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Key Discussion Topics 

 

1.   CFTC Rule 4.5 Adoption and Harmonization Proposal: 

Rule Adoption: 
 
On February 9, 2012 the Commodity Futures Trading Commission (“CFTC”) announced the 
adoption of final rules that significantly curtail the ability of registered investment companies to 
claim relief under CFTC Rule 4.5 as well as the rescission of the exemption from commodity 
pool operator (CPO) registration contained in Rule 4.13(a)(4), which is relied on by a substantial 
portion of the hedge fund industry.  The CFTC did not, as it had proposed, rescind the exemption 
from CPO registration under Rule 4.13(a)(3) for hedge funds that conduct a de minimis amount 
of trading in futures, commodity options, swaps and other commodity interests.1   
 
The final rules will require full CPO registration by investment advisers operating registered 
investment companies and private funds that conduct more than a de minimis amount of 
speculative trading in futures, commodity options and other commodity interests.2  Those 
investment advisers required to register as CPOs as a result of changes in Rule 4.5 must become 
registered by the later of December 31, 2012 or 60 days after the effective date of the final 
rulemaking by the CFTC defining the term "swap."  Once an investment adviser is registered as 
CPO for a registered investment company, it will not be required to comply with the CFTC's 
recordkeeping, reporting and disclosure requirements for CPOs until 60 days after the adoption 
of final rules implementing certain proposed exemptions from these requirements for registered 
investment companies.  Investment advisers operating private funds that are currently relying on 
the Rule 4.13(a)(4) exemption will be required to register as a CPO by December 31, 2012, 
unless they are able to avail themselves of another exemption. 
 
CFTC Rule 4.5 currently provides an exclusion from the definition of CPO for advisers 
operating entities regulated as registered investment companies, banks, benefit plans and 
insurance companies.  Prior to August 2003, regulated persons claiming eligibility for the 
exclusion under Rule 4.5 were required to represent that commodity futures or options contracts 
entered into by the qualified entity were for bona fide hedging purposes3 and that the aggregate 
initial margin and/or premiums for positions that did not meet the bona fide hedging criteria did 
not exceed 5% of the liquidating value of the qualifying entity's portfolio, after taking into 
account unrealized profits and losses.  The rule further required that participation in the 
                                                 
1  The release announcing the final rules may be found on the CFTC website at: 

http://www.cftc.gov/ucm/groups/public/@newsroom/documents/file/federalregister020912b.pdf.  
2  The CFTC made clear that a controlled foreign corporation (CFC) that is engaging in commodity trading is 

itself a commodity pool and, accordingly, advisers operating a CFC must register as a CPO unless they qualify 
for an exemption "on their own merits."  Final rules at p. 31. 

3  Bona fide hedging transactions and positions are defined at CFTC Rule 1.3(z) (17 C.F.R. § 1.3(z)). 
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qualifying entity not be marketed as participation in a commodity pool or otherwise as a vehicle 
for trading commodity futures or options.  In August 2003, as part of a larger overhaul of its 
regulation of CPOs and commodity trading advisors (CTAs), the CFTC eliminated the Rule 4.5 
eligibility conditions that required the qualified entity limit speculative trading to 5% of the 
liquidating value of its portfolio and not market itself as a vehicle for exposure to commodity 
futures or options.4   
 
The final rules return Rule 4.5 to its pre-2003 requirements for registered investment companies 
(but not for the other types of regulated entities), with a potentially significant change to the 
definition of de minimis.  Banks, benefit plans and insurance companies currently relying on the 
exemption are unaffected by the changes and may continue to conduct their commodity pool 
businesses without registration.  In a comment letter the National Futures Association (NFA) had 
suggested broadening the scope of the coverage to apply the same types of limits as the revised 
rule does on registered investment companies on the other regulated entities.   
 
In the case of registered investment companies, the CFTC noted in the final rule release, as it had 
in the proposal, that it was concerned that funds were "offering de facto commodity pools" and 
should be subject to CFTC oversight to "ensure consistent treatment of CPOs regardless of their 
status with respect to other regulators."5  As a result of the adopted changes, a registered 
investment company6 will no longer be able to rely on Rule 4.5 to avoid registering the 
investment adviser as a CPO if the registered investment company invests more than an 
immaterial amount of its assets in commodity futures, commodity options and swaps other than 
for hedging, or markets itself as providing commodity exposure.  In response to requests from 
commenters, the CFTC confirmed “that the investment adviser for the registered investment 
company is the entity required to register as the CPO,” if registration is required.  Prior to the 
adoption of the Final Rules, there was a lack of clarity around which entity or persons might be 
considered to be the CPO of a registered investment company that was deemed to be a 
commodity pool.  Many in the industry were concerned that a registered investment company’s 
board of trustees or directors would be required to register.  The CFTC recognized that requiring 
trustees or directors to register as CPOs “would raise operational concerns for the registered 
investment company as it would result in piercing the limitation on liability for actions 
undertaken in the capacity as director.”7 
 
In order to rely on amended Rule 4.5, the registered investment company will have to limit the 
aggregate initial margin it posts for its speculative commodities-related trading to 5% of the 
liquidating value of its portfolio, after taking into account unrealized profits and losses.  

                                                 
4  Additional Registration and Other Regulatory Relief for Commodity Pool Operators and Commodity Trading 

Advisors; Past Performance Issues.  68 Fed. Reg. 47221 (Aug. 8, 2003). 
5 Final rules at p. 10.  See also Commodity Pool Operators and Commodity Trading Advisors: Amendments to 

Compliance Obligations 76 Fed. Reg. 7976, 7984 (Feb. 11, 2011). 
6  The CFTC made clear in the Final Rules that the "investment adviser for the registered investment company is 

the entity required to register as the CPO."  Final Rules at p. 29. 
7 Final Rules at p. 29. 
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Alternatively, the registered investment company may limit the aggregate net notional value8 of 
its speculative commodities-related trading positions to 100% of the liquidation value of the 
registered investment company's portfolio, after taking into account unrealized profits and losses 
(excluding the in-the-money amount of an option at the time of purchase).  The new exclusion 
added by the rule allows a registered investment company to enter into derivatives having a net 
notional value equal to up to 100% of the registered investment company’s net asset value 
(NAV).  Although this exclusion does provide additional flexibility over the 5% limitation, it 
may not be useful to funds investing in commodities through a controlled foreign corporation 
(CFC) because the rule treats that CFC itself as a fund and would measure notional value based 
on the NAV of the CFC.  In addition, the rule limits the ability of a fund to market itself as a 
vehicle to provide commodities exposure even if the de minimis thresholds are met. 
 
The CFTC had proposed to rescind the exemptions available to persons that operate pools 
exempt from registration under the Securities Act of 1933 (Private Funds) under both CFTC 
Rules 4.13(a)(3) and (4).  The final rules, however, only rescinded Rule 4.13(a)(4) and retained 
the exemption under Rule 4.13(a)(3).  Accordingly, advisers operating Private Funds (i) that are 
offered only to sophisticated investors referred to in CFTC Rule 4.7 as qualified eligible persons 
(QEPs), accredited investors or knowledgeable employees; and (ii)  where either the aggregate 
initial margin and/or premium attributable to commodity interests (both hedging and speculative) 
do not exceed 5% of the liquidation value of the pool’s portfolio or the net notional amount of 
the commodity interests held by the pool do not exceed the fund’s NAV will continue to be able 
to claim an exemption from registering.  The rescission of Rule 4.13(a)(4)  means that advisers 
operating Private Funds will no longer be able to claim exemption from CPO registration for 
funds that are offered only to institutional QEPs and natural persons who meet both definitional 
and portfolio QEP requirements that hold more than a de minimis amount of commodity 
interests.  As of December 31, 2012, a Private Fund that currently relies on this exemption will 
be required to register an operator as a CPO  unless it is able to claim another exemption from 
CPO registration, such as that in CFTC Rule 4.13(a)(3). 
 
Full registration as a CPO is a relatively involved process and typically takes from 6-8 weeks to 
complete.  Registration involves submission of the Form 7-R for the CPO, Form 8-Rs for all 
natural person Principals and for all Associated Persons (APs) along with fingerprints for such 
Principals and APs, as well as proof that each such AP passed the required proficiency exams 
(generally the Series 3 or 31).  At least one Principal will be required to be registered as an AP.  
Fully-registered CPOs will also be subject to CFTC and NFA regulation.  Such regulation 
includes providing disclosure documents to pool participants that are subject to review by NFA, 
recordkeeping and periodic and annual reporting requirements, including delivery of audited 
annual financial statements.   
 
Registered CPOs may rely on CFTC Rule 4.7 for relief from certain requirements.  Rule 4.7 
provides relief from the disclosure, recordkeeping and reporting requirements for CPOs that 
offer interests in private pools investing in commodities solely to QEPs.  Currently, Rule 4.7 
provides that a CPO claiming relief under the rule is not required to provide its pool participants 
                                                 
8 Under the final rules, for determining the "net notional value" the registered investment company may net 

futures contracts with the same underlying commodity across designated contract markets and foreign boards of 
trade and swaps cleared on the same designated clearing organization. 
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with audited annual financial statements.  The CFTC’s final rules rescind this relief and require 
CPOs operating pools pursuant to relief under Rule 4.7 to have the annual financial statements 
for the pool certified by a public accountant.9  The rules do not, however, rescind the other types 
of relief offered under Rule 4.7.  Accordingly, a Private Fund that will now be required to 
register an operator as a CPO due to the rescission of  Rule 4.13(a)(4), will be able to claim at 
least some relief from the disclosure, recordkeeping and reporting requirements under the CFTC 
rules. 
 
The rescinding of 4.13(a)(4) also means that a number of investment advisers will be required to 
register with the CFTC as commodity trading advisors (CTA).  Investment advisers who 
currently operate under an exemption from CTA registration under CFTC Rule 4.14(a)(8) based 
on the fact that they provide advice only to pools that are exempt under Rule 4.13(a)(4) will be 
required to register as CTAs with the CFTC and become NFA members.  These advisers will 
also be subject to the full scope of CFTC and NFA requirements applicable to CTAs. 
 
