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1. Economic and financial background

Chile’s economic activity remains as dynamic as in previous years, the economy’s openness to foreign markets, together with its macroeconomic and financial sector’s stability, allow a 6% growth estimate for 2007.

For July 2006- June 2007, IMACEC (monthly economic activity index) reaches a 6.1%, while the Gross National Income in the first quarter of 2007 reached USD$30,16 billion,  9.1% greater than the same quarter last year, basically due to the rise in price of mining products, that make up for the oil price rise.  
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The GDP (gross domestic product) was US$30.4 billion during the first quarter of 2007, a 10.94% increase from the second quarter of 2006, of which Financial Services represent 18%, an increase on the 14% recorded during the second quarter of 2006. 
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The Chilean Central Bank has maintained an exchange policy based on a flotation scheme, which is coherent with a financial integration scheme that has resulted in a greater degree of stability in the long run. 
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2. Data on funds under management and portfolios
Assets under management as well as the number of participants in the industry continue to grow as they have in the past. During the period in question, these assets registered a 36.3% increase, topping  USD$21 billion in June 2007, while the participants or investors had a 31.6% increase reaching this year’s goal of 1 million by July 2007. 
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As of June 2007, the total amount of assets under management presents the following distribution:

· Money Market

· Domestic: 71 funds, managing USD$8.49 billion and representing 38.3% of the total assets under management by the Mutual Funds Industry.

· Foreign: 29 funds, managing assets for a total of USD$1.945 billion.

· Bonds

· Domestic: 121 funds, managing assets for a total of USD$3.10 billion representing 14.1% of the total assets under management by the Mutual Funds Industry.

· Foreign: 99 funds, managing assets for a total of USD$1.19 billion.

· Equity

· Domestic: 76 funds, managing assets for a total of USD$1.95 billion representing 8.8% of the total assets under management by the Mutual Funds Industry.

· Foreign : 158 funds, managing assets for a total of USD$1.45 billion, representing 6.6% of the total assets under management by the industry.

· As of June 2007, the industry is composed of 963 series of funds versus the 781 registered during July 2006.
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Equity funds have considerably increased the total assets under management (AUM); while in 2004 they only represented less than 5% of the totality of funds, as of June 2007 they make up for 15%. On the other hand, Bond mutual funds have decreased their participation reaching a 16% of the totality of funds in June 2007, versus 41% in June 2004.  
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3.
Key trends in flows and assets under management
The Mutual Funds industry’s growth is linked to:

· The development of products designed to satisfy the needs of natural persons, companies and large investors with diverse investment objectives.

· Industry is conformed by 21 Management companies
· Self-regulation: the process started towards the end of 2005, which shows investors the maturity of the industry. 

· Publicity and advertising, combined with education, which has allowed Mutual funds to become an alternative for investment and savings. 
Mutual Funds in Chile continue to invest mostly in domestic assets. However, foreign investment of mutual funds has evolved from 9.5% as of June 2006, to a 14.5% in June 2007.

Within the national assets, bank and financial instruments continue to be the most common in the portfolio, representing more than 70%.
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Foreign investment is divided in 2 global categories, basically depending on the country’s economy. 

· Developed: as of June 2006 the developed category represented 68.5% of the total assets invested internationally, in June 2007 this figure dropped considerably to 53%. In spite of the previous,  it is worth noting:

· USA: 58% growth

· Developed Europe: 175% growth

· Asia: 53% growth

· Developing: the fund allocation grew from 31.5% in June 2006 to 46.8% in June 2007. In this category the outstanding sectors are:

· Latin America
· Developing Asia
· Developing Europe
All of the previous have had a 170% growth in assets since June 2006.
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APV Market - Voluntary Retirement Savings
The APV industry, which the Mutual Funds joined in 2002, has grown approximately 52% in the last 12 months. In this highly concentrated market, Mutual Funds are the highest growing participants, reaching a 91% increase in total assets under management, with a 18.8% market share, whilst the AFP’s (mandatory pension funds) possess a 71% market share and represent a 43.7% growth.   
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4. Regulatory and self regulatory developments (including tax)

Mutual Funds in Chile are regulated by the “Superintendencia de Valores y Seguros” (Security and Insurance Superintendence or SVS) which has unrestricted access to:

· Revise all the portfolios and documents of the Mutual Funds Management Companies

· Demand information to determine the Managing Company’s solvency 

4.1 Capital Market Reform  

In June 2007, Law N° 20190 entered into effect, allowing the modernization of the capital market, known as “MK2”.

