CHAPS payment 
is unconditional, irrevocable, and guaranteed. http://www.apacs.org.uk  

Clearing House Interbank Payments System (CHIPS) 
An on-line, real4ime, large-value fund transfer network. A same-day 
settlement multilateral netting system, it is the central U.S. clearing system for 
international transactions. All transactions settle in U.S. dollars. Originated in 
1970, CHIPS is a private funds transfer network managed by the Clearing 
House Interbank Payments Company LLC (CHIPC0). CHIPCo is owned by 
CHIPS participants. http://www.chips.org  

Clearance 
The process of calculating the mutual obligations of the participants, usually 
on a net basis, for the exchange of funds and securities. Clearance may also 
refer to the process of transferring securities on the settlement date (a clearing 
system), also known as a securities settlement system. 

Clearing agency 
Section 3(a)(23)(A) of the Securities Exchange Act of 1934 defines a clearing 
agency as "any person who acts as an intermediary in making payments or 
deliveries or both in connection with transactions in securities or who 
provides facilities for comparison of data respecting terms of settlement of 
securities transactions, to reduce the number of settlements of securities 
transactions, or for the allocation of securities settlement responsibilities." 
15 USC 78c(a)(23)(A). 

Clearing system 
See securities settlement system (SSS). 

Clearstream International 
Clearstream International is a settlement organization offering comprehensive 
service for bonds and equities both domestic and cross-border. The company 
was formed from the merger of Cedel International and Deutsche Borse 
Clearing. Its shareholders consist of the world’s major financial institutions. 
Clearstream International has two subsidiaries - Clearstream Banking and 
Clearstream Services. http://www.clearstream.com  

Comptroller’s Handbook 	 71 	 Custody Services 



Collateral 
An asset or third-party commitment that is accepted by the tender to secure 
an obligation of the borrower. 

Continuous net settlement (CNS) 
A method of clearing and settling securities that matches transactions to 
available securities and results in net receive or net deliver positions (and 
funds) at the end of the day (or settlement period). This method requires the 
use of a clearing house (e.g., the National Securities Clearing Corporation) 
and a depository (e.g., the Depository Trust Company). Participants’ 
positions are continuously updated as transactions settle 

Contractual settlement 
An arrangement whereby the customer is credited with the sale proceeds on 
the contractual settlement date regardless of whether the proceeds have been 
received. In the case of purchases, the customer’s account will be debited on 
the contractual settlement date regardless of whether the securities have been 
received. If the securities or proceeds have not been received by an agreed-
upon date, the transaction typically will be reversed. See actual settlement. 

Corporate actions 
Events typically related to capital reorganization or restructuring. Corporate 
actions frequently require notification of and response by the beneficial 
owner of the security. See appendix 8 for examples of corporate actions. 

Counterparty credit limits 
Limits set by a trading party to restrict the amount of its credit exposure to 
different counterparties. 

CREST 
CREST is the real-time gross settlement system for United Kingdom 
government bonds (Gilts), collective instruments (unit investment trusts, 
open-ended investment companies), and money market instruments, and also 
for United Kingdom and Irish corporate securities, Participants hold securities 
in uncertificated form (see dematerialization), and transfers are made DVP (at 
the same time payment is made) electronically. (See delivery vs. payment.) 
http://www.creStCO.CO.Lik  
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Cross-border settlement 
Settlement that takes place in a country other than the country in which one 
or both of the trade counterparties are located. 

Cross-border transaction 
A transaction in a foreign security, or a transaction in a domestic security, 
when at least one trade counterparty is located outside the domestic market. 

CUSIP 
The numbering system used in the United States to identify issuers and issues 
of securities. The CUSIP system originated from the American Bankers 
Association’s Committee on Uniform Security Identification Procedures. 
Numbers are assigned by the CUSIP Service Bureau, which is operated by 
Standard & Poor’s. http://www.cusip.com  

CUSIP International Numbering System (CINS) 
CINS uses the CUSIP numbering format to identify international securities 
See CUSIP, ISID. 

Custodian 

A bank or other financial institution that provides safekeeping services and 
administers securities for its customers. 

Custody 
The safekeeping, settlement, and servicing of securities for customers. 

Daylight overdraft 

Credit extended for less than one business day. For example, in a clearing 
system with end-of-day final settlement, intra-day credit is extended by a 
participant that accepts and acts on a payment order, even though that 
participant will not receive final funds until the end of the business day. 

Default 

Failure to complete a funds or securities transfer according to its contractual 
terms for reasons that are not technical or temporary in nature. The reason is 
often a counterparty’s bankruptcy or insolvency. Default is usually 
distinguished from a failed transaction. 

Delivery 
Final transfer of a security or financial instrument. 
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Delivery versus payment (DVP) 
The International Securities Services Association defines DVP as 
simultaneous, final, irrevocable, and immediately available exchange of 
securities and cash on a continuous basis throughout the day. The Bank for 
International Settlement defines DVP as a link between a securities transfer 
system and a funds transfer system that ensures that delivery occurs if, and 
only if, payment occurs. 

Dematerialization 
The elimination of physical certificates or documents representing ownership 
of securities so that the securities exist only as accounting records. See book-
entry securities, immobilization. 

Depository receipt 
An instrument issued in one country that establishes an entitlement to a 
security held in custody in another country. For example, American 
Depository Receipts (ADRs), which are receipts for shares of foreign-based 
corporations, are traded on U.S. exchanges; however, the underlying foreign 
shares are held in custody outside the United States. 

The Depository Trust & Clearing Corporation (DTCC) 
A holding company established in September 1999 to oversee two principal 
subsidiaries: the Depository Trust Company and the National Securities 
Clearing Corporation. http://www.dtcc ;corn 

The Depository Trust Company (DTC) 
A participant-owned central securities depository in the United States and a 
subsidiary of DTCC. DTC is a national clearinghouse for the settlement of 
trades in corporate and municipal securities. It performs custody services for 
its bank and broker/dealer customers. DTC products and services include: 

DTC Hub DTC’s centralized communications system that 
consolidates messages between institutional investors and bank 
custodians. 
Institutional Delivery (ID) System. DTC’s confirmation/affirmation 
service. 