The changes will impact a wide variety of private funds and other investment managers, such as 
family offices.  Given that part of the basis for the CFTC decision to roll back Rules 4.13 and 
4.14 was to apply Congressional intent expressed in The Dodd Frank Wall Street Reform and 
Consumer Protection Act, it is surprising that the CFTC declined to adopt a carve out for family 
offices as Congress did in the case of SEC registration. 
 
Currently, Rules 4.5, 4.13 and 4.14 require persons claiming relief from registration with the 
CFTC to electronically file with NFA a notice claiming such exemption at inception.  The final 
rules require that on an annual basis, in order to retain eligibility for the exemption, persons who 
are still eligible for relief under Rules 4.5, 4.13 and 4.14 must affirm the accuracy of their 
original notice of exemption, withdraw the exemption if they cease to conduct activities 
requiring registration or exemption from registration, or withdraw the exemption and apply for 
registration. 
 
Harmonization Proposal: 
 
On February 9, 2012 the CFTC also issued a harmonization proposal (Harmonization of 
Compliance Obligations for Registered Investment Companies Required to Register as 
Commodity Pool Operators)10 by which the CFTC intends to address some issues arising from 
potentially inconsistent, duplicative or conflicting disclosure and reporting obligations that 
would become applicable to registered investment companies whose investment advisers will be 
subject to registration as commodity pool operators due to changes to Rule 4.5 the CFTC just 
adopted.  Specific areas that had been identified as candidates for harmonization were in three 
key areas:  disclosure documents, periodic reports and recordkeeping.  

                                                 
9  The final rules also amend Rule 4.7 to incorporate the new accredited investor standards by reference to the 

applicable SEC rule rather than including the terms of the rule, so as to avoid having to amend Rule 4.7 in the 
event that the SEC later changes the accredited investor standard. 

10  The release announcing the harmonization proposal may be found on the CFTC website at:       
http://www.cftc.gov/ucm/groups/public/@newsroom/documents/file/federalregister020912.pdf  

DB1/ 69227563.1 
 

7 
 

http://www.cftc.gov/ucm/groups/public/@newsroom/documents/file/federalregister020912.pdf


 Disclosure Documents  

Content and Presentation Requirements. Rather than prepare both a prospectus to be filed with 
the SEC and a separate disclosure document to be filed with the CFTC and NFA, registered 
investment companies no longer able to rely on Rule 4.5 may include CFTC-required disclosures 
in their prospectuses. In the Proposed Harmonization Rule, the CFTC provides that certain 
disclosures that are required to be presented in the forefront of a disclosure document, but that 
are not consistent with Form N-1A's Summary Section disclosure requirements, may instead be 
presented immediately following the Summary Section of the prospectus. 

Delivery Requirement. A CPO is currently required to deliver a disclosure document prepared in 
accordance with CFTC Rules 4.24 and 4.25 to each prospective investor in the pool by no later 
than the time it delivers to the prospective investor a subscription agreement for the pool. CFTC 
Rule 4.21 further requires that a CPO may not accept or receive funds, securities, or other 
property from a prospective investor unless the CPO first receives a signed and dated 
acknowledgement from the prospective investor stating that he or she received the disclosure 
document. 

In response to comments that these requirements are at odds with prospectus delivery 
requirements applicable to registered investment companies under Section 5(b)(2) of the 
Securities Act of 1933 (Securities Act), the CFTC proposes to amend Rule 4.12(c) to permit the 
CPO of any pool whose interests are offered and sold pursuant to an effective registration 
statement under the Securities Act to claim relief from, among other requirements, the disclosure 
document delivery and acknowledgement requirements under Rule 4.21. Currently, CFTC Rule 
4.12(c), which was adopted to provide compliance relief to exchange-traded funds, is available 
only to CPOs of pools whose interests are both offered and sold pursuant to an effective 
registration statement under the Securities Act and listed for trading on a national securities 
exchange registered as such under the Securities Exchange Act of 1934. The relief provided by 
Rule 4.12(c) is subject to certain conditions, including that the CPO make the disclosure 
document readily accessible on its website. In addition, to rely on the exemptive relief provided 
by Rule 4.12(c), a registered investment company and its CPO must file a notice of claim for 
exemption consistent with the requirements of Rule 4.12(d). 

Performance. Registered investment companies subject to Part 4 of the general regulations 
under the Commodities Exchange Act will be required to comply with the performance reporting 
requirements of Rule 4.25. While certain of the CFTC performance reporting requirements 
overlap with those required by the SEC and the federal securities laws, others do not. Most 
notably, Rule 4.25(c) requires that pools that have less than a three-year operating history 
disclose the performance of each other pool operated by the CPO (and the CTA, if applicable) 
and each other account traded by the CPO (and the CTA, if applicable). 

In the Proposed Harmonization Rule, the CFTC specifically recognizes that such reporting may 
conflict with the SEC's position concerning the use of past performance and seeks comment on 
whether it should try to harmonize its past performance reporting requirements with those of the 
SEC. To the extent such performance disclosure is required, the CFTC is proposing that the 
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performance of other pools and accounts may be included in the registered investment company's 
statement of additional information (SAI) instead of its prospectus. 

Break-Even Point and Fees and Expenses Disclosure. The Proposed Harmonization Rule also 
contemplates that registered investment companies would present in their prospectus, following 
the Summary Section, a tabular presentation of the calculation of the registered investment 
company's break-even point required by Rule 4.24. The Proposed Harmonization Rule also 
indicates that the registered investment company must disclose all fees and expenses required to 
be disclosed pursuant to CFTC Rule 4.24(i). Certain of the fees required by Rule 4.24(i) are not 
currently required to be presented separately in a registered investment company's fee table 
pursuant to Item 3 of Form N-1A. These fees include brokerage fees and commissions; incentive 
fees other than advisory fees structured as fulcrum fees; commissions or other benefits in 
connection with the solicitation of participations in the pool outside of sales loads and payments 
made pursuant to a Rule 12b-1 plan; clearance fees and fees paid to national exchanges and self-
regulatory organizations; for principal-protected pools, any direct or indirect costs to the pool 
associated with providing the protection feature; any costs or fees included in the spread between 
bid and asked prices for retail forex transactions; and any other direct or indirect cost.11  These 
fees and expenses must be presented together with the break-even analysis. 

Updating Amendments. CFTC Rule 4.26 requires that a new Disclosure Document must be 
prepared and filed after nine months of use. In contrast, registered investment companies are 
generally required to update their prospectuses annually. The CFTC proposes to harmonize the 
updating requirements by permitting CPOs (and CTAs) to file updates to Disclosure Documents 
12 months from the date of the document. 

In addition, generally, CPOs are not permitted to distribute a new or updated Disclosure 
Document until the NFA has reviewed and accepted the Disclosure Document. Registered 
investment companies, on the other hand, file a registration statement pursuant to Rule 485(b) 
under the Securities Act as part of their annual update process that is effective upon filing, unless 
otherwise designated. To accommodate the NFA review and comment process, the CFTC 
proposes to allow registered investment companies to post their updated prospectuses, with any 
changes highlighted, on their websites at the same time they file the updated prospectuses with 
the NFA. Registered investment companies would then post their final prospectuses upon 
completion of the NFA review process. It may be necessary for a registered investment company 
to supplement its final prospectus following its annual update filing with the SEC to reflect 
additional NFA comments because the NFA review and comment process will occur after the 
registered investment company has filed its annual update prospectus. 

  

                                                 
11  Pursuant to Item 3 of Form N-1A, registered investment companies are required to report “Other Expenses” in 

their prospectus fee tables.  Other Expenses include all expenses (except for extraordinary expenses) not 
otherwise disclosed in the registered investment company’s fee table that are deducted from the registered 
investment company’s assets or charged to all shareholder accounts and reported as expenses in the registered 
investment company’s statement of operations.  As a result, certain of the fees and expense required by CFTC 
Rule 4.24(i) may be included in Other Expenses. 
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Cautionary Legend. The Proposed Harmonization Rule also addresses the legends required by 
the CFTC and SEC to be included on the cover pages of a pool's disclosure document and 
registered investment company's prospectus, respectively.  Instead of including two statements 
on the cover page of a registered investment company's prospectus that meet the requirements of 
CFTC Rule 4.24 and Rule 481(b)(1) under the Securities Act, respectively, the CFTC proposes 
that a registered investment company include a single statement that combines the language 
required by both Rule 4.24 and Rule 481(b)(1). 

 Periodic Reports  

CFTC Rule 4.22 requires that CPOs periodically distribute to each investor in each pool it 
operates an account statement consistent with Rule 4.22. Account statements must be distributed 
monthly for pools with net assets of more than $500,000 and at least quarterly for all other pools. 
In the Proposed Harmonization Rule, the CFTC recognizes that its requirement may be more 
burdensome than the semi-annual reporting requirement applicable to registered investment 
companies. Nonetheless, the CFTC does not propose to alter the content or eliminate the monthly 
delivery requirements, in large part because the CFTC believes that the information required to 
prepare the account statement should be readily available on CPOs' websites. The CFTC's 
proposed expansion of the exemption provided by Rule 4.12(c), however, would provide relief 
from the monthly delivery requirement, so long as the CPO makes such information available on 
its website. 

The CFTC also addressed the harmonization of the certifications required by CFTC Rule 4.22(h) 
and Form N-CSR and stated that it will "accept the SEC's certification as meeting the 
requirement under Rule 4.22(h), as long as such certification is part of the Form N-CSR filed 
with the SEC." 