The main effects of this reform on the Mutual Funds industry are:

· More flexibility and competitiveness in the mutual funds industry by allowing for a tax deferral when the flows are transferred between different funds and /or  managing companies, until the funds are rescued out of the system. 
· More competitiveness due to the removal of VAT from voluntary pension funds. This implies matching AFP tax conditions, which are the main participants in the voluntary pension funds industry. 

· Increment security in the system because of the Mutual Funds assets’ immunity from distraint.

· Increase in the limit of the managing companies’ investments and their related parts in managed mutual funds from 15 to 40%.     

4.2.  Money Laundering and Terrorism financing Prevention

In August 2006, SVS emits Memorandum 1809, which details instructions on how to prevent Money laundering and terrorism financing, based on GAFI (International Finance Action Group – “Grupo de Acción Financiera Internacional”) requirements, and it covers:

· Prevention, detection and avoidance of facilitating actions that present unusual or suspicious characteristics, meaning every action or transaction that, according to the use and customs of the pertinent activity, results unusual or lacking economic or legal justification, be it an isolated or recurring account. 
· The entities, including the Mutual Funds managing companies, must create and perfect tools that allow the detection, control and notification to the authorities of those actions that may be considered suspicious.
· The fact that each entity must designate a compliance officer, which should be, to the extent possible, independent from the business, audit and risk areas of the financial entity.
· Managing companies should define and communicate a clear behavior code to all the members of the staff.
4.3 Mutual Funds Investment in derivatives
Mutual funds investment in derivatives has been regulated since 1996, where the requirements and maximum limits for investments on these type of instruments was established.

In December 2006, the law is reproduced and broadened for these instruments, diversifying the type of underlying asset of the contracts involved in the operations of mutual fund derivatives.

Through this norm the Mutual Funds managing companies are allowed to put into effect the following types of contracts for the funds they manage:

· Call and put options of the pertinent assets, in Chile and in those countries that abide the conditions established by SVS

· Financial futures

· Forwards

The option and financial future contracts should be formalized or traded in stock or exchange markets inside or out of Chile and should have a clearing bank as a counterpart entity, while the international forward contracts should have a Bank classified as Level 1 or 2 as a counterpart for short term debt and Level A for long term debt.

The assets pertaining to option, financial futures and forward contracts will be:

· Currencies
· Indexes, which fulfill the following requirements:

· Enough information dissemination regarding the index’s behavior

· The entity that develops the index follows a norm or regulation for its calculation, and that this regulation or norm is available to the public.

· Equity
· Fund installments

· Interest rates and fixed income instruments

· Products, commodities and representative titles of said assets

For all these types of funds, the norm establishes maximum percentages of the fund asset to be invested in these contracts, and maximum terms to exceed the established percentage, indicating the existence of a ceiling for this investment, however, guaranteed structured funds are treated differently, with higher limits and indefinite terms of investment if for market reasons this should be the case. 

4.4 Standard Valuing System
· The methodology was developed as part of the Industries self-regulatory process. Today the use of the system is validated and audited by the regulatory entity (SVS), assuring that the mutual funds use the Standard Valuing System to value the totality of income debt instruments in local currency, that are present in the operation fund portfolios.

· During 2007, this system managed by Risk America, a branch  of the Universidad Católica de Chile, has consolidated its implementation and today servicing the entire industry. 
· Since the start of the system the Mutual Funds industry agreed to be permanently audited by an independent entity which operates under the norms established by the industry.

· The Standard Valuing Systems fundamentally considers market information, designating a weighted average price effectively paid, when an instrument is traded during the day and defining through a mathematical model the price to assume for low liquidity instruments.

· Registering the pricing exceptions (in taking the price given by the system) of certain instruments, allows the control and revision of the system, and it also constitutes a source to improve the methodology.

· Exceptions (in taking the price given by the system) are received daily and are informed to the associates who have the option to object to them. Risk America informs the price variation to be considered and their impact on the following day’s rates.
4.5 Criteria for the comparison of Funds

To allow the investors to compare fund yields, the Mutual Funds Association implemented in January 2007 a new fund classification, based on their effective investment strategy.