-. 	Standing Instruction Database (SID). A database which provides the 
participants’ account and settlement instructions for all security types, 
settlement locations, and currencies. http://www.dtc.org  
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DK (Don’t Know) 
An explanation, in industry shorthand, of a custodian’s refusal to accept a 
security delivery. DK means that the custodian does not know about the 
security and is not expecting it. Disagreement between parties on sale price, 
quantity, and other factors can also lead to a DK. 

Domestic settlement 
A settlement that takes place in the country where both counterparties to the 
trade are located. 

Domestic trade 
A trade between counterparties located in the same country. 

Employee Retirement Income Security Act (ERISA) 
A 1974 federal law governing most private pension and benefit plans. 

Electronic Trade Confirmation (ETC) 
A process providing an efficient bridge between pre-.trade messaging and 
settlement processing. The industry views the role of ETC as crucial to 
achieving straight-through processing. Providers of ETC systems include 
DTC’s ID system, Thomson Financial’s OASYS, Financial Management 
Corporation’s FMCNET, and ISMA’s TRAX system. 

Euroclear 
An international central securities depository operated by the Brussels branch 
of Morgan Guaranty Trust Company of New York through the Euroclear 
Operations Center. Euroclear is owned by its participants. 
http://www.euroclear.com  

European Central Securities Depository Association (ECSDA) 
An association of central securities depositories formed in 1997 to facilitate 
the exchange of ideas and collaboration on projects of mutual interest. 
http://www.ecsda.com  

Ex-dividend 

The interval between the announcement of a dividend and the dividend’s 
payment. An investor purchasing a security while it is ex-dividend is not 
entitled to the dividend. 
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Failed transaction 
A securities transaction that fails to settle on the contractual settlement date 
because one of the counterparties fails to perform. The trade, which usually 
fails because of technical or temporary difficulties, often settles at a later date. 

Fedwire 
A Federal Reserve Bank transfer system with two components, Fedwire Funds 
Transfer Service and Fedwire Book-Entry Securities Service. 
Fedwire Funds Transfer Service is a large :value funds transfer system that 
offers real-time gross settlement. Transfers are initiated by the sender. 
Fedwire Book-Entry Securities Service is a large-value transfer system that 
offers real-time gross settlement and that operates on a delivery vs. payment 
system. Used for the safekeeping and transfer of U.S. government securities in 
book-entry form. Transfers are initiated by the sender of securities. 
Once authorized (matched) and processed, all transfers are final. 
http://www.federalresei -ve.gov/PaymeiitSystems/FedWii -e  

Final transfer 
An irrevocable and unconditional transfer which discharges the obligation to 
deliver or pay. See provisional transfer. 

Financial Information Exchange (FIX) 
A messaging protocol developed for the real-time electronic exchange of 
securities transaction information. FIX is popular with fund managers, broker-
dealers, and institutional investors. http://www.fixprotocol.org  

Free delivery 
Securities delivered without a corresponding receipt of funds. 

Free riding 
A term for the practice of buying and selling securities, usually on the same 
day, in amounts greatly exceeding the amount allowed under margin 
collateral requirements. The practice is also referred to as "day trading." The 
free rider attempts to profit from short-term changes in market prices without 
placing significant personal funds at risk. This practice may result in a 

-violation of 12 CFR 221 (Regulation U), and is addressed by 0CC Banking 
Circular 275, "Free Riding in Custody Accounts," September 3, 1993. 
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Fungible 
Freely exchangeable for or replaceable by similar securities or goods in the 

satisfaction of an obligation. 

Global custodian 
An institution that provides its customers with safekeeping services and that 
administers securities that trade and settle throughout the world. 

Global Straight Through Processing Association (GSTPA) 
An industry association of investment managers, broker/dealers, and global 
custodians involved in the processing of cross-border trades. The primary 
objectives of the GSTPA are to accelerate the flow of cross-border trade 
information, to reduce the number of failed cross-border trades, and to reduce 

the risks and the costs of cross-border trade settlements. 

http://www.gstpa.org  

Gross settlement system 
A transfer system in which funds are settled or securities are transferred 

instruction by instruction. 

Group of Thirty (G30) 
A private, nonprofit international organization composed of representatives 
from the public sector and the private sector, including academia. The 
Group’s objectives are to deepen the understanding of international financial 
and economic issues. In 1989, the G30 made recommendations regarding 
international clearance and settlement systems. http://www.group30.org  

Immobilization 
Placement of certificated securities and financial instruments in a central 
securities depository to facilitate book-entry transfers. 

Indemnification 
An agreement to compensate for damage or loss. Custodians may indemnify 

customers that lend securities. 

jndustry Standardization for Institutional Trade Communications (ISITC) 
A working committee of securities operations professionals that defines 

message standards governing communications between custodians, 
investment managers, custodians, and broker/dealers and vendors. The 
ISITC’s mission is to foster alliances and advocate standards that promote 
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straight-through processing (STP) of securities transactions. 
http://www.isitc.org  

Institutional Delivery (ID) System 

A trade confirmation and affirmation system provided by the Depository Trust 
Corporation. Sometimes referred to as DTC-ID. 

Internal settlement 

A settlement that is effected through transfers of securities and funds on the 
books of a single intermediary. An internal settlement requires both 
counterparties to maintain their securities and funds accounts with the same 
intermediary. 

International Central Securities Depository (ICSD) 

A central securities depository that settles trades in international and domestic 
securities, usually through direct or indirect (through local agents) links to 
local central securities depositories. Customers include commercial and 
central banks, custodians, and broker/dealers, 

International Organization of Securities Commissions (IOSCO) 

The primary objectives of IOSCO are to promote high standards of regulation 
in order to maintain just, efficient, and sound markets; to establish standards 
and an effective surveillance of international securities transactions; and to 
promote the integrity of the markets by applying standards rigorously and 
enforcing them effectively. http://www.iosco.org  

International Securities Identification Directory (ISID and ISIDP/us) 
Directory which includes CUSIP numbers and International Securities 
Identification Numbers, as well as cross-references to other international 
securities numbering systems. ISIDPIus is produced jointly by Standard and 
Poor’s and Telekurs (USA). http://www.isidplus.com  

International Securities Identification Number ([SIN) 
The ]SIN provides a uniform structure for use in the trading and 

administration of securities in the international securities industry. The 
�Euroclear Operations Center has been designated as the numbering agency 
for international securities. 
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International Securities Market Association (ISMA) 
An industry organization based in Zurich, ISMA acts as a forum for questions 
related to international securities markets. 