 Recordkeeping 

CFTC Rule 4.23 requires CPOs to make and keep the requisite books and records at its main 
business office. The CFTC's proposed expansion of the exemption provided by Rule 4.12(c) 
would permit registered investment companies and their CPOs to continue to maintain their 
records with third parties subject to certain conditions. In particular, the books and records that 
the CPO will not keep at its main business office must be maintained by the registered 
investment company's administrator, distributor, or custodian, or a bank or registered broker or 
dealer acting in a similar capacity with respect to the registered investment company. In addition, 
in the notice it files with the NFA, the CPO must specify the books and records that each person 
will be keeping and make certain representations, including that it will promptly amend the 
statement if the contact information or location of any of the books and records required to be 
kept by Rule 4.23 changes and disclose in the pool's disclosure document the location of its 
books and records that are required under Rule 4.23. 
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CFTC Seeks Additional Comment on Areas in Need of Harmonization 

In the Harmonization Proposal, the CFTC also seeks comment on several areas, including 
whether there are other provisions of Part 4 that might require harmonization and whether the 
CFTC's proposals regarding break-even analysis and performance reporting strike the right 
balance between providing material information and reducing conflicting or duplicative 
disclosure. In recognition of the NFA's suggestion that the CFTC "consider granting similar 
relief to public commodity pools to avoid giving one structure a competitive advantage over 
other similar structures in the marketplace,”12  the CFTC also is seeking comment as to whether 
the proposed harmonization provisions should be applied to operators of pools that are not 
registered investment companies. 

The regulatory regimes of the SEC and the CFTC contain quite different approaches and 
requirements in a number of areas that would ideally be harmonized to lessen the burden on 
registrants and reduce investor confusion.  Many of the routes suggested by the CFTC for 
harmonization would require changes to the disclosure documents mandated by the SEC to 
specifically incorporate CFTC disclosures yet there currently is no companion proposal from the 
SEC.  
 
Comments on this proposal by the CFTC are due by sixty days after the publication of the 
proposal in the Federal Register.   
 
Other Issues 
 
On a related front, the Internal Revenue Service (IRS) surprised the registered fund industry in 
July 2011 when without notice it suspended the further issuance of its private letter rulings that 
provided assurances of favorable tax treatment to regulated investment companies seeking 
indirect exposure to commodities.  The Investment Company Institute (ICI) met with the IRS 
and the US Treasury Department (Treasury) in August 2011 to express its concerns and followed 
up with proposals for public guidance to address these investment arrangements.13  The ICI 
correspondence noted that substantial competitive pressures have been building as a result of the 
disruption of settled expectations, the newly unlevel playing field and concerns regarding the 
legal analysis underpinning the 70-plus letter rulings already issued by the IRS. 
 
Existing Internal Revenue Code provisions require registered investment companies to pass a 
qualified income test by which they must obtain at least 90% of their income from “good 
income.”  A fund is prohibited from generating more than 10% of its gross income from certain 
direct investments which produce non-passive income, such as trading in personal property, 
which would include trading in commodities.  As a result, funds have gained indirect exposure to 
commodities by investing in controlled foreign corporations (CFCs) and commodity-linked notes 
(CLNs).  Some funds have obtained private letter rulings and other funds have relied on the 
opinions of legal counsel. 
 
                                                 
12  Id. 
13 http://www.ici.org/pdf/25425.pdf  
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At an American Bar Association Tax Section meeting, an IRS representative indicated that the 
IRS realizes the importance of this issue to the mutual fund community and is working on public 
guidance upon which all funds could rely.  The IRS representative indicated that such guidance 
would be available to all funds, whether they had an issued private letter ruling, a pending 
private letter ruling or had proceeded under opinion of counsel.   
 
In January 2012 a hearing at the Senate’s Permanent Subcommittee on Investigations titled 
“Compliance with Tax Limits on Mutual Fund Commodity Speculation” raised questions 
regarding investment companies’ ability to obtain commodity exposure in their portfolios and the 
IRS issuance of private letter rulings that facilitate investment companies obtaining this exposure 
through the use of controlled foreign corporations and commodity linked notes.  IRS 
Commissioner Douglas Shulman and Treasury Official Emily McMahon testified.  The 
Investment Company Institute submitted a response to the hearings14 supporting the 70 plus 
rulings issued by the IRS permitting investment companies to gain investment exposure to 
commodities. 
 
 

2.   Derivatives Concept Release: 
 
On August 31, 2011, the SEC issued a Concept Release on the regulatory framework governing 
the use of derivatives by investment companies under the 1940 Act.15  The Concept Release 
solicits comments from investors, industry participants, and industry professionals on a broad 
range of topics relating to use of derivatives by mutual funds, exchange-traded funds registered 
under the 1940 Act, closed-end funds and business development companies (funds) in 
connection with a comprehensive review being conducted by the SEC and its staff.  The purpose 
of the review is to assist in determining whether regulatory guidance or changes are needed and, 
if so, what type of changes would be appropriate.  Comments were due November 7, 2011.   
 
At the open meeting approving the issuance of the Concept Release, SEC Chairman Mary 
Schapiro noted that the derivatives markets have recently undergone significant changes and that 
the limits on leverage and senior securities set forth in the 1940 Act were historically intended to 
apply to stocks and bonds and did not contemplate derivatives.  Chairman Schapiro stated that 
the regulatory framework surrounding funds’ use of derivatives has developed on an ad hoc basis 
and that the Concept Release will help the SEC determine whether the regulatory regime needs 
to be updated.  Eileen Rominger, Director of the Division of Investment Management, noted at 
the open meeting that derivative instruments are widely used in the industry and emphasized the 
importance of obtaining information, analysis, and opinions from investors, industry participants, 
and professionals in response to the Concept Release. 
 
The Concept Release states that during its review—which substantially predates the SEC’s 
formal announcement in March 2010 that it was conducting a review of derivatives—the SEC 

                                                 
14 http://www.ici.org/pdf/12_senate_psi_commod.pdf.  
15  Use of Derivatives by Investment Companies under the Investment Company Act of 1940, SEC Release No. IC-

29776 (Aug. 31, 2011), available at http://www.sec.gov/rules/concept/2011/ic-29776.pdf.  
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staff has been exploring a number of issues related to the use of derivatives by funds, including 
the following: 
 

• The benefits, risks and costs of using derivatives 
• Whether current market practices are consistent with the leverage, concentration, and 

diversification provisions of the 1940 Act 
• Whether funds substantially using derivatives maintain and implement adequate risk 

management procedures 
• Whether fund boards are providing appropriate oversight of the use of derivatives by 

the funds they oversee 
• Whether existing rules sufficiently address a fund’s pricing and liquidity 

determinations with respect to its derivative investments 
• Whether existing prospectus disclosures adequately address the particular risks 

associated with investing in derivatives 
• Whether funds’ investments in derivatives should be subject to any special reporting 

requirements 
 
Although the SEC staff has been exploring fund investments in derivatives for some time, the 
Concept Release notably marks the first formal instance of the SEC itself soliciting information 
from industry participants on the current use of derivatives.  The Concept Release was neutral in 
its approach, so it is unclear what direction the SEC may take.  Further, because the Concept 
Release will likely elicit many comments, it likely will be some time before the SEC and its staff 
are able to review information received and determine what changes, if any, should be made to 
the regulatory landscape.  The tone of the SEC at the open meeting and the language of the 
Concept Release, however, suggest that the SEC is approaching the question of whether or not to 
change the current regulatory structure in a measured way.  Given the focus on industry input 
and the acknowledgement that derivatives offer benefits to funds and fund investors, it seems 
unlikely that the SEC would prohibit or substantially restrict the ability of funds to use 
derivatives.  At this juncture, the SEC appears to be focused on collecting the information 
necessary to allow it to enhance the current regulatory framework.  However, it would not be 
surprising if the SEC proposes rulemaking in the area to address concerns highlighted by the 
SEC both in the Concept Release and in prior speeches by the staff, including (i) the ad hoc 
nature of the current regulatory regime, (ii) whether the degree of economic leverage achieved 
by funds through derivatives is consistent with the 1940 Act, and (iii) the compliance 
infrastructure adopted by funds in connection with their use of derivatives. 
 
The Concept Release begins with a discussion of the broad use of derivatives by funds and a 
summary of existing regulatory framework under the 1940 Act.  The discussion then focuses on 
senior security issues under Section 18 of the 1940 Act and solicits comments as to whether the 
current asset segregation/earmarking approach used to address senior security issues continues to 
be appropriate, particularly in light of the 1940 Act’s focus on investor protection and, in 
particular, how exposure should be measured.  In this area, the Concept Release suggests that the 
current choice of mark-to-market exposure or notional may not be appropriate and that a measure 
that allows for risk weighting of exposure, such as “value at risk” may be appropriate.  The SEC 
seeks comments on whether fund boards would have sufficient expertise to oversee such an 
alternative approach. 
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The Concept Release also reviews the evolution of the regulatory framework under Section 18, 
discussing the 1979 SEC interpretive release IC-1066616 on funds’ use of leverage and 
subsequent patch-work quilt of guidance in the form of no-action letters and interpretations, and 
then notes common criticisms of the current approach.  The Concept Release goes on to ask 
about possible alternative approaches, including those used by foreign regulators and those 
suggested by the American Bar Association Section of Business Law in its July 6, 2010 report.17 
 
The Concept Release also addresses other issues under the 1940 Act that are implicated by 
funds’ use of derivatives, including diversification, concentration, issuer restrictions, and 
valuation.  Specifically, the Concept Release asks how derivatives should be valued for 
diversification and concentration purposes and requests that funds provide the SEC with 
information about how they value derivative instruments. 
 
With respect to issuer restrictions under Section 12(d)(3) of the 1940 Act, the Concept Release 
discusses possible implications of entering into derivative transactions with a broker-dealer or 
with respect to a reference asset of a broker-dealer or investment adviser.  Although several other 
issues arising under the 1940 Act relating to funds’ use of derivatives were not mentioned during 
the open meeting and are not expressly addressed in the Concept Release—namely custody 
issues, liquidity limitations, compliance with Rule 35d-1 (the so-called “names rule”), and tax 
implications—these areas may be addressed by commenters in response to a general request for 
information in the Concept Release.  The SEC notes in the Concept Release that it may consider 
these and other significant derivatives-related issues, such as disclosure, at a later date.  In any 
event, it is too soon to know for certain what will result from the Concept Release and the 
information it solicits.  
 
