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In an April 30, 2001 letter to Craig S. Tyle, General Counsel of the Investment Company Institute, the staff of the
Securities and Exchange Commission (“SEC”) clarified a mutual fund’s obligation to use fair value pricing when
market quotations are not readily available. The SEC staff stated that:

If the fund determines that a significant event has occurred since the closing of the foreign exchange or
market, but before the fund’s NAV calculation, then the closing price for that security would not be
considered a ““readily available’ market quotation and the fund must value the security pursuant to a fair
value pricing methodology. (Emphasis added.)

Based on this statement, the critical inquiry is what constitutes a “significant event?” The SEC staff letter defines
a significant event as “an event that will affect the value of a portfolio security” but does not explain how that
determination is to be made. The staff did provide some examples. It observed that “significant fluctuations in
domestic or foreign markets may constitute a significant event.” The letter further noted that significant events
may also stem from occurrences that are not directly tied to the securities markets, such as natural disasters, armed
conflicts, and significant governmental actions.

In White Paper #4', we suggested that significant fluctuations in markets constitute the overwhelming majority of
significant events. This hypothesis, which is gaining acceptance, leads to additional questions, including: (1)
How should market fluctuations be measured? and (2) How significant must a market fluctuation be to constitute
a “significant event”? The SEC has as yet provided no guidance for answering these inquiries.

One way to identify and measure market fluctuations is to track changes in relevant market indices. The SEC
letter mentioned that:

Some funds have established milestones or trigger points which also may signal that significant events
have occurred since the close of the foreign exchange or market on which their portfolio securities trade,
such as a certain percentage rise or fall in the value of a basket of foreign securities that trade on another
market, or a certain percentage change in a foreign futures index.

Ideally, the index that a fund selects would be one which provides up-to-date information at the close of all
relevant foreign markets. The S&P 500 futures index might be a good choice because it is traded virtually
twenty-four hours a day in substantial volume. The index should also be relevant to the fund’s holdings. Thus,
for a fund exclusively holding Japanese equities, the Nikkei futures index might be the most sensible and efficient
choice. Fluctuations in an index could be measured from 3:00 a.m. to 4:00 p.m. Eastern Time (“ET”) for funds
exclusively holding Asian equity securities, from 11:30 a.m. to 4:00 p.m. ET for funds exclusively holding
European equity securities, or at other times for mixed portfolios, depending on the capitalization of the securities
in each region.

! Pinpointing a “Significant Event’”; Volatility Events Far Exceed Natural Disasters and Government Actions (January 2002)
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In White Paper #4, we suggested that a 0.75% change in the relevant market may constitute a significant event
and thereby require the use of fair value pricing. Indeed, our research supports the conclusion that a significant
event may occur at market fluctuations of less than 0.75%. In 2002, a non-trivial percentage of the arbitrage
opportunity was evident on days with market fluctuations of less than 0.75%. Likewise, in 2003 (January-August
annualized), there is more arbitrage opportunity on days with market fluctuations of less than 0.75% than on days
with market fluctuations of greater than 1.5%.

To measure arbitrage opportunity at various levels, Interactive Data Pricing and Reference Data analyzed the
effects on a hypothetical portfolio of this simple strategy: buy when the S&P 500 futures index rises by a certain
percentage, or “trigger,” between 3:00 a.m. and 4:00 p.m. ET, and sell when the S&P 500 futures index falls by
the same trigger. Interactive Data Pricing and Reference Data measured the excess profit realized by utilizing this
strategy over a buy and hold strategy with 50% invested in the hypothetical portfolio and 50% invested in cash.
We built our hypothetical portfolio based on the reported holdings of five large public funds owning both
European and Asian equities. The following table shows the percentage of excess profits (excess profits were
65% and 41% in 2002 and 2003, respectively) and days traded in 2002 and 2003 based on the following ranges of
triggers: 0 to 0.75%, 0.75% to 1.5%, and over 1.5%.

e In 2002 (the most volatile year since the depression year of 1938), most of the profits (73%) occurred at
triggers greater than 1.5%. However, even in this volatile year, 11% of the profits were achieved at triggers
less than 0.75%.

e By contrast, during 2003 (January-August annualized), only 38% of the profits occurred at triggers greater
that 1.5% and 44% of the profits were achieved at triggers less than 0.75%.
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This demonstrates that, even in less volatile years, to use a 0.75% (or greater) trigger for fair value pricing leaves
considerable room for market timers. Greater precision may therefore be necessary.
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Limitations

These documents are provided for informational purposes only. The information contained in these documents is subject to change without
notice and does not constitute any form of warranty, representation or undertaking by Interactive Data Pricing and Reference Data, Inc.
(formerly FT Interactive Data Corporation). Nothing herein should be construed as a recommendation to buy or sell a security or as
investment advice.

The fair value information used in these white papers was produced using Interactive Data Pricing and Reference Data’s Fair Value
Information Service. Please note that it is the obligation of a mutual fund’s board of directors to determine in good faith the fair value of a
portfolio security. Users of the Fair Value Information Service should be aware that it cannot take the place of a fund’s internal fair
valuation responsibilities. Rather, the Service is designed to provide subscribers with input to their independent fair value determinations.

Interactive Data Pricing and Reference Data makes no representations or warranties that its Fair Value Information Service provides the
only predictive indicators, that input supplied to or by Interactive Data Pricing and Reference Data in connection with its Fair Value
Information Service is complete or free from errors, omissions or defects, or that the evaluations generated by the Service correspond to
prices which could actually be obtained on any given day for any particular security.

Nothing herein is intended to constitute legal, accounting, or other professional advice.

Interactive Data®™ and the Interactive Data logo are service marks of Interactive Data Corporation. Other products, services, or company
names mentioned herein are the property of, and may be the service mark or trademark of, their respective owners.

U.S. Patent No. 7,167,837
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