International Securities Services Association (ISSA) 
An international organization of participants in the global securities markets 
including banks, clearing organizations, central securities depositories, 
broker/dealers, and asset managers. NSA’s stated goals include increasing 
knowledge of participants, improving communications, and promoting 
progress in the securities services industry. http://www.issanet.org  

Irrevocable transfer 
A transfer that the transferor cannot revoke. 

Lamfalussy Standards 
A report on netting schemes, issued in 1998, which advanced minimum 
standards for netting systems. In common references, the recommended 
standards took the name of the chairman of the committee issuing the report. 

Legal ownership 

Recognition in law as the owner of a security or financial instrument. 

Local agent 
A local custodian that provides custody services to nonresident trade 
counterparties and settlement intermediaries. Also known as a sub-custodian 
or agent bank. 

Local custodian 

Provides custody services for securities traded and settled in the country in 
which the custodian is located. 

Loss-sharing agreement 
An agreement among participants in a clearing or settlement system on how 
to allocate losses arising from the default of a participant in the system or 
from the default of the system itself. 

Loss-sharing pools 
Cash, securities, or other assets that are provided by the participants in 
advance and are held by the system to ensure that commitments arising from 
loss-sharing agreements can be met. 
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Manufactured payment 
A payment from a borrower of securities compensating the lender of the 
securities for dividends or other income the lender would have received from 
the loaned securities 

Margin 
The amount or percentage by which the collateral’s value exceeds the value 
of securities on loan. Margin sometimes refers to the total value of collateral 
as a percentage of the loan value (e.g., 102 percent). Margin serves to reduce 
replacement cost exposures resulting from changes in market prices. Initial 
margin is deposited at the start of the transaction Variation margin is called 
during the life of the loan if the value of the collateral falls below the initial 
margin requirement. 

Margin call 
A demand for additional funds or collateral, following the marking to market 
of securities involved in a loan, if the market value of the underlying 
collateral falls below a certain level relative to the loaned asset, lithe value 
of the underlying collateral, following its revaluation, exceeds the agreed- 

/ 	 upon margin, the lender may be required to return some of the collateral. 

Marking to market 
The practice of revaluing securities and financial instruments using current 
market prices. 

Master agreement 
An agreement that sets the standard terms and conditions on a securities 
lending transaction. 

Matching 
The process by which an intermediary compares the trade or settlement 
details provided by the broker-dealer with those of its customer. If the details 
match, the intermediary affirms the trade and a confirmation is generated. 
The SEC has interpreted matching as a "clearing agency function" according 
to the definition of a clearing agency in the Securities Exchange Act of 1934. 
See clearing agency, confirmation/affirmation process. 

Multilateral netting 
Netting among more than two parties. 
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National Securities Clearing Corporation (NSCC) 
Provides centralized clearance, settlement, and information services to 
broker-dealers, banks, and mutual funds. The NSCC was established in 1976 
to handle clearance and settlement for its owners, the New York Stock 
Exchange, American Stock Exchange, and the National Association of 
Securities Dealers, Inc. The NSCC is a clearing agency registered with the 
SEC. http://www.nscc.com  

Net creditor net debit position 
A participant’s net credit or net debit position (in funds or in a particular 
security) at settlement time is called the net settlement position. These 
positions may be calculated bilaterally or multilaterally. 

Net Settlement 
A settlement in which a number of transactions between or among 
counterparties are settled on a net basis. 

Netting 
An agreement to offset mutual positions or obligations by participants in a 
clearance or settlement system. The netting reduces the number of individual 
positions. Netting may take several forms, some of which are more legally 
enforceable than others in the event of default of one of the parties. 

Nominee 
A person or entity named by another to act on his behalf. Securities are 
commonly held in nominee name (often the custodian’s name) to facilitate 
their registration and changes in their legal ownership. A nominee does not 
have any rights of ownership. 

Omgeo 
A global joint venture formed by the Depository Trust & Clearing Corporation 
(DTCC) and Thomson Financial ESG. Omgeo’s objectives are to deliver a 
single, global trade management solution that will help move the industry 
towards global STP and 1+1 settlement. http://www.omgeo.com  

Omnibus account 
A collective account holding the securities that a custodian safeguards on 
behalf of some or all of its customers. 
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Open transactions 
Transactions having no fixed maturity date. 

Physical delivery 
Delivery of the security as actual paper stock or bond certificate. 

Physical securities 
Securities that are in certificate (paper) form. 

Pre-matching process 
Process by which counterparties compare trade or settlement information 
before other matching or comparison procedures are followed. Generally, 
pre-matching does not bind cou nterparties. See confirmation/affirmation 
process. 

Primary custodian 
For purposes of the Investment Company Act of 1940, a primary custodian is 
a bank or qualified foreign bank that contracts directly with a mutual fund to 
provide custodial services related to maintaining the fund’s assets outside the 
United States. Also called global custodian. 

Prime brokerage 
The provision by firms (typically large securities houses) of credit, clearing, 
securities lending, and other services to clients (typically hedge funds). 

Principal 
A party to a transaction that acts on its own behalf. In acting as a principal, a 
firm is buying/selling (or lending/borrowing) for its own account. 

Provisional transfer 
A conditional transfer in which one or more parties retain the right by law or 
agreement to rescind the transfer. 

Qualified vendor 

A vendor of electronic confirmation and affirmation services that meets the 
standards prescribed by NYSE Rule 387. See Appendix D. 