On November 7, 2011, the ICI and IDC filed letters in response to the SEC’s request for 
comments on issues relating to the use of derivatives by funds.18  The ICI’s letter focuses on two 
broad topics: leverage and the 1940 Act’s prohibition of the issuance of senior securities; and the 
diversification, concentration, and securities-related issuer tests, particularly as they relate to the 
regulation of counterparty exposure.  The ICI’s principal recommendations are that the SEC: 

• Clearly define “leverage” in the context of Section 18 of the 1940 Act; 
• Take a principles-based approach to asset segregation, which would require a fund to 

adopt Rule 38a-1 policies and procedures regarding asset segregation that address each 
type of derivative the fund intends to use; 

• Issue general guidance that creates appropriate “guardrails” to protect investors; 

                                                 
16 Securities Trading Practices of Registered Investment Companies, SEC Release No IC-10666 (April 18, 1979) 

available at http://www.sec.gov/divisions/investment/imseniorsecurities/ic-10666.pdf  
17  American Bar Association Section of Business Law, Committee on Federal Regulation of Securities, Report of 

the Task Force on Investment Company Use of Derivatives and Leverage (July 6, 2010), available at 
http://meetings.abanet.org/webupload/commupload/CL410061/sitesofinterest_files/DerivativesTF_July_6_201f
final.pdf.  

18  ICI Comment Letter available at http://www.sec.gov/comments/s7-33-11/s73311-46.pdf ; and IDC Comment 
Letter available at http://www.sec.gov/comments/s7-33-11/s73311-24.pdf . 
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• Require funds to look through derivatives and apply the diversification, concentration, 
and securities-related issuer tests to the reference assets of derivatives, not counterparties; 
and 

• Deal separately with counterparty exposures in a rule designed specifically for that 
purpose. 
 

While the SEC’s Concept Release did not seek comment on fund director oversight or suggest 
guidance regarding director oversight, the IDC’s letter makes clear its view that regulatory 
guidance with respect to derivatives oversight by fund directors is not needed.  The IDC asks the 
SEC to affirm that general oversight by fund directors is their appropriate role and that neither 
detailed oversight procedures nor special responsibilities are necessary or appropriate.  With 
respect to the specific topics addressed in the SEC’s Concept Release, the IDC supports a 
principles-based approach to asset segregation, because it would permit funds to segregate an 
amount specific to the actual use and purposes of a fund’s derivatives positions.  Boards would 
then approve asset segregation policies and procedures as they approve other compliance policies 
and procedures under Rule 38a-1 under the 1940 Act.  With respect to the 1940 Act’s provisions 
regarding portfolio diversification and concentrations and its prohibition on investments in 
securities-related issuers, and regardless of how the SEC decides to apply these provisions to 
derivatives, the IDC asks the SEC to make clear that, subject to monitoring under the fund’s 
compliance policies and procedures, fund boards may make reasonable business judgments 
based on information and analyses prepared by investment advisers.  With respect to the 
valuation of derivatives, in light of the variety and complexity of derivatives and the valuation 
methodologies that are applied to them, as well as the absence of any significant problems in this 
area, the IDC does not believe there is currently a need for the SEC to issue guidance. 
 
On February 17, 2012 the ICI hosted a roundtable, 2012 Derivatives Roundtable: Exploring the 
Use of Derivatives by Mutual Funds, Closed-End Funds and ETFs, where regulators and 
industry representatives explored the practical, risk management and legal issues facing mutual 
funds, closed-end funds, and ETFs that use derivatives to help achieve their investment 
objectives. The roundtable participants discussed and debated: 

• Funds’ past, present and future use of derivatives; 
• How best to protect investors while gaining the benefits that derivative strategies can 

provide; and  
• How best to protect funds from counterparty risks? How to deal with compliance 

challenges that derivatives may pose, including valuation and diversification testing? 
 

Although it is too early to tell exactly what the SEC will do, we would expect that the SEC 
would convene a roundtable on these important issues and seek input from all interested parties. 
Then we would expect proposed interpretive guidance or proposed rulemaking seeking to 
accomplish the following: 

• Combining the roughly 30 years of SEC interpretive and no-action guidance into a 
cohesive scheme that clarifies existing ambiguities, including (a) how to satisfy 
coverage requirements; (b) the application of Section 12(d)(3); (c) whether the 
concentration tests should look to the counterparty, the reference instruments, or both; 
and (d) how to evaluate derivatives in connection with the diversification rules. 

DB1/ 69227563.1 
 

15 
 



• Improving disclosure to investors regarding derivatives in fund prospectuses and 
shareholder reports. 

• Requiring enhanced compliance procedures by funds around coverage, valuation of 
derivatives, and use of counterparty collateral to mitigate counterparty risk. 

 
 
 

3.   Status of Rule 12b-1 Reform: 
 
In July 2010, the SEC proposed measures to improve the regulation of fund distribution fees and 
provide better disclosure for investors.19  According to the SEC Fact Sheet20 the proposal would: 

• Protect investors by limiting fund sales charges; 
• Improve transparency of fees for investors; 
• Encourage retail price competition; and 
• Revise fund director oversight duties. 

The following is a brief description of how the proposal would seek to accomplish these goals: 

• Protect Investors by Limiting Fund Sales Charges: 
The proposal would limit the amount of asset-based sales charges that individual 
investors pay. In particular, the proposal would restrict the “ongoing sales charge” to the 
highest fee charged by the fund for sales that have no ongoing sales charge. The current 
arrangement for “service fees” of up to 25 basis points per annum would be unaffected 
except that permissible uses would be expanded. 

 
• Improve Transparency of Fees for Investors: 

The proposal would require the fund to identify and more clearly disclose distribution 
fees (“ongoing sales charge” and “marketing and service fees”) in the fund’s prospectus, 
shareholder reports and investor transaction confirmations. Transaction confirmations 
would also have to describe the total sales charge rate that an investor will have to pay. 

 
• Encourage Retail Price Competition: 

The proposal would enable funds to sell their shares through broker-dealers who 
determine their own sales compensation, subject to competition in the marketplace.  

 
  

                                                 
19 Mutual Fund Distribution Fees; Confirmations SEC Release No. IC 29367 (July 21, 2010) available at 

http://www.sec.gov/rules/proposed/2010/33-9128fr.pdf  
20  SEC Press Release 2010-126 July 21, 2010 available at http://www.sec.gov/news/press/2010/2010-126.htm 
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• Revise Fund Director Oversight Duties: 
The proposal would set automatic limits on fund fees and charges and would thus 
eliminate the need for fund directors to explicitly approve and re-approve fund 
distribution financing plans. 

 
The Investment Company Institute submitted two comment letters to the SEC on this proposal. 
The November 5, 2010 comment letter from the Investment Company Institute21 is summarized 
below. 

General Comments: The ICI made the following general comments regarding the 
proposal: 

• Timing of the Proposal: The SEC should first resolve the debate over the 
appropriate standard of care for investment advisers and broker-dealers and 
then address point of sale disclosure, confirm disclosure and Rule 12b-1. 

• SEC Economic Analysis:  The ICI questions whether the SEC proposal has 
met the statutory requirements for cost-benefit analysis. 

 
Ongoing Sales Charges: The ICI made the following comments regarding the ongoing 
sales charge:  

• Concept of “functional equivalence”. The ICI strongly disagrees that in every 
context a 12b-1 fee that exceeds 25 basis points is the functional equivalent of 
a front-end sales charge. 

• C Shares: C shares have proven to be the best way available for many 
investors to obtain the benefits of flexible asset allocation and the ongoing 
services of a financial professional.  

• The “reference load” used to cap ongoing sales charges: The ICI 
recommends the use of the FINRA sales charge limit of 6.25% as the 
reference load.  

• Retirement Plans: The current use of 12b-1 fees in the retirement plan context 
is clearly not the functional equivalent of a front-end sales charge and the SEC 
should take steps to permit funds to provide on-going compensation for 
ongoing services rendered in the retirement plan context.  

• Money Market Funds:  The release does not appear to contemplate the use of 
12b-1 fees by money market funds.  

• Reinvested Dividends and Distributions: The ICI recommends that the final 
rule permit funds to convert dividend and distribution reinvestments 
proportionately rather than as proposed.  

• The Five Year “Grandfathering” Period: The ICI recommends that the SEC 
consider alternatives that would eliminate or at least mitigate disparities 
between the length of the grandfathering period and the length of the 
conversion schedule for funds with smaller ongoing sales charges.  

 
  

                                                 
21 The ICI Letter of November 5, 2010 is available at http://www.sec.gov/comments/s7-15-10/s71510-1065.pdf  
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Marketing and Service Fees: The ICI requests that the SEC provide unequivocal 
statements in any final rulemaking that, at a minimum, administrative service, non-
distribution service fees and non-distribution payments to retirement plan record keepers 
are outside the scope of Rule 12b-2. 

 
Board Guidance: The ICI supports the SEC’s proposal to eliminate board requirements 
such as the annual approvals of 12b-1 plans and the quarterly reviews of 12b-1 fees. The 
ICI opposes, however, the SEC proposed guidance for directors and sees it as inaccurate, 
inappropriate and unnecessary.  

 
Confirmation Statement Disclosure: The ICI strongly supports changes that would 
improve investor understanding of distribution related fees and expenses.  The ICI 
believes that some of the proposed confirm disclosure is better suited for point of sales 
disclosure.  The ICI expressed concern that the potential complicated fund specific 
confirm disclosure may incent brokers to sell other products.  

 
The December 1, 2010 comment letter from the Investment Company Institute22 supplemented 
their previous submission and provided economic analysis based on a detailed survey of 20 ICI 
member firms that offer 1,044 funds having 12b-1 fees greater than 25 basis points. While 
representing only some 30 percent of funds having 12b-1 fees exceeding 25 basis points they 
represent 64 percent of the total assets of such classes. Based on this survey: 

• The ICI estimated that the cost of implementing the rule will be $418 million 
initially (more than twice the SEC estimate of $159 million); 

• The ICI estimated that the ongoing costs to funds cumulated over the five-year 
grandfathering period would conservatively amount to $345 million (over 8 
times the SEC estimate of $40 million); 

• The ICI questioned the SEC’s estimate that the proposed rule would convey 
annual benefits to fund shareholders of $1.1 billion to $1.3 billion; and 

• The ICI raised questions about the significant issues the SEC’s cost-benefit 
analysis does not anticipate.  

