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Regulatory Background - Compliance

» Oversight of compliance for funds and their key
service providers is specifically required by
Investment Company Act Rule 38a-1

» Rule 38a-1 and Advisers Act Rule 206-4(7) were

enacted in 2004 to address a gap in fund and
adviser compliance programs

» The SEC called Rule 38a-1 a tool to “strengthen
the hand” of fund boards



Regulatory Background - Compliance

»Under Rule 38a-1, Directors must:

* Approve fund and key service provider
written compliance procedures and review
effectiveness, at least annually

» Designate a fund Chief Compliance Officer
to administer the compliance program (Only
Board can remove CCO and approves
compensation)

* Have a separate meeting between the CCO
and Independent Directors at least annually



Regulatory Background - Risk
Management

»Qversight of risk management is part of
Directors’ general fiduciary obligations

»New disclosure rules about the board’s role in
risk oversight became effective in 2010

» The rules apply to public companies (not just
funds and advisers) cover risk, governance
and compensation matters and were intended
to provide transparency.

» The rules are general as to the description of
the board’s role in risk oversight.



Regulatory Background - Internal Audit

»Rules 38a-1 and 206-4(7) give fund boards
tools for an adviser’'s compliance program

» The adviser’s Internal Audit group can inform
board oversight of compliance and risk
management and help assess the
effectiveness of both

» Internal Audit does not answer directly to the
fund board



Carrying Out Responsibilities -
Compliance

» Directors designate a “Chief” Compliance Officer
but there is a need for infrastructure and support

» Key roles for Directors include

»Understand how key control/risk areas are
identified, assessed and managed

» Evaluate and ensure that adequate resources
and infrastructure are brought to bear

» Apply vigilance, human intellect and
appropriate skepticism



Carrying Out Responsibilities - Risk
Management

» Goal of risk management is to identify,
understand and address risk.

»Key roles for Directors are similar to those with
respect to compliance:

»Understand how risks are identified,
assessed and managed

»Evaluate adequacy of resources
»Apply vigilance, intellect and skepticism



Carrying Out Responsibilities — Using
Internal Audit

»|dentify and assess resources available to the
Board

» Integrate Internal Audit into compliance and
risk reviews, if appropriate

»Key roles consistent

»Understand how risks are identified,
assessed and managed

» Evaluate adequacy of resources
»Apply vigilance, intellect and skepticism



Summary

»Compliance has specific although evolving
regulation.

»Risk is general fiduciary obligation but has
disclosure requirements.

»Internal Audit is a useful resource, if properly
iIntegrated and may provide a different view.

»Multiple resources and perspectives enhance
effectiveness.

» Directors should recognize limitations,
understand changing environments and stay
current.
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Overview ~ ’

“Where we are coming from...” “...where we're headed”
COMPLIANCE
1 PROGRAMS ]
DYNAMIC DYNAMIC & RISK BASED
= Rule 38a-1 = Rule 38a-1
* Written Policies & * Increased pace of regulatory
Procedures change
= Annual reporting * Increased business environment
regarding adequacy & challenges
effectiveness * Federal government
involvement

* Evaluate frequency of
assessment & reviews

* |ncreased Board
communication

RYDEX SGI
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Where we are coming from .. ~’

Rule 38a-1 under the Investment Company Act of 1940, as amended (the 1940 Act) -
Compliance Programs & Communication

|.  Policies & Procedures Designed To:
* Prevent, detect, and correct violations of securities laws by funds

* Provide oversight of the compliance efforts of the funds’ service
providers.

ll.  Annual Report

* On adequacy and effectiveness of implementation

* Reports follow standard protocols
lll. Pre-intervention of federal government in financial services sector
V. CCO meet with Director’s, as needed in Executive Session

V. Interaction, as applicable with Compliance Committee of the Board

RYDEX SGI
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Where we are going ... ﬁ’

Dynamic & Risk Based Reviews Increased & enhanced communication

= Valuation, Money Market Funds, Personal * Analyze & Assess Risks / Interact with CRO’s, as
Trading review/ Insider Trading, Anti- applicable
Money Laundering, Best
Execution,Conflicts of Interest

*  Dodd Frank impact

* Increase frequency of focused reviews and reports
provided to the Board

= Regular updates to the Board on potential impacts
=  Staying abreast of fast-changing regulatory of proposed regulation —“no surprises”

environment = Optimize staffing levels

= Effectively utilize

Greater Economic & Market Pressures

— Regulatory websites

L — Law Firm Alerts
*  Decline in revenue

— Industry articles
- ICl

— Industry Conferences

=  Reductions in staffing
*  Increased mergers / acquisitions

RYDEX SGI
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Legg Mason Business Model

— Enterprise Risk Management

A
Affiliates Strategic
Investing Services
i .
BATTERYMARCH Retail Client
g Distribution Walle
Brandywine GLOBAL Americas
% International &
CLEARBRlD&E
ital
T Lo Cap ta_ Shareholder
CAPITAL MANAGEMENT Allocation Value
LEGG MASON Business
Global Equities Group
- Development
PERMAL
Royce&Associates