Real-time gross settlement (RIGS) 
In a real-time system, a transfer (of a payment or securities) will reach its 
destination within minutes (if not seconds) of being debited from the sending 
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participant’s account. In a gross settlement system, each transfer is handled 
individually. In a real-time gross settlement (RIGS) system, execution of each 
transaction or payment order will be handled individually when received, 
and acknowledgement will be sent to the participants in real-time. Fedwire, 
CHAPs, and TARGET are examples of RTGS payment systems. 

Rebate 
The interest rate that a securities lender pays the borrower on cash collateral. 

Recall 
A demand by a securities lender that a borrower return securities lent in an 
open transaction. 

Record date 
The date on which the shareholder must officially own the security in order 
to be entitled to the dividend. After the record date, the security is ex-
dividend. See ex-dividend. 

Repurchase agreement (repo) 
A contract to sell securities and subsequently to repurchase them at a 

specified price and typically at a specified time. Repos, which are typically 
executed on U.S. government securities, are usually very short term. 

Reverse repurchase agreement (reverse repo) 
A contract to purchase securities and subsequently to resell them at a 
specified date and price. 

Safekeeping 
A custodian’s or depository’s holding of physical (certificated) or immobilized 
securities. 

Same day funds 
Money balances that the recipient has a right to transfer or withdraw from an 

account on the day of receipt. 

5AS 70 
Statement of Accounting Standard No. 70, "Reports on the Processing of 
Transactions by Service Organizations." A SAS 70 is an examination of an 
organization’s internal control structure; it may or may not include testing. 
Banks providing custody services to institutional customers typically have an 
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annual SAS 70 performed by an independent auditor. Statements of 
accounting standards are issued by the Auditing Standards Board of the 
Association of Independent Certified Public Accountants. [In the United 
Kingdom, a FRAG-21 is similar to a SAS 70.1 

Securities depository 
See central securities depository. 

Securities Movement and Control (SMAC) 
A written or computerized set of rules deigned to ensure the safe movement 
of certificates or book-entry securities. Computerized SMAC systems are used 
as a control for book-entry securities and to monitor the purchases and sales 
of physical securities from the time a trade is executed until the securities 
arrive at the bank or leave it, or until the securities are transferred on the 
books of the depository. SMAC systems will generally contain security 
master files and client master files. 

Securities settlement system (SSS) 
A system, frequently a central securities depository, in which the settlement 
of securities takes place. Sometimes called a clearing system. 

Stock Exchange Daily Official List (SEDOL) 
Numbering system that the London Stock Exchange uses for UK securities 

and other securities. 

Segregation 
Optional or compulsory separation of a participant’s own securities from 

those held on behalf of its customers. 

Settlement 
The completion of a securities transaction between participants. A trade has 
settled when the participants discharge their contractual obligations and 
exchange funds for securities. 

Settlement cycle 
Jhe amount of time that elapses between the trade date (T) and the settlement 
date. Typically measured relative to the trade date. For example, in a  + 3 
settlement cycle settlement occurs on the third business day following the 

trade date. 

Custody Services 	 84 	 Comptroller’s Handbook 



Settlement date 
The date by which an executed trade order must settle or fail, or the date that 
the parties to a securities transaction agree that settlement is to take place. See 

contractual settlement. 

Special (collateral) 
Securities that are highly sought after in the market by borrowers. 

Standard settlement instructions (SSI) 
Delivery instructions established between counterparties that may be 
transmitted as part of an electronic trade confirmation (e.g., Society for 

Worldwide Interbank Financial Telecommunication) message. 

Straight-Through Processing 
The ISSA definition: "To provide an open gateway to a common and 
standard transaction structure that eliminates repetitive data entry, from order 
generation to settlement completion for all markets, instruments, and 
participants. 

Sub-custodian 
The local custodian through whom the global custodian holds securities. See 

local agent, local custodian. 

Substitution 
Recalling the securities lent from a borrower and replacing them with other 
securities of equivalent market value during the life of the securities loan. 

The Society for Worldwide Interbank Financial Telecommunication 

(S.W. I. F.T.) 
A bank-owned organization providing secure messaging services to thousands 
of banks in nearly 200 countries, S.W.l.F.T. is also officially designated by the 
International Organization for Standardization (ISO) to maintain message 

standards within the securities industry. http://www.swift.com  

Trans-European Automated Real-time Gross Settlement Express Transfer 

System (TARGET) 
A payment system that interlinks all of the national real-time gross settlement 
systems in the EU member states. TARGET is located at the European Central 

Bank. http:!/www.ecb.int 
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Tax Reclaims 
Service provided by global custodians involving reclaiming recoverable 
portions of taxes withheld from interest or dividend payments by foreign 
taxation authorities. Tax relief is governed by tax treaties between countries. 

Term transactions 
Transactions with a fixed maturity date 

Trade date 
The date on which a securities transaction is executed. 

Tr-party repo 
A repurchase agreement in which bonds and cash are delivered by the 
trading counterparty to an independent custodian bank, clearing house, or 
securities depository that is responsible for ensuring that the collateral’s value 
remains adequate during the life of the transaction. 

Unwind 
A procedure followed in certain clearing and settlement systems in which 
transfers of securities and funds are settled on a net basis at the end of the 
processing cycle. All transfers are provisional until all participants have 
discharged their settlement obligations. If a participant fails to settle, some or 
all of the provisional transfers involving that participant are deleted from the’ 
system, and the settlement obligations from the remaining transfers are 
recalculated. 

Value at Risk (VAR) 
The estimate of the maximum amount that the value of covered positions 
could decline during a fixed holding period within a stated confidence level. 

Withholding tax 
A tax on income deducted at the source. A paying agent is legally obliged to 
deduct withholding tax from its payments of interest on deposits, securities, 
or similar financial instruments. 

Zero hour rule 
A law in some countries that allows a bankruptcy declared by a court during 
the day to be declared retroactive to 0.00 a.m. of the same day. This law 
retroactively renders invalid all transactions of the bankrupt entity that took 
place after 0.00 a.m. on that date. 
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Corporate Actions 

The different types of corporate actions, and the terminology used to describe 
them, may vary by country and market. This list identifies some common 
corporate actions. Actions marked by an asterisk (*) are voluntary; such 
actions typically require a customer decision within a short time frame. 