 

  

                                                 
22 The ICI Letter of December 1, 2010 is available at http://www.sec.gov/comments/s7-15-10/s71510-1147.pdf  
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4. Money Market Fund Reform: 

In early 2010 the SEC adopted major changes to the regulations affecting money market funds.23  
These changes incorporated many changes recommended by the Money Market Working Group 
of the Investment Company Institute.24 

The rules amendments were aimed at improving the ability of money market funds to withstand 
the financial stresses that they will inevitably experience.  In doing so, they address the 
regulatory challenge of striking the proper balance between improving the safety of money 
market funds and preserving the ability of money market funds to generate yield for their 
investors.  The rules require, among other things that:  

• Money market funds comply with new, more stringent credit quality and maturity 
standards that make them less vulnerable to market risks;   

• Money market funds meet new daily and weekly liquidity standards so that they have a 
greater portion of their assets in liquid investments and will be in a better position to pay 
redeeming investors under any market conditions.  

• Money market fund managers have to stress test their portfolios under different scenarios, 
such as a sudden increase in interest rates, redemption pressure, or the default of issuers 
of securities held by the fund. 

• Money market funds must disclose portfolio information to the public each month on 
their web sites.  This disclosure will equip investors with information they can use to 
better evaluate the risks of investing in particular funds.  

• Money market funds must file more detailed portfolio reports each month with the 
Commission to enable it to better oversee the funds.  The information, which includes the 
money market fund's shadow NAV, also will be available to the public on a 60-day delay 
and will help investors to see more detail about the risks that a fund may be taking with 
their money.  

The Commission also provided money market fund directors with the ability to promptly close 
and orderly liquidate a money market fund facing the possibility of breaking the buck. 

In November, 2010 the SEC released for comment the Report of the President’s Working Group 
on Financial Markets Money Market Fund Reform Options.25  The Report outlined possible 
reforms that could supplement the new rules adopted by the SEC to reduce the susceptibility of 
money market funds to runs and related systematic risk.   
 
  

                                                 
23 Money Market Reform, SEC Release No. IC-29132 (Feb. 23, 2010), available at 

http://sec.gov/rules/final/2010/ic-29132.pdf.  
24  Investment Company Institute, Report of the Money Market Working Group (March 17, 2009), available at 

http://www.ici.org/pdf/ppr_09_mmwg.pdf . 
25 President’s Working Group Report on Money Market Fund Reform, SEC Release No. IC-29497 (Nov. 3, 2010) 

is available at http://sec.gov/rules/other/2010/ic-29497.pdf.  
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The Report discussed several policy options, including: 
 

• Floating net asset values; 
• Private emergency liquidity facility for money market funds; 
• Mandatory redemptions in kind; 
• Insurance for money market funds; 
• A two-tier system of money market funds with enhanced protection for stable NAV 

funds; 
• A two-tier system of money market funds with stable NAV money market funds reserved 

for retail investors; 
• Regulating stable NAV money market funds as special purpose banks; and 
• Enhanced constraints on unregulated money market fund substitutes.   

The ICI provided extensive comments to the Report in its comment letters of January 10, 201126 
and February 16, 2012.27 

In a speech at the Practicing Law Institute’s SEC Speaks on February 24, 2012,28 Chairman 
Mary Schapiro made the following comments on money market funds: 

“Despite the breadth of Dodd-Frank, there are other gaps in the regulatory system 
that threaten investors that we are working to address. One high-profile area of 
interest is money market funds. As you know, when the Reserve Primary Fund 
broke the buck in 2008, it set off a run so serious that the federal government was 
forced to step in and guarantee the multi-trillion dollar industry. It was a shock 
that reverberated across the market and compelled us to take action. And so, two 
years ago, we adopted regulations making the mix of investments these funds can 
hold more liquid and less risky. But, at the time, I said we needed to do more. 
That is because money market funds remain susceptible to runs and to a sudden 
deterioration in quality of holdings. We need to move forward with some concrete 
ideas to address these structural risks. We’ve spent lots of time and outreach 
reviewing many possible approaches. There are two serious options we are 
considering for addressing the core structural weakness: first, float the net asset 
value; and second, impose capital requirements, combined with limitations or fees 
on redemptions. It’s hard to miss the hue and cry being raised by the industry 
against either of these approaches. But the fact is investors have been given a 
false sense of security by money market fund sponsor support and the one-time 
Treasury guarantee. Funds remain vulnerable to the reality that a single money 
market fund breaking of the buck could trigger a broad and destabilizing run. 
Should that happen, the government will not have the tools it had in 2008. Then, 
Treasury used the Exchange Stabilization Fund to stop the run. But Congress 
eliminated that option when it passed TARP legislation. Today, the money-market 
fund industry and, by extension, the short-term credit market, is working without 

                                                 
26  The ICI January 10, 2011 letter is available at http://www.sec.gov/comments/4-619/4619-49.pdf.   
27  The ICI February 16, 2012 letter is available at http://www.sec.gov/comments/4-619/4619-119.pdf.  
28 The text of the speech is available at http://www.sec.gov/news/speech/2012/spch022412mls.htm. 
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a net. To the extent that there’s a deadline, it’s the pressure that we should feel 
from living on borrowed time. We’ve been incredibly deliberate about this. The 
President’s Working Group report on reform options was issued in October 2010. 
We’ve had extensive public comment. And we held a roundtable with the 
Financial Stability Oversight Council on money market funds and systemic risk 
last May.”  

In addition to Chairman Schapiro’s recent speech there have been many recent reports that an 
SEC proposal regarding money market funds is imminent and about what such a proposal might 
look like. There is another distinguished panel at this conference that will certainly explore that 
area in greater depth.  

5.   Shareholder Report Reform: 

After finalizing the Summary Prospectus initiative with its adoption by the Commission in 
January, 2009, the Director of the Division of Investment Management announced in March, 
2009 in a speech at the ICI Conference29 that: 

“The Division will also be considering reform of fund shareholder annual and 
semi-annual reports. Similar to the summary prospectus, the impetus behind this 
reform is a need for mutual fund disclosure that is easier to understand and 
accessible to investors, while maintaining the same amount of disclosure that is 
available today.  In developing this proposal, the Division is building on its 
experience with the summary prospectus and will be reaching out to the industry 
and shareholder advocates to determine the information that should be in a 
summary shareholder report”.   

Many believe that investment company shareholder reports are lengthy, expensive to produce 
and deliver and of limited value to fund shareholders. Is this an initiative that the Division of 
Investment Management is still pursuing?  

6.   Exchange Traded Funds: 

In March 2008 the SEC proposed a new rule under the Investment Company Act of 1940 that 
would exempt exchange traded funds (“ETFs”) from certain provisions of that Act and certain 
SEC rules.30  Proposed Rule 6c-11 would codify much of the relief and many of the conditions 
of orders that the SEC has issued to index-based ETFs and to certain actively managed ETFs. 
This would enable most ETFs to begin operations without the need to obtain exemptive relief 
from the SEC.  The proposed rule would apply to ETFs that are formed as open-end investment 
companies and have a stated investment objective of maintaining returns that correspond to 
particular indexes or that are actively managed but are fully transparent about their underlying 
holdings.  

                                                 
29  The speech is available at http://sec.gov/news/speech/2009/spch032309ajd.htm.  
30  Exchange Traded Funds, SEC Release No. IC-28193 (March 18, 2008) is available at 

http://www.sec.gov/rules/proposed/2008/33-8901fr.pdf.   
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The proposed rule contained various conditions regarding the transparency of the index and 
portfolio holdings, listing on national securities exchange and dissemination of intraday value, 
marketing, conflicts of interest, and affiliated index providers. 

The proposal, if adopted, would provide exemptive relief regarding the issuance of “redeemable 
securities”, the trading of ETF shares at negotiated prices, in-kind transactions between ETFs 
and certain affiliates, additional time for delivering redemption proceeds, investment companies 
investing in ETFs, and affiliated fund of fund investments in ETFs and other assets. 

The Investment Company Institute submitted a comment letter on May 19, 200831 that was 
generally supportive of the proposal.  

On March 25, 2010 the SEC issued a press release32 announcing that the SEC staff was 
conducting a review to evaluate the use of derivatives by mutual funds, exchange-traded funds 
and other investment companies.  The press release also announced that:  

“Pending the review’s completion, the staff has determined to defer consideration 
of exemptive requests under the Investment Company Act to permit ETFs that 
would make significant investments in derivatives. The staff’s decision will affect 
new and pending exemptive requests from certain actively-managed and 
leveraged ETFs that particularly rely on swaps and other derivative instruments to 
achieve their investment objectives.  The deferral does not affect any existing 
ETFs or other types of fund applications.” 

The deferral announced in that press release is still in effect and has had a significant impact on 
the competitive landscape in the ETF arena.  With the issuance of the Concept Release are there 
plans to modify the staff’s position on the deferral of ETF exemptive requests? 

7.   Exemptive Relief: 

The Investment Company Act of 1940 and the Investment Advisers Act of 1940 are over seventy 
years old and have undergone significant amendment but a few times since their original 
adoption.  The ability of the Commission to provide exemptive relief to applicants has been 
critical to enabling those statutes to be adapted to changing markets and enabling the investment 
management industry to innovate, remain competitive and better serve its clients.  The 
consistent, prompt and efficient provision of such exemptive relief by the SEC is thus of great 
importance to the investment management industry.  

Over the years various suggestions have been made regarding ways the exemptive order process 
could be improved.  Past Directors of the Division of Investment Management have likely all had 
a priority of improving the process for the provision of such relief, especially for routine 
applications.  What are the plans of the current Director for this important area and what can the 
industry do to assist in that effort?  