WESTERN ASSET
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Definitions:

— Enterprise Risk Management

Risks:

Potential events that may materially affect the firm, especially the subset of unwanted
outcomes

Enterprise Risk Management:

A disciplined process supported by the entire organization designed to identify potential
events that may materially affect the firm, and manage risk to be within our risk appetite, to
provide reasonable assurance regarding the achievement of our objectives in a cost-
effective manner

LEGG MASON

GLOBAL ASSET MANAGEMENT



ERM Program Objectives

—_—

Enterprise Risk Management

Promote risk awareness and enhance risk management practices
Support risk-aware decision-making across the enterprise (focusing on our
key initiatives)

Support boards (Corporate and Fund) in executing their oversight
responsibilities to ensure appropriate risk management controls and
procedures are in place

Meet constituent and regulatory (US and Global) expectations for risk
management controls and procedures

Ensure that capable programs, processes, systems and resources exist to
act on risk indications in a timely and coordinated manner

Engage in surveillance to identify significant risk exposures on an individual
and aggregate basis

Gather and report key enterprise risks to executive leadership and the Legg
Mason, Inc. Board of Directors Risk Committee

LEGG MASON

GLOBAL ASSET MANAGEMENT




Governance Structure

— Enterprise Risk Management

Legg Mason, Inc Board of Directors
Legg Mason, Inc. Board of Directors Risk Committee

Legg Mason Executive Committee

Legg Mason Risk Management Oversight Committee

Investment risk Business risk

* Ensures results are consistent with mandates, client expectations and « Timely and consistent identification, evaluation and mitigation of

market environments corporate and operational risks

* Enterprise, Affiliate and product-level measures « Parent and affiliate-level considerations

* Independent, quantitative analysis of performance and investment risk * Qualitative assessments by senior leaders in major business functions
including: Affiliates, Finance, Legal and Compliance, Distribution,
Product Administration, Operations and Technology, and Human
Resources

Legg Mason Affiliates

LEGG MASON
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Interactions — ERM/Compliance/Internal Audit

— Enterprise Risk Management

Governance

Enterprise Risk Management

Operational/ Financial and

Governance Strategic Infrastructure Reporting

Compliance

Programs and Initiatives (examples)

Disclosure Internal

Compliance Valuation Control Control

Tomorrow

Yesterday

LEGG MASON
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Focus: ‘Frederick the Great'

— Enterprise Risk Management

Strategic

* Product and instrument performance
* Client flows

* Product range and development

* Distribution

* Business development

Summary Risk
Portfolio

« Human capital
* Financial performance

* Legal, regulatory and compliance

* Operations, technology and continuity
* Vendor management

» Concentrations and counterparties

* Liquidity

* Leverage

* Valuation

* Trading

* Investment compliance

OHe who defends everything, defends nothingEQ  Frederick the Great, King of Prussia from 1740-1786

LEGG MASON
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Board Reporting — What many boards get at least annually*...

—_—

Enterprise Risk Management

Periodic overview of management’s methodologies used to assess,
prioritize, and measure risk

High-level summary of the top risks for the enterprise as a whole and its
operating units

Summary of emerging risks that warrant board attention

Summary of significant gaps in capabilities for managing key risks and the
status of initiatives to address those gaps

Risk reports, such as trends in key risk indicators
Report on effectiveness of responses for mitigating the most significant risks

Summary of significant changes in the assumptions and inherent risks
underlying the strategy and their effect on the business

Summary of exceptions to management’s established policies or limits for
key risks

Scenario analyses evaluating the impact of changes in key external
variables impacting the organization

LEGG MASON (*Protiviti survey for COSO B December, 2010)
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LM Board Risk Committee Charter

— Enterprise Risk Management

* LM Board Risk Committee charter is publicly available at:

www.leggmason.com/about/documents/risk_committee charter.pdf

LEGG MASON

GLOBAL ASSET MANAGEMENT
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Enacting a Risk Intelligent Governance Program

Benchmark
and evaluate
the
governance
process

Define the
board’s risk
oversight role

Risk

Intelligent
Governance

Foster a risk
intelligent
culture

Help
management
incorporate
risk
intelligence
into strategy

Copyright © 2011 Deloitte Development LLC. All rights reserved.



What are others doing?

* Board committee structure
* Risk agenda

* Reporting to the Board
- Participants
- Risk assessment
= Identified risks
= Ratings
= Level of detail
- Findings

» Evaluating the role of risk management personnel and functions

- Convergence of risk

- Interplays between Compliance, Internal Audit and Risk Management functions
= Historically, risk functions have developed independent view points
« Predictive vs.. Historical

Copyright © 2011 Deloitte Development LLC. All rights reserved.