Bond Calls 

The right to redeem outstanding bonds prior to their scheduled maturity. 

Bonus Share Plan 

Allows shareholders the option of receiving their cash dividend in the form of 
additional shares. Discounts toward the purchase of additional shares are 
usually offered. Similar to a dividend reinvestment plan. 

* Capital Gains Distribution 
Realization of capital either in shares or cash. 

* Cash/Stock Option Dividend 
Shareholder has the option of receiving cash dividends or additional shares. 
The shares are offered at a specific ratio (for example, one new share for each 
50 shares owned). 

Class Action 

Technically not corporate action but managed in a similar manner. A class 
action is a court action filed on behalf of a group of shareholders. In a class 

action, shareholders who purchased or sold the company’s securities during a 
specific period of time, known as the class period, usually allege that the 
company and its officers and directors violated federal and state securities 
laws. 

* Convertible Securities 

Corporate bonds or preferred stock that the holder can exchange, at his or her 
option, for another type of security (typically common stock) at a set price. 
The conversion ratio determines how many shares of common stock will be 
received in exchange for the convertible security at the time of conversion. 
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Dividend Option 
A dividend payment that carries an option to accept stock in place of cash. 

* Dividend Reinvestment Plan (DRIP) 
A plan sponsored by an issuer that allows shareholders to buy the company’s 
stock with their cash dividends. 

Mergers/Takeovers 
The merger of two or more companies under a single corporate structure or 
the acquisition of one of more companies by another company. Payments 
may be in the form of shares of the resulting company, cash, or  
combination of the two. A name change may also be involved. 

Mini-Tenders 
Tender offers for less than 5 percent of a company’s stock. Mini-tender offers 
typically do not provide the same disclosure and procedural protection that 
larger, traditional tender offers provide. 

* Nominal Change 
A change in a security’s par value to its current price in the market 

* Optional Conversions 
Conversions in which the customer has the option of converting a security 
into more than one other security (i.e., warrants, stock, bonds). 

* Options and Warrants 
These actions come in two forms, convertible at any time during their life, or 
convertible on a set date. 

* Placings 
Issues of new shares that are privately placed with larger institutions (or new 
issues for which larger institutions are given preference). Not generally 
offered to the public. 

* Proxies 
A document that enables shareholders to vote on a company’s proposals 
without attending the shareholder meeting. 
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* Redemption 
Maturity of a debt security when the nominal value becomes due and 
payable to the holder. Types of redemptions include maturities, calls, and 
sinking fund redemptions. Redemptions may be partial. 

* Rights Issue 
An offering allowing existing shareholders to purchase newly issued stock by 
means of rights which can be traded, exercised, or allowed to expire. The 
number of rights offered to each shareholder is calculated by inserting the 
shareholder’s existing holding in a predetermined formula. In most cases, the 
price per share available to shareholders is lower than the market price. 

Stock Bonus Issue 
Similar to a stock dividend. The issue of stock to existing shareholders at a 
set ratio. 

Stock Dividend 
Dividend paid in additional shares of stock. In certain countries these issues 
may be traded for a short period of time. 

Stockholder Meeting Announcements 
Announcements of regularly scheduled and special stockholder meetings. 
Meeting announcements and any accompanying proxy materials are typically 
passed on to the beneficial owners of the securities. 

Stock Split/Par Value Change 
Issuance of additional stock to existing shareholders, typically expressed as a 
ratio (e.g., 2-for-1 split). In a reverse split, the number of shares are reduced 
(e.g., a 1-for-3 ratio of new shares for old). 

Subdivision 
The division of existing stock into a greater number of shares of lesser value; 
the overall value of the holdings is unchanged. Similar to a stock split. 

Subscription 
An issuance of stock in which preference is given to existing shareholders. An 
existing stockholder is allowed to purchase the new shares before the public 
can, typically at a discounted price. 

/ 
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- 	*Ten der  Offer 

A formal offer to purchase a holder’s shares at a price higher than the market 
price. The offer may be for all of the outstanding shares or just a portion. 
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Investment Company Act of 1940 

15 U.S.C. 80a-1 7(f) - Investment Company Act of 1940 
17 CFR 270.1 7f - Rules and Regulation, Investment company Act of 
1940 

Rutel 71-4 Deposits of securities in securities depositories. 

(a) For the purpose of this rule, a "securities depository" is a system for the 
central handling of securities where all securities of any particular class or 
series of any issuer deposited within the system are treated as fungible and 
may be transferred or pledged by bookkeeping entry without physical 
delivery of the securities. 

(b) A registered management investment company (investment company) or 
any qualified custodian may deposit all or any part of the securities owned by 
the investment company in an Eligible Securities Depository as defined in 
Sec. 270.1 7f-7 in accordance with the provisions of Sec. 270.17f-7 and 
applicable provisions of Sec. 270.17f-5, or in: 

(1) A clearing agency registered with the commission under section 17A 
of the Securities Exchange Act of 1934 (clearing agency), which acts as a 
securities depository, or 

(2) The book-entry system as provided in subpart 0 of Treasury circular 
No. 300, 31 CFR part 306, subpart B of 31 CFR part 350, and the book-entry 
regulations of Federal agencies substantially in the form of subpart 0, in 
accordance with the following paragraphs of this section. 

(c) An investment company may deposit the securities in a clearing agency 
which acts as a securities depository under an arrangement that contains the 
following elements: 

(1) The investment company has a system that is reasonably designed to 
prevent unauthorized officer’s instructions and which provides, at least, for 
the form, content, and means of giving, recording, and reviewing the 
instructions. An "officer’s instruction" is a request or direction to a clearing 
agency in the name of the investment company by one or more persons 
authorized by its board of directors to give it. 
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(2) Upon ceasing to act for an investment company, and subject to its own 
rules on contributions to a participants fund, the clearing agency shall deliver 
all securities held for the investment company to a successor clearing agency, 
custodian, or safekeeper under Rule 171-2 (17 CFR 270.17f-2), to be named 
by the investment company. Where the investment company has not named 
one, the clearing agency shall deliver the investment company securities to a 
bank having the qualifications prescribed in section 26(a)(1) of the Act for 
trustees of unit investment trusts, to be held by the bank as custodian for the 
investment company under terms customary to a custodian agreement 
between banks and investment companies 

(3) The investment company, by resolution of its board of directors, 
initially approved the arrangement, and any subsequent changes thereto. 