                                                 
31  The ICI Letter of May 19, 2008 is available at http://www.sec.gov/comments/s7-07-08/s70708-9.pdf. 
32  SEC Press Release 2010-45: SEC Staff Evaluating the Use of Derivatives by Funds is available at 

http://www.sec.gov/news/press/2010/2010-45.htm.  
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8.   Status of Target Date Fund Proposal: 

In June, 2010 the SEC proposed amendments to Rule 482 under the Securities Act of 1933 and 
Rule 34b-1 under the Investment Company Act of 194033 that, if adopted, would require a target 
date retirement fund that includes the target date in its name: 

• To disclose the fund’s asset allocation at the target date immediately adjacent to the first 
use of the fund’s name in marketing materials; 

• To include in marketing materials a table, chart or graph depicting the fund’s asset 
allocation over time along with a statement that would highlight the fund’s final asset 
allocation; and  

• To include a statement in marketing materials to the effect that a target date retirement 
fund should not be selected based solely on age or retirement date, is not a guaranteed 
investment and the stated asset allocation may be subject to change. 

In addition, the SEC proposed amendments to Rule 156 under the Securities Act of 1933 that, if 
adopted, would provide additional guidance regarding statements in marketing materials for 
target date retirement funds and other investment companies that could be misleading.  The 
amendments are intended to provide enhanced information to investors concerning target date 
retirement funds and reduce the potential for investors to be confused or misled regarding these 
and other investment companies.  

In August 2010 the Investment Company Institute submitted its comment letter regarding the 
proposal34.  The ICI letter strongly supported the spirit and the core of the proposal that focuses 
on communicating key pieces of information about target date funds to investors and uses a 
glide path illustration to convey information and allow comparisons among funds.  The 
comment letter, however, states that the SEC should not go down the path of having detailed and 
prescriptive requirements for investment company marketing materials.  The ICI noted that the 
Commission had previously had a Statement of Policy before the advertising rules and had 
withdrawn it.  The ICI letter also provided a number of specific comments regarding the 
proposal.     

On February 15, 2012 Siegel &Gale LLC submitted to the SEC a report of the result of a study 
sponsored by the SEC.  The report, Investor Testing of Target Date Retirement Funds (TDF) 
Comprehension and Communications35 represents the findings of empirical research on 
individual investors’ understanding of target date retirement funds (TDFs) and advertisements 
related to those funds.  The report presents data on individual investors’ use, comprehension, 
and perception of TDFs, tested via an on line panel survey of 1,000 investors. 
 
  

                                                 
33  Investment Company Advertising: Target Date Retirement Fund Names and Marketing SEC Release No. IC-

29301 (June 16, 2010) available at http://www.sec.gov/rules/proposed/2010/33-9126fr.pdf.   
34  The ICI Letter dated August 23, 2010 is available at http://www.sec.gov/comments/s7-12-10/s71210-34.pdf. 
35  Siegel & Gale LLC Report “Investor Testing of Target Date Retirement Funds (TDF) Comprehension and 

Communication” is available at http://www.sec.gov/comments/s7-12-10/s71210-58.pdf.  

DB1/ 69227563.1 
 

23 
 

http://www.sec.gov/rules/proposed/2010/33-9126fr.pdf
http://www.sec.gov/comments/s7-12-10/s71210-34.pdf
http://www.sec.gov/comments/s7-12-10/s71210-58.pdf


The key findings of the survey were: 

• Overall, many survey respondents have some misconceptions about the point at which 
the asset allocation of a TDF stops changing.  Many respondents believed that the target 
date is the point at which the fund is at its most conservative allocation and that the 
allocation stops changing thereafter.  Understanding that the allocation continues to 
change after the target date was greater among those who viewed the two documents 
containing the glide path illustration than among those who viewed the two documents 
that did not contain the glide path illustration. 

 
• Only 36% of respondents correctly indicated a TDF does not provide guaranteed income 

in retirement. 
 

• For questions that tested more general knowledge of how target date retirement funds 
work, there was some variation among respondents with different backgrounds. 

 
• The 50-60 age group tended to be more knowledgeable about TDFs, but there was 

not much variation in comprehension between 21-34 year olds and 35-49 year 
olds. 

 
• Respondents who own TDFs were more knowledgeable than those who do not 

own TDFs.  Among respondents who own TDFs, the most knowledgeable were 
individuals who chose their investments in their employer-sponsored retirement 
plan (“employer-sponsored only; not default”); they scored nominally higher than 
those who hold TDFs in IRAs or other accounts (“other TDF”) and those who 
invested in a TDF by default (“employer-sponsored only; default”).   

 
• Document comprehension results indicate that the correct response rate by respondents 

varied depending on the document reviewed and the question asked.  Certain questions 
could only be answered correctly by respondents based on the disclosure contained in 
some of the four documents reviewed. 

 
• Comprehension of the fact that TDFs do not guarantee the original investment was 

highest among respondents who reviewed the baseline document, which did not include 
the tagline disclosure or the glide path illustration. 

 
• Respondents who reviewed the document containing only the tagline disclosure were 

most likely to correctly identify the investment asset allocation at the target date.  Some 
respondents who reviewed the two documents containing the tagline incorrectly 
concluded that the asset allocation five years after the target date would be the same as 
the asset allocation at the target date. 

 
• Respondents who reviewed the documents containing the glide path illustration and the 

combined tagline and glide path illustration correctly answered questions relating to the 
investment asset allocation after the target date more frequently than respondents 
reviewing the two documents that did not contain the glide path. 
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• Respondents who reviewed the documents containing the glide path illustration and the 

combined tagline and glide path illustration correctly answered questions relating to how 
the investment asset allocation changes over time more frequently than respondents 
reviewing the two documents that did not contain the glide path. 

 
The Employee Benefits Security Administration (EBSA) of the U.S. Department of Labor 
(DOL) has also been quite active in this area.  In addition to holding a joint hearing with the SEC 
about target date funds in June, 2009,36 EBSA and the SEC issued an Investor Bulletin in May, 
201037 on target date funds.  EBSA has also proposed amendments to its qualified default 
investment alternative (QDIA) and participant level disclosure regulations that would impact 
target date funds. 

 

9.   Investment Adviser / Broker-Dealer “Fiduciary Duty” 

In January 2011 the Securities and Exchange Commission submitted to Congress a staff study 
recommending a uniform fiduciary standard of conduct for broker-dealers and investment 
advisers -- no less stringent than currently applied to investment advisers under the Advisers Act 
-- when those financial professionals provide personalized investment advice about securities to 
retail investors. The Study on Investment Advisers and Broker-Dealers (IA/BD Study)38 was 
required by Section 913 of the Dodd-Frank Act and looked into obligations and standards of 
conduct of financial professionals.  In the IA/BD Study, the staff noted that investment advisers 
and broker-dealers are regulated extensively under different regulatory regimes.  But, many retail 
investors do not understand and are confused by the roles played by investment advisers and 
broker-dealers.  The IA/BD Study finds that "many investors are also confused by the standards 
of care that apply to investment advisers and broker-dealers" when providing personalized 
investment advice about securities.  

The IA/BD Study further states that "retail investors should not have to parse through legal 
distinctions to determine" the type of advice they are entitled to receive.  "Instead, retail 
customers should be protected uniformly when receiving personalized investment advice about 
securities regardless of whether they choose to work with an investment adviser or a broker-
dealer." At the same time, the IA/BD Study notes that retail investors should "continue to have 
access to the various fee structures, account options, and types of advice that investment advisers 
and broker-dealers provide." 

  

                                                 
36  SEC Press Release 2009-138, SEC, DOL Announce Panelists, Agenda for Joint Hearing on Target Date Funds, 

is available at http://www.sec.gov/news/press/2009/2009-138.htm.  
37  Investor Bulletin: Target Date Retirement Funds is available at http://www.sec.gov/investor/alerts/tdf.htm.  
38  Staff of the U.S. Securities and Exchange Commission, Study on Investment Advisers and Broker-Dealers (Jan. 

21, 2011), is available at http://www.sec.gov/news/studies/2011/913studyfinal.pdf.  
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The IA/BD Study "recommends that the Commission . . . adopt and implement, with appropriate 
guidance, the uniform fiduciary standard of conduct for broker-dealers and investment advisers 
when providing personalized investment advice about securities to retail customers."  The 
standard, according to the study, should be "no less stringent than currently applied to investment 
advisers under [the] Advisers Act." 

The IA/BD Study also "recommends that when broker-dealers and investment advisers are 
performing the same or substantially similar functions, the Commission should consider whether 
to harmonize the regulatory protections applicable to such functions.  Such harmonization should 
take into account the best elements of each regime and provide meaningful investor protection." 

The IA/BD Study concludes that the "staff's recommendations were guided by an effort to 
establish a uniform standard that provides for the integrity of personalized investment advice 
given to retail investors.  At the same time, the staff's recommendations are intended to minimize 
cost and disruption and assure that retail investors continue to have access to various investment 
products and choice among compensation schemes to pay for advice." 

These staff recommendations are intended to make consistent the standards of conduct applying 
when retail customers receive personalized investment advice about securities from broker-
dealers or investment advisers.  The Staff therefore recommended establishing a uniform 
fiduciary standard for investment advisers and broker-dealers when providing investment advice 
about securities to retail customers that is consistent with the standard that currently applies to 
investment advisers. The recommendations also include suggestions for considering 
harmonization of the broker-dealer and investment adviser regulatory regimes, with a view 
toward enhancing their effectiveness in the retail marketplace. 

The views expressed in the IA/BD Study are those of the Staff and do not necessarily reflect the 
views of the Commission or the individual Commissioners.  The IA/BD Study was approved for 
release by the Commission. 

It has been reported that SEC Chairman Mary Schapiro informed Rep. Scott Garrett, R-N.J., 
Chairman of the House Financial Services Capital Markets Subcommittee, in a January 10, 2012 
letter that SEC staff (including economists in the agency’s Division of Risk, Strategy and 
Financial Innovation) “are drafting a public request for information to obtain data specific to the 
provision of retail financial advice and the regulatory alternatives.”  Chairman Schapiro noted 
that through this request “it is our hope commenters will provide information that will allow 
Commission staff to continue to analyze the various components of the market for retail financial 
advice.”  