The Risk Intelligent Enterprise™

Risk Governance i Board of Directors

Common Risk
Infrastructure

echnology

Risk Process

Risk Infrastructure
and Management

Design, Monitor,
Evaluate iCHEee

. ) . : Implement & Assure &
Risk Ownershi p
P NN ©RES Test Controls Escalate

Business Units and
Supporting Functions

Risk Classes
Strategy Operations/

Governance & Planning Infrastructure Compliance Reporting

Defines roles and responsibilities and has a common
language

» Defines responsibility across risk classes for:
 Establishing thresholds

- Managing against thresholds Provides transparency to governing bodies

- Monitoring against thresholds Links risk efforts to organizational/strategic objectives

* Follows a structured discipline

Holistic, cross functional, considers the extended
enterprise

Challenges accepted convention

Predictive vs. historic » Focuses on value creation (rewarded risks) as well as
value protection (unrewarded risks)

Defines what failure looks like

Copyright © 2011 Deloitte Development LLC. All rights reserved.



Nine Principles of a Risk Intelligent Enterprise

Risk Governance

e DEfrian o Fhigk A common definition of risk, which addresses both value presgrva.tion and value creation, is
used consistently throughout the organization

Carmimen Eiek Eremmemenk A common risk framework supportled py appropriate gtandards is used throughout the
organization to manage risks

Roles & Responsibilities Key roles, responsibilities, and a.uthority re'IaFing to risk man?gement are clearly defined and
delineated within the organization

Transparency for Governing Bodies Governing bodies (e.g., Board and Audit Committees) have appropriate transparency and
visibility into the organization’s risk management practices to discharge their responsibilities

Risk Infrastructure & Management

. A common risk management infrastructure that is used to support the business units and
Common Risk Infrastructure : . L L
functions in the performance of their risk responsibilities

Executive management is charged with designing, implementing and maintaining an effective
Executive Management Responsibility J 2 e %roggram ¢ J 2

Other functions (e.g., internal audit, risk management, compliance) provide objective
Objective Assurance and Monitoring assurance as well as monitor and report on the effectiveness of an organization's risk program

to governing bodies and executive management

Risk Ownership

: ] - Business units are responsible for the performance of their business and the management of
Busin nit R nsibilit:
usiness Unit Responsibility risks they take within the risk framework established by executive management

Certain functions have a pervasive impact on the business and not only provide support to the
business units as it relates to the organization's risk program, but also enhance and enable
success when strategically aligned and considered as essential elements of the program

Support of Pervasive Functions

Copyright © 2011 Deloitte Development LLC. All rights reserved.



StakeholderValue

Risk Intelligence Maturity Model

DI A
— A

Integrated

Risk Intelligent

Initial Fragmented

Stages of Risk Management Capability Maturity

m Fragmented Integrated Risk Intelligent

+ Ad hoc/chaotic » Risk is defined » Identify risk universe * Risk management » Risk discussion is

. Enterprise takes differently at different » Common risk activities coordinated embedded in strategic
PEORPIRSE S levels and in different assessment/response across business areas planning, capital
minimal risks into : . .
consideration for parts of the approach developed and Risk analysis tools allocation, product
organization adopted developedand development, etc.

determining the
vulnerability to risks

» No formal procedures
forrisk assessment

Risk is managed in
silos

Limited focus on the
linkage between risks
Limited alignment of
risk to strategies
Disparate monitoring
and reporting functions

Organization-wide risk
assessment performed,
action plans
implemented in
response to high priority
risks

Communication oftop
strategic risks tothe
Senior Management
Team

communicated
Enterprise risk
monitoring, measuring,
and reporting

Scenario planning
Opportunity risks
identified and exploited
On-going risk
assessment processes

» Early wamning systemto
notify the risks above
established thresholds to
Board and management

» Linkage to performance
measures and incentives

» Risk modeling

Copyright © 2011 Deloitte Development LLC. All rights reserved.



Topics from Discussions

» Convergence of Compliance and Risk Management

» Existence of Assets

» Product Profitability Analytics — Incorporation of Reporting, Compliance, and Operations
« Enhanced Oversight by Investors

» Brand Protection/Formalized Public Relations Risk Management

» Operationalizing Contractual Obligations (e.g., MFN, Directed Brokerage, Custom
Reporting, Proxy Voting, Certifications)

« Rationalization of International Operations

» Service Provider/Vendor/Sub-Advisor Oversight (i.e., Extended Enterprise Risk
Management)

* Investment Compliance

« FATCA

« Trading Practices — Allocation, Execution, Brokerage

» Client On-Boarding — Customization and the Impact on Operations and Compliance

» Sub-Accounting

» Securities Lending

» Code of Ethics — Personal Trading, MNPI, Business Relationships, Conflicts of Interest

« Data Management — Quality, Availability, and Disparities Between Management, Analysis,
Compliance, and Reporting

Copyright © 2011 Deloitte Development LLC. All rights reserved.
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