(d) The custodian may deposit the securities in a clearing agency which acts 
as a securities depository or the book-entry system, or both, under an 
arrangement that contains the following elements: 

(1) The custodian may deposit the securities directly or through one or 
more agents which are also qualified to act as custodians for investment 
companies. 

(2) The custodian (or its agent) shall deposit the securities in an account 
that includes only assets held by it for customers. 

(3) The custodian shall send the investment company a confirmation of any 
transfers to or from the account of the investment company. Where securities 
are transferred to that account, the custodian shall also, by book-entry or 
otherwise, identify as belonging to the investment company a quantity of 
securities in a fungible bulk of securities (i) registered in the name of the 
custodian (or its nominee) or (ii) shown on the custodian’s account on the 
books of the clearing agency, the book-entry system, or the custodian’s agent. 
for this purpose, the term "confirmation" means advice or notice of a 
transaction; it is not intended to require preparation by a custodian of the 
confirmation required of broker-dealers under the Securities Exchange Act of 
1934. 

(4) The custodian, or its agent which deposits the securities, shall promptly 
send to the investment company reports it receives from the appropriate 
Federal Reserve Bank or clearing agency on its respective system of internal 
accounting control. The custodian and all the agents through which the 
securities are deposited shall send to the investment company such reports on 
their own systems of internal accounting control as the investment company 
may reasonably request from time to time. 

(5) The investment company, by resolution of its board of directors, 
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initially approved the arrangement, and any subsequent changes thereto. 

Rule 1 71-5 Custody of investment company assets outside the United 
States. 

(a) Definitions. For purposes of this section 
(1) Eligible Foreign Custodian means an entity that is incorporated or 

organized under the laws of a country other than the United States and that is 
a Qualified Foreign Bank or a majority-owned direct or indirect subsidiary of 
a U.S. Bank or bank-holding company. 

(2) Foreign Assets means any investments (including foreign currencies) for 
which the primary market is outside the United States, and any cash .and cash 
equivalents that are reasonably necessary to effect the Fund’s transactions in 
those investments. 

(3) Foreign Custody Manager means a Fund’s or a Registered Canadian 
Fund’s board of directors or any person serving as the board’s delegate under 
paragraphs (b) or (d) of this section. 

(4) Fund means a management investment company registered under the 
Act (15 U.S.C. BOa) and incorporated or organized under the laws of the 
United States or of a state. 

(5) Qualified Foreign Bank means a banking institution or trust company, 
incorporated or organized under the laws of a country other than the United 
States, that is regulated as such by the country’s government or an agency of 
the country’s government. 

(6) Registered Canadian Fund means a management investment company 
incorporated or organized under the laws of Canada and registered under the 
Act pursuant to the conditions of Sec. 270.7d-1. 

(7) U.S. Bank means an entity that is: 
(i) A banking institution organized under the laws of the United States; 
(ii) A member bank of the Federal Reserve System; 
(iii) Any other banking institution or trust company organized under the 

laws of any state or of the United States, whether incorporated or not, doing 
business under the laws of any state or of the United States, a substantial 
portion of the business of which consists of receiving deposits or exercising 
fiduciary powers similar to those permitted to national banks under the 
authority of the Comptroller of the Currency, and which is supervised and 
examined by state or federal authority having supervision over banks, and 
which is not operated for the purpose of evading the provisions of this 
section; or 
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(iv) A receiver, conservator, or other liquidating agent of any institution or 
firm included in paragraphs (a)(7)(i), (ii), or (iii) of this section. 

(b) Delegation. A Fund’s board of directors may delegate to the fund’s 
investment adviser or officers or to a U.S. Bank or to a Qualified Foreign Bank 
the responsibilities set forth in paragraphs (c)(1), (c)(2), or (c)(3) of this section, 
provided that: 

(1) Reasonable Reliance. The board determines that it is reasonable to rely 
on the delegate to perform the delegated responsibilities; 

(2) Reporting. The board requires the delegate to provide written reports 
notifying the board of the placement of FOreign Assets with a particular 
custodian and of any material change in the Fund’s foreign custody 
arrangements, with the reports to be provided to the board at such times as 
the board deems reasonable and appropriate based on the circumstances of 
the Fund’s arrangements; and 

(3) Exercise of Care. The delegate agrees to exercise reasonable care, 
prudence and diligence such as a person having responsibility for the 
safekeeping of the Fund’s Foreign Assets would exercise, or to adhere to a 
higher standard of care, in performing the delegated responsibilities. 

(c) Maintaining Assets with an Eligible Foreign Custodian. A Fund or its 
Foreign Custody Manager may place and maintain the Fund’s Foreign Assets 
in the care of an Eligible Foreign Custodian, provided that: 

(1) General Standard. The Foreign Custody Manager determines that the 
Foreign Assets will be subject to reasonable care, based on the standards 
applicable to custodians in the relevant market, if maintained with the 
Eligible Foreign Custodian, after considering all factors relevant to the 
safekeeping of the Foreign Assets, including, without limitation: 

(i) The Eligible Foreign Custodian’s practices, procedures, and internal 
controls, including, but not limited to, the physical protections available for 
certificated securities (if applicable), the method of keeping custodial records, 
and the security and data protection practices; 

(ii) Whether the Eligible Foreign Custodian has the requisite financial 
strength to provide reasonable care for Foreign Assets; 

(iii) The Eligible Foreign Custodian’s general reputation and standing; and 
(iv) Whether the Fund will have jurisdiction over and be able to enforce 

judgments against the Eligible Foreign Custodian, such as by virtue of the 
existence of offices in the United States or consent to service of process in the 
United States. 