So it appears that it may be some time before the SEC proposes the “fiduciary standard” and 
some have suggested that it will likely not occur before the elections in November.   
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10.     Investment Adviser Self-Regulatory Organization: 

In January 2011, the staff of the SEC’s Division of Investment Management released its Study on 
Enhancing Investment Adviser Examinations (914 Study) as required under Section 914 of the 
Dodd-Frank Act.39  The Study examined certain aspects of investment adviser examination and 
regulation.  In the 914 Study, the staff concludes that  
 

“the Commission likely will not have sufficient capacity in the near or long term 
to conduct effective examinations of registered investment advisers with adequate 
frequency.  The SEC’s examination program requires a source of funding that is 
adequate to permit the SEC to meet the new challenges it faces and sufficiently 
stable to prevent adviser examination resources from periodically being 
outstripped by growth in the number of registered investment advisers.” 

 
The 914 Study provided the following three possible options to improve adviser oversight:  

• Imposing user fees on SEC-registered investment advisers to fund their examinations by 
the SEC’s Office of Compliance Inspections and Examinations (OCIE); 

• Allowing Congress to choose a self-regulatory organization (SRO) to regulate advisers; 
and  

• Having the SEC delegate to the Financial Industry Regulatory Authority (FINRA) the 
authority to examine large brokers registered as advisers.   

  
In a strongly worded statement on the 914 Study40, SEC Commissioner Elisse Walter stated she 
felt her statement was necessary “in order to clarify and emphasize certain facts, and ensure that 
Congress knows that the current resource problem is severe, that the problem will only be worse 
in the future, and that a solution is needed now.”  Commissioner Walter cited insufficient SEC 
resources as the primary reason for the decline in examinations and other related deficiencies and 
expressed concern that the problem will only be exacerbated by the new obligations of the staff 
under the Dodd-Frank Act.  Commissioner Walter faulted the Study for appearing biased towards 
the user fee option over SROs and noted that examination percentage rates of other SROs, such 
as FINRA and the National Futures Association (NFA), are significantly higher than the SEC’s 
current single digit examination percentage rate.  In reaction to the 914 Study and Commissioner 
Walter’s statement, at least one industry commenter expressed concern that turning supervision 
over to an SRO that results in splitting up the examination of an adviser and its funds, nearly 
always conducted jointly by the SEC, would “be detrimental to the exam process.”41 
 
There have been proposals floated for the establishment of a self-regulatory organization for 
investment advisers and for the introduction of legislation to authorize them. What is the current 
status of such proposals and what are the prospects for their advancement?   

                                                 
39 Staff of the U.S. Securities and Exchange Commission, Study on Enhancing Investment Adviser Examination, is 

available at http://www.sec.gov/news/studies/2011/914studyfinal.pdf. 
40  Commissioner Walter’s Statement on the Study is available at 

http://www.sec.gov/news/speech/2011/spch011911ebw.pdf. 
41 ACA Compliance Group director speaking to Ignites in an article published January 25, 2011. 
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Other Regulatory Developments 
 
The following are some other regulatory developments at the Securities and Exchange 
Commission that may be of interest to participants in the investment management industry. 
 

SEC Final Rules: 
 

Implementation of the Whistleblower Provisions of Section 21F of the 
Securities Exchange Act of 1934 

 
On May 25, 2011, the SEC approved final rules to implement the SEC whistleblower provisions 
of the Dodd-Frank Act.42  Under the final rules, to be considered for an award, a whistleblower 
must voluntarily provide the SEC with original information that leads to the successful 
enforcement by the SEC of a federal court or administrative action in which the SEC obtains 
monetary sanctions totaling more than $1 million.  Although many commenters had urged the 
SEC to require potential whistleblowers to first report information through their companies’ 
internal compliance programs, the SEC instead made changes to the final rule that would 
encourage, but not require, internal reporting.  It is too early to tell whether the final rules will 
lead to a flood of tips to the SEC that may lack depth and credibility, or if the rules will enhance 
the quality of information and enforcement.  Since the passage of the Dodd-Frank Act, the SEC 
has reported that it has seen an increase in high-quality tips.  On July 12, 2011, the 
Whistleblower Improvement Act of 2011 (H.R. 2483) was introduced in the US House of 
Representatives to seek to preserve the internal reporting standards used by companies to 
uncover misconduct. 
 
 

Family Offices 
 
On June 22, 2011, the SEC adopted a rule to define “family offices” that will be excluded from 
the definition of an investment adviser under the Investment Advisers Act and thus will not be 
subject to regulation under the Advisers Act.43 
 
  

                                                 
42 Implementation of the Whistleblower Provisions of Section 21F of the Securities Exchange Act of 1934, SEC 

Release No. 34-64545 (May 25, 2011), available at http://sec.gov/rules/final/2011/34-64545.pdf .  
43 Family Offices, SEC Release No. IA-3220 (June 22, 2011) is available at 

http://www.sec.gov/rules/final/2011/ia-3220.pdf.  
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Rules Implementing Amendments to the Investment Advisers Act of 1940 
 
On June 22, 2011, the SEC adopted new rules and rule amendments under the Investment 
Advisers Act of 1940 to implement provisions of the Dodd-Frank Act.44  These changes were 
necessary to implement new exemptions from the registration requirements of the Investment 
Advisers Act of 1940 for advisers to certain privately offered investment funds.  The new rules 
define venture capital fund and provide an exemption from registration for advisers with less 
than $150 million in private fund assets under management in the United States. The new rules 
also clarify the meaning of certain terms included in a new exemption from registration for 
foreign private advisers. 
 
 

Exemptions for Advisers to Venture Capital Funds, Private Fund Advisers 
with Less than $150 Million in Assets Under Management and Foreign 

Private Advisers 
 
On June 22, 2011 the SEC adopted rules45 to implement new exemptions from the registration 
requirements of the Investment Advisers Act of 1940 for: 
 

• Advisers solely to venture capital funds; 
• Advisers solely to private funds with less than $150 million in assets under management 

in the U.S.; and 
• Certain foreign advisers without a place of business in the U.S. 
 

 
Large Trader Reporting 

 
On July 27, 2011, the SEC adopted Rule 13h-1 and Form 13H under Section 13(h) of the 1934 
Act, which establish a reporting system to identify and collect information about market 
participants that engage in substantial amounts of trading activity.46  Under the Rule, which was 
originally proposed on April 14, 2010,47 certain large-volume traders, including high-frequency 
traders, of NMS securities (classified as “Large Traders”) must self-identify to the SEC.  
Registered broker-dealers that effect transactions for Large Trader customers must maintain 
records of their transactions and produce those records to the SEC upon request.  Under the Rule, 

                                                 
44 Rules Implementing Amendments to the Investment Advisers Act of 1940, SEC Release No. IA-3221 (June 22, 

2011), is available at http://www.sec.gov/rules/final/2011/ia-3221.pdf . 
45 Exemptions for Advisers to Venture Capital Funds, Private Fund Advisers With Less Than $150 Million in 

Assets Under Management, and Foreign Private Advisers, SEC Release No. IA-3222 (June 22, 2011), is 
available at http://www.sec.gov/rules/final/2011/ia-3222.pdf.  

46 Large Trader Reporting, SEC Release No. 34-64976 (July 27, 2011), is available at 
http://www.sec.gov/rules/final/2011/34-64976.pdf.   

47 Large Trader Reporting System, SEC Release No. 34-61908 (Apr. 14, 2010), is available at 
http://www.sec.gov/rules/proposed/2010/34-61908.pdf.   
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broker-dealers are also required to implement a monitoring program to identify customers that 
may be Large Traders, but have not self-identified. Notably, although each of the Commissioners 
expressed their support of the rule, three Commissioners noted during the open meeting that they 
view the rule as a first step toward implementing the larger consolidated audit trail reporting 
system in the near term, which is echoed throughout the adopting release.  
 
Under the rule, a “Large Trader” is defined as any person who, directly or indirectly (including 
through other persons “controlled” by such person), exercises investment discretion over one or 
more accounts and effects transactions in NMS securities for or on behalf of those accounts by or 
through one or more registered broker-dealers that, in the aggregate, exceed either (i) $20 million 
or 2 million shares per day, or (ii) $200 million or 20 million shares per month.  This includes 
advisers to registered investment companies.  In complex organizations, parent companies are 
deemed Large Traders if, in the aggregate, their subsidiaries meet the daily or monthly 
transaction thresholds, even if the parent company itself does not trade securities.   
 
 
Reporting By Investment Advisers to Private Funds and Certain Commodity 

Pool Operators and Trading Advisors on Form PF 
 
On October 31, 2011, the SEC adopted a new rule requiring certain advisers to hedge funds and 
other private funds to report information for use by the Financial Stability Oversight Council 
(FSOC) in monitoring risks to the US financial system.48  The rule, which implements Sections 
404 and 406 of the Dodd-Frank Act, requires SEC-registered investment advisers with at least 
$150 million in private fund assets under management to periodically file a new reporting form 
(Form PF).  Information reported on Form PF will remain confidential. 
 
Private fund advisers are divided by size into two broad groups – large advisers and smaller 
advisers.49  The amount of information reported and the frequency of reporting depends on the 
group to which the adviser belongs.  There will be a two-stage phase-in period for compliance 
with Form PF filing requirements.  Most private fund advisers will be required to begin filing 
Form PF following the end of their first fiscal year or fiscal quarter, as applicable, that ends on or 
after December 15, 2012.  Those with $5 billion or more in private fund assets must begin filing 
Form PF following the end of their first fiscal year or fiscal quarter, as applicable, that ends on or 
after June 15, 2012.  Form PF is a joint effort of the SEC and the CFTC (certain filers may be 
able to satisfy certain CFTC filing requirements by filing Form PF with the SEC).  
 

                                                 
48 Reporting by Investment Advisers to Private Funds and Certain Commodity Pool Operators and Commodity 

Trading Advisors on Form PF, SEC Release No. IA-3308 (Oct. 31, 2011), is available at 
http://www.sec.gov/rules/final/2011/ia-3308.pdf . 