· Investment Mutual funds and Debt instrument

· Money Market funds (duration under 90 days)
· Domestic

· Foreign 
· Debt funds ( duration under 365 days)
· Domestic

· Foreign 
· Debt and bonds funds (duration over 365 days)
· Domestic

· Foreign 
· Flexible origin: maintain at all times between 40% to 100% in domestic debt instruments over 365 days.

· Equity Mutual Funds
· Domestic Equity funds
· International Equity funds: these present subdivisions according to their effective investment strategy, if it aims to a pure origin meaning their investments are focused in one region, then they will be called by the name of the region (USA, Europe, Developed Pacific Asia, Latin America, Developing Europe and Developing Asia). If the investments aren’t focused in any specific area, they will be split between developing or developed markets.

· Balanced Mutual funds: these funds may actively vary their portfolio in capitalization and debt instruments. This category is subdivided according to the variable income rank that its portfolio owns, being conservative or aggressive.

· Closed-end Funds: funds that guarantee the allocated nominal capital.

· Qualified investor oriented funds
5. Corporate governance- major developments 

All of the 21 existing mutual funds management companies integrate the Chilean Mutual Funds Association which represents the industry’s interests. The Association pursues 3 basic goals: promoting the industry’s development, advancing on a self-regulation policy, and promoting the knowledge and operation of the industry as well as mutual funds as a savings or investment alternative.
The Association is constantly working to guarantee complete, timely and relevant information for the decisions made by participants and the general public. The entity is focused on advancing on information disclosure issues, through an industry’s agreement, put in effect in 2006 that compromises  all the managing companies to inform, on a monthly basis, a detailed report on placements, transfers and rescues for every fund under management. The agreement is constantly being updated and revamped to assure validity according to the dynamics of the market.
According to the securities law  in place since 1981, the mutual funds management companies must comply with certain requirements to exist and operate. 
· A guarantee is required, it should be no less than, approximately  US$360,000 in fund benefits

· Information should be valid, sufficient and timely to the fund participants and general public, on the essential fund characteristics and any other fact related to management.

· In board elections where they have invested funds, the vote of shareholders that have the control of that society or related persons is not permitted. 

In addition, as a result of a second capital market reform, a new requirement is enforced for mutual fund managing companies that establishes having different bank accounts to separate the management of third party assets invested in funds and that which is the company’s own. Furthermore, the new reform also declares that the money in these third party accounts is protected under all legal effects.
6. Funds Governance
The current securities law demands that managing companies work under a fund management rulebook.

Mutual funds risk rating in Chile is voluntary. However, classified funds now make up 30% of the total assets  managed by the industry. Mutual funds in Chile have faced a strong growth during the last decades, so it is a good sign that managing companies undergo a voluntarily technical scrutiny performed by professional and independent entities.

7. Product developments
Close-end funds have continued to consolidate; there are 46 funds that hold 4.0% of the industry total assets. These funds have a minimum guaranteed income that is assured and calculated as the highest yield obtained during the so called “selling” or “market” period. The value cannot be lower than 80% of the price during that period. They are guaranteed by a third party that cannot be the same as the administrator or management company.
Qualified MF Investors have consolidated and by June 2007 there are 35 funds of this type that represent 1.7% of the total assets managed by the industry. These funds focus on large investors and preferential clients given the requirement of higher minimum investments.

Investments in emerging markets have grown by more than 170% in the last 12 months, representing an increase of 15.3% in total foreign assets under management. The same has occurred for investments in the European developed markets, showing an increase of more than 175%, taking away investment from the USA market.

8. Other major issues and developments 
8.1 Marketing Plan
The 21 management companies that make up the AAFM pursue 3 basic goals, to promote the industry’s development, to self-regulate and to contribute to the dissemination and knowledge of Mutual funds as an investment and savings instrument, to which in 2005 it started a generic marketing campaign aimed to show Mutual funds as an alternative of investment and savings, the success of these campaigns (2005 and 2006), resulted in a new campaign in 2007 aiming to educate future investors in concepts of yield, risk, liquidity, volatility, diversification, etc. so that every person can make the best investment and savings decision.
The new campaign was based on microprograms that were shown during the evening news commercial breaks in a newscast format, with validators and participants that deliver the information as a testimony. 

8.2 Agent training

Training programs are being carried out constantly in order to maintain all of the fund management companies’ investment agents prepared and qualified to inform and categorize clients so that they can make better decisions based on their risk profile.
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