(2) Contract. The arrangement with the Eligible Foreign Custodian is 
governed by a written contract that the Foreign Custody Manager has 
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determined will provide reasonable care for Foreign Assets based on the 
standards specified in paragraph (c)(1) of this section. 

(I) The contract must provide: 
(A) For indemnification or insurance arrangements (or any combination) 

that will adequately protect the Fund against the risk of loss of Foreign Assets 
held in accordance with the contract; 

(B) That the Foreign Assets will not be subject to any right, charge, security 
interest, lien or claim of any kind in favor of the Eligible Foreign Custodian or 
its creditors, except a claim of payment for their safe custody or 
administration or, in the case of cash deposits, liens or rights in favor of 
creditors of the custodian arising under bankruptcy, insolvency, or similar 
laws; 

(C) That beneficial ownership of the Foreign Assets will be freely 
transferable without the payment of money or value other than for safe 
custody or administration; 

(D) That adequate records will be maintained identifying the Foreign Assets 
as belonging to the Fund or as being held by a third party for the benefit of 
the Fund; 

(E)That the Fund’s independent public accountants will be given access to 
those records or confirmation of the contents of those records; and 

(F)That the Fund will receive periodic reports with respect to the 
safekeeping of the Foreign Assets, including, but not limited to, notification of 
any transfer to or from the Fund’s account or a third-party account containing 
assets held for the benefit of the Fund. 

(ii) The contract may contain, in lieu of any or all of the provisions 
specified in paragraph (c)(2)(i) of this section, other provisions that the Foreign 
Custody Manager determines will provide, in their entirety, the same or a 
greater level of care and protection for the Foreign Assets as the specified 
provisions, in their entirety. 

(3)(i) Monitoring the Foreign Custody Arrangements. The Foreign Custody 
Manager has established a system to monitor the appropriateness of 
maintaining the Foreign Assets with a particular custodian under paragraph 
(c)(1) of this section, and to monitor performance of the contract under 
paragraph (c)(2) of this section. 

(ii) If an arrangement with an Eligible Foreign Custodian no longer meets 
the requirements of this section, the Fund must withdraw the Foreign Assets 
ftom the Eligible Foreign Custodian as soon as reasonably practicable. 

(d) Registered Canadian Funds. Any Registered Canadian Fund may place 
and maintain its Foreign Assets outside the United States in accordance with 
the requirements of this section, provided that: 
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(1) The Foreign Assets are placed in the care of an overseas branch 
of a U.S. Bank that has aggregate capital, surplus, and undivided 
profits of a specified amount, which must not be less than $500,000; 
and 

(2) The Foreign Custody Manager is the Fund’s board of directors, 
its investment adviser or officers, or a U.S. Bank. 

Note to Sec 270.1 7f-5 When a Fund’s (or its custodian’s) custody 
arrangement with an Eligible Securities Depository (as defined in Sec 
270.1 7f-7) involves one or more Eligible Foreign Custodians through which 
assets are maintained with the Eligible Securities Depository, Sec. 270.1 7f-5 
will govern the Fund’s (or its custodian’s) use of each Eligible Foreign 
Custodian, while Sec. 270.1 7f-7 will govern an Eligible Foreign Custodian’s 
use of the Eligible Securities Depository.  

Rule 1 7f-7 Custody of investment company assets with a foreign securities 
depository. 

(a) Custody arrangement with an eligible securities depository. A Fund, 
including a Registered Canadian Fund, may place and maintain its Foreign 
Assets with an Eligible Securities Depository, provided that 

(1) Risk-limiting safeguards The custody arrangement provides reasonable 
safeguards against the custody risks associated with maintaining assets with 
the Eligible Securities Depository, including; 

(i) Risk analysis and monitoring (A) The fund or its investment adviser has 
received from the Primary Custodian (or its agent) an analysis of the custody 
risks associated with maintaining assets with the Eligible Securities 
Depository; and 

(B) The contract between the Fund and the Primary Custodian requires the 
Primary Custodian (or its agent) to monitor the custody risks associated with 
maintaining assets with the Eligible Securities Depository on a continuing 
basis, and promptly notify the Fund or its investment adviser of any material 
change in these risks. 

(ii) Exercise of care. The contract between the Fund and the Primary 
Custodian states that the Primary Custodian will agree to exercise reasonable 
care, prudence, and diligence in performing the requirements of paragraphs 
(a)(1 )(i)(A) and (B) of this section, or adhere to a higher standard of care. 

(2) Withdrawal of assets from eligible securities depository. If a custody 
arrangement with an Eligible Securities Depository no longer meets the 
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requirements of this section, the Fund’s Foreign Assets must be withdrawn 
from the depository as soon as reasonably practicable. 

(b) Definitions. The terms Foreign Assets, Fund, Qualified Foreign Bank, 
Registered Canadian Fund, and U.S. Bank have the same meanings as in Sec. 
270.1 7f-5 In addition 

(1) Eligible Securities Depository means a system for the central handling 
of securities as defined in Sec. 270.17f-4 that: 

(i) Acts as or operates a system for the central handling of securities or 
equivalent book-entries in the country where it is incorporated, or a 
transnational system for the central handling of securities or equivalent book-
entries; 

(ii) Is regulated by a foreign financial regulatory authority as defined under 
section 2(a)(50) of the Act (15 U.S.C. 80a-2(a)(50)); 

(iii) Holds assets for the custodian that participates in the system on behalf 
of the Fund under safekeeping conditions no less favorable than the 
conditions that apply to other participants; 

(iv) Maintains records that identify the assets of each participant and 
segregate the system’s own assets from the assets of participants; 

(v) Provides periodic reports to its participants with respect to its 
safekeeping of assets, including notices of transfers to or from any 
participant’s account, and 

(vi) Is subject to periodic examination by regulatory authorities or 
independent accountants. 

(2) Primary Custodian means a U.S. Bank or Qualified Foreign Bank that 
contracts directly with a Fund to provide custodial services related to 
maintaining the Fund’s assets outside the United States. 

Note to Sec. 270.1 7f-7: When a Fund’s (or its custodian’s) custody 
arrangement with an Eligible Securities Depository involves one or more 
Eligible Foreign Custodians (as defined in Sec. 270.1 7f-5) through which 
assets are maintained with the Eligible Securities Depository, Sec. 270.17f-5 
will govern the Fund’s (or its custodian’s) use of each Eligible Foreign 
Custodian, while Sec. 270.1 7f-7 will govern an Eligible Foreign Custodian’s 
use of the Eligible Securities Depository. 
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Appendix D 

New York Stock Exchange Rule 387 

(a) No member organization shall accept an order from a customer pursuant 
to an arrangement whereby payment for securities purchased or delivery of 
securities sold is to be made to or by an agent of the customer unless all of 
the following procedures are followed: 

(1) The member or member organization shall have received from the 
customer prior to or at the time of accepting the order, the name and address 
of the agent and the name and account number of the customer on file with 
the agent. 

(2) Each order accepted from the customer pursuant to such an arrangement 
has noted thereon the fact that it is a payment on delivery (POD) or collect on 
delivery (COD) transaction. 

(3) The member organization delivers to the customer a confirmation, or all 
relevant data customarily contained in a confirmation with respect to the 
execution of the order, in whole or in part, not later than the close of business 
on the next business day after any such execution, and 

(4) The member organization has obtained an agreement from the customer 
that the customer will furnish his agent instructions with respect to the receipt 
or delivery of the securities involved in the transaction promptly upon receipt 
by the customer of each confirmation, or the relevant data as to each 
execution, relating to such order (even though such execution represents the 
purchase or sale of only a part of the order), and that in any event the 
customer will assure that such instructions are delivered to his agent no later 
than: 

i) in the case of a purchase by the customer where the agent is to 
receive the securities against payment (COD), the close of business on 
the second business day after the date of execution of the trade as to 
which the particular confirmation relates; or 

(ii) in the case of a sale by the customer where the agent is to deliver 
the securities against payment (POD), the close of business on the first 
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business day after the date of execution of the trade as to which the 
particular confirmation relates. 

(5) The facilities of a Clearing Agency shall be utilized for the book-entry  
settlement of all depository eligible transactions. The facilities of either a 
Clearing Agency or a Qualified Vendor shall be utilized for the electronic 
confirmation and affirmation of all depository eligible transactions. 

Supplemental Material: 

.10 Transactions that are to be settled outside of the United States shall be 
exempt from the provisions of paragraph (a)(5) of this Rule. 

.30 For purposes of this rule, a "Clearing Agency" shall mean a Clearing 
Agency as defined in Section 3(a)(23) of the Securities Exchange Act of 1934, 
that is registered with the Securities and Exchange Commission 
("Commission") pursuant to Section 1 7A(b)(2) of the Act or has obtained from 
the Commission an exemption from registration granted specifically to allow 
the Clearing Agency to provide confirmation and affirmation services. 

.40 For purposes of this rule, "depository eligible transactions" shall mean 
transactions in those securities for which confirmation, affirmation, and book 
entry settlement can be performed through the facilities of a Clearing Agency 
as defined in Rule 38730. 

.50 "Qualified Vendor" shall mean a vendor of electronic confirmation and 
affirmation services that: 

(A) shall, for each transaction subject to this rule: (i) deliver a trade record to 
a Clearing Agency in the Clearing Agency’s format; (ii) obtain a control 
number for the trade record from the Clearing Agency; (iii) cross-reference the 
control number to the confirmation and subsequent affirmation of the trade; 
and (iv) include the control number when delivering the affirmation of the 
trade to the Clearing Agency; 

(B) certifies to its tustomers that (I) with respect to its electronic trade 
confirmation/affirmation system, that it has a capacity requirements, 
evaluation, and monitoring process that allows the vendor to formulate 
current and anticipated estimated capacity requirements; (ii) that its electronic 
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trade confirmation/affirmation system has sufficient capacity to process the 
specified volume of data that it reasonably anticipates to be entered into its 
electronic trade confirmation/affirmation service during the upcoming year, 
(iii) that its electronic trade confirmation/affirmation system has format 
contingency procedures, that the entity has followed a formal process of 
reviewing the likelihood of contingency occurrences, and that the 
contingency protocols are reviewed and updated on a regular basis; (iv) that 
its electronic trade confirmation/affirmation system has a process for 
preventing, detecting, and controlling any potential or actual systems integrity 
failures, and its procedures designed to protect against security breaches are 
followed; and (v) that its current assets exceed its current liabilities by at least 
five hundred thousand dollars; 

(C) has submitted and shall continue to submit on an annual basis, an 
Auditor’s Report to the Commission staff which is not deemed unacceptable 
by the Commission. An Auditor’s Report will be deemed unacceptable if it 
contains any findings of material weakness; 

(D) notifies the Commission staff immediately in writing of any changes to its 
systems that significantly affect or have the potential to significantly affect its 
electronic trade confirmation/affirmation systems including, without 
limitation, changes that: (i) affect or potentially affect the capacity or security 
of its electronic trade confirmation/affirmation system; (ii) rely on new or 
substantially different technology; or (iii) provide a new service to the 
Qualified Vendor’s electronic trade confirmation/affirmation system; 

(E) immediately notifies the Commission staff in writing if it intends to cease 
providing services; 

(F) provides the Exchange with copies of any submissions to the Commission 
staff made pursuant to .50 (B), (C), (D) and (E) of this rule within ten business 
days; and 

(G) supplies supplemental information regarding their electronic trade 
confirmation/affirmation services as requested by the Exchange or the 
Commission staff. 

.60 "Auditor’s Report" shall mean a written report which is prepared by 
competent, independent, external audit personnel in accordance with the 
standards of the American Institute of Certified Public Accountants and the 
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Information Systems Audit and Control Association and which (i) verifies the 

certifications contained in .50(B) above; (ii) contains a risk analysis of all 

aspects of the entity’s information technology systems including, without 

limitation, computer operations, telecommunications, data security, systems 

development, capacity planning and testing, and contingency planning and 

testing; and (iii) contains the written response of the entity’s management to 

the information provided pursuant to (i) and (ii) above. 
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