49 “Large private fund advisers” are: 1) advisers with at least $1.5 billion in assets under management attributable 
to hedge funds; 2) liquidity fund advisers with at least $1 billion in combined assets under management 
attributable to liquidity funds and registered money market funds; or 3) advisers with at least $2 billion in assets 
under management attributable to private equity funds.  All other respondents are considered smaller private 
fund advisers. 
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Smaller private fund advisers must file Form PF only once a year within 120 days of the end of 
the fiscal year, and report only basic information regarding the private funds they advise.  This 
includes limited information regarding size, leverage, investor types and concentration, liquidity, 
and fund performance.  Smaller advisers managing hedge funds must also report information 
about fund strategy, counterparty credit risk, and use of trading and clearing mechanisms.  Large 
private fund advisers must provide more detailed information than smaller advisers.  The focus 
and frequency of the reporting depends on the type of private fund the adviser manages. 
 
Large hedge fund advisers must file Form PF to update information regarding the hedge funds 
they manage within 60 days of the end of each fiscal quarter (instead of 15 days proposed in the 
rule proposal).  These advisers must report on an aggregated basis information regarding 
exposures by asset class, geographical concentration, and turnover by asset class.  In addition, for 
each managed hedge fund having a net asset value of at least $500 million, these advisers are 
required to report certain information relating to that fund’s exposures, leverage, risk profile, and 
liquidity.  Large hedge fund advisers are not required to report position-level information.  
 
Large liquidity fund advisers must file Form PF to update information regarding the liquidity 
funds they manage within 15 days of the end of each fiscal quarter.  These advisers must provide 
information on the types of assets in each of their liquidity fund’s portfolios, certain information 
relevant to the risk profile of the fund, and the extent to which the fund has a policy of 
complying with all or aspects of the Investment Company Act of 1940’s (1940 Act) principal 
rule concerning registered money market funds (Rule 2a-7).  
 
Large private equity fund advisers must file Form PF annually within 120 days of the end of the 
fiscal year.  They must respond to questions focusing primarily on the extent of leverage incurred 
by their funds’ portfolio companies, the use of bridge financing, and their funds’ investments in 
financial institutions. 
 
 

Net Worth Standard for Accredited Investors 
 
On December 21, 2011, the SEC amended its rules to exclude the value of a person’s home from 
net worth calculations used to determine whether an individual may invest in certain unregistered 
securities offerings.50  The changes were made to conform the SEC’s definition of an “accredited 
investor” to the requirements of the Dodd-Frank Act.51  Funds registered under the Investment 
Company Act of 1940 but whose shares are sold in unregistered offerings to “accredited 
investors” should incorporate appropriate changes. 
 
 
  

                                                 
50 Net Worth Standard for Accredited Investors, SEC Release No. 33-9287 (Dec. 21, 2011), is available at 

http://sec.gov/rules/final/2011/33-9287.pdf . 
51 The change to the net worth standard was effective upon enactment by operation of the Dodd-Frank Act in July 

2010.  The SEC’s rule provides more detailed guidance around the change. 
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Investment Adviser Performance Compensation 
 
On February 5, 2012 the SEC adopted amendments to the rule under the Investment Advisers 
Act of 1940 that permits investment advisers to charge performance based compensation to 
“qualified clients”.52  The amendments revise the dollar amount thresholds of the rule’s tests that 
are used to determine whether an individual or company is a “qualified client”.  The rule 
amendments codify revisions that the SEC recently issued by order that adjust the dollar amount 
thresholds to account for the effects of inflation.  In addition, the rule amendments provide that 
the Commission will issue an order every five years in the future adjusting the dollar amount 
thresholds for inflation; exclude the value of a person’s primary residence and certain associated 
debt from the test of whether a person has sufficient net worth to be considered a qualified client; 
and add certain transition provisions to the rule. 
 
 

SEC Proposed Rules 

 
References to Credit Ratings in Certain Investment Company Act Rules and 

Forms 
 
 On March 3, 2011, the SEC proposed amendments to Rule 2a-7.53  If adopted, a rating would no 
longer be a required element in determining permissible investments for a money market fund.  
Eligibility would instead be determined based on a finding by the fund’s board (or its delegate, 
i.e., the adviser) that a security’s issuer has the “highest capacity to meet its short-term financial 
obligations.”  The proposal was precipitated by the Dodd-Frank Act, which mandated the 
removal of NRSRO credit ratings from agency regulations.54 
 
An eligible security would be a “first tier” security, regardless of the ratings it has received from 
any credit rating agency, if the fund’s board (or its delegate) determines that the issuer (or its 
guarantor) has the “highest capacity” to meet its short-term financial obligations.  As currently 
required under Rule 2a-7, a money market fund would be required to invest at least 97% of its 
assets in first tier securities.  A security would be second tier if the board (or its delegate) has 
determined the security presents minimal credit risks, even if it is not a first tier security.  As 
currently required under Rule 2a-7, a money market fund would be limited to investing no more 

                                                 
52 Investment Advisers Performance Compensation, SEC Release No. IA-3372 (February 15, 2012) is available at 

http://sec.gov/rules/final/2012/ia-3372.pdf . 
53 References To Credit Ratings in Certain Investment Company Act Rules and Forms, SEC Release No. IC-29592 

(March 3, 2011), is available at http://sec.gov/rules/proposed/2011/33-9193.pdf.  The SEC also proposed 
amendments to Forms N-1A, N-2 and N-3 that would eliminate the required use of credit ratings in the forms, 
as well as a new rule under the 1940 Act for business and industrial development companies that rely on an 
exemption in Section 6(a)(5) that exempts them from most provisions of the 1940 Act.  The amendments also 
eliminate items in Form N-MFP that require disclosure of the ratings of the securities in a money market fund’s 
portfolio. 

54 Review of Reliance on Ratings, Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010, §939A. 
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than 3% of its assets in second tier securities.  It is important to note that the rule’s “minimal 
credit risk” requirement would remain in place under the proposal.  In other words, in addition to 
the “highest capacity” determination, a security would be an eligible security only if the board 
(or its delegate) determines that it meets “minimal credit risks.”  As stated by the SEC, this 
maintains “the two-step analysis currently required” by the rule.  In discussing the five elements 
of Rule 2a-7 affected by the deletion of credit rating references, the SEC stated that it believes 
funds would likely rely on their current policies and procedures because they are already 
required to perform a minimal credit risk evaluation with respect to each portfolio security. 
 
To meet the proposed standard, the Release notes that an issuer of a first tier security should have 
an “exceptionally strong ability” to repay its short-term debt obligations and the lowest 
expectation of default.  The issuer of a second tier security should have a “very strong ability” to 
repay its short-term debt obligations, and a very low vulnerability to default.  Should the money 
market fund’s adviser (or any person to whom the board has delegated portfolio management 
responsibilities) become aware of any credible information about a portfolio security or issuer 
that suggests that the security is no longer a first tier security or a second tier security, as the case 
may be, the board or its delegate would have to reassess promptly whether the portfolio security 
continues to present minimal credit risks.  This requirement would replace the existing 
requirement that a board or its delegate promptly reassess whether a security whose credit rating 
has been downgraded continues to present minimal credit risks.  The Release notes that to satisfy 
the proposed standard, an investment adviser would be required to exercise reasonable diligence 
in keeping abreast of new information about a portfolio security that the adviser believes to be 
credible.  In addition, the proposal would eliminate the credit rating requirement for securities 
with a conditional demand feature instead requiring that the underlying security is of “high 
quality and subject to very low credit risk.” 
 
Repurchase Agreements. Rule 5b-3 allows a fund to “look through” repurchase agreements it 
holds to the securities collateralizing the agreements if, among other things, the collateral 
securities have received the highest credit rating, are unrated securities of comparable quality, or 
are government securities.  Under the proposed amendments, the board of directors of the fund 
(or its delegate) would be required to determine that non-governmental collateral securities are 
issued by an issuer that has the “highest capacity” to meet its financial obligations and are 
sufficiently liquid that they can be sold at approximately their carrying value in the ordinary 
course of business within seven calendar days.  The Release states that to satisfy the proposed 
standard, the fund’s board (or its delegate) must determine that an issuer of collateral securities 
has an exceptionally strong capacity to repay its short or long-term debt obligations, as 
appropriate, the lowest expectation of default, and a capacity for repayment of its financial 
commitments that is the least susceptible to adverse effects of changes in circumstances. 
 
A number of comments have been submitted already.  On April 25, 2011, both the Investment 
Company Institute (ICI) and the Independent Directors Council (IDC) submitted comment letters 
to the SEC.55  In its letter, the ICI suggests instead limiting money market fund purchases to 
those securities that meet one uniform, but very high standard (e.g., securities generally 

                                                 
55 The ICI’s letter is available at http://sec.gov/comments/s7-07-11/s70711-11.pdf and the IDC’s letter is available 

at http://www.sec.gov/comments/s7-07-11/s70711-10.pdf.  
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comparable to securities rated in the highest short-term rating category, which would be first tier 
securities under the current rule).  The ICI further suggested that the SEC include a general 
ongoing obligation to monitor the credit risks of portfolio securities, rather than a separate 
requirement to identify specific triggers for reassessment.  In its letter, the IDC urges the SEC to 
adopt ICI’s suggestion and expresses concern that the proposed new standards may weaken the 
rule’s credit standards to the potential detriment of fund shareholders, while at the same time 
inadvertently decrease the number of securities eligible for this category.   
 
Although the proposal would eliminate references to credit ratings in Rule 2a-7 and Rule 5b-3, 
the Release states that Boards may still look to such ratings if the ratings standards are similar to 
those discussed in the Release and are disclosed in the fund’s procedures.  While credit ratings 
cannot be the sole criterion upon which a creditworthiness determination may be made, they will 
continue to be a resource used by funds when determining eligible securities.   
 
If the proposed amendments are adopted, the rule would subject funds to a subjective standard, 
thereby making documentation of the board (or its delegate) determination all the more critical in 
supporting the basis for its conclusions.  The comment period ended on April 25, 2011. 
 
 

Further Definition of “Swap”, Security Based Swap” and “Security Based 
Swap Agreement”; “Mixed Swaps”; Security Based Swap Agreement 

Recordkeeping 
 

In April 2011 the Commodity Futures Trading Commission (“CFTC”) and the Securities and 
Exchange Commission (“SEC”) (collectively, “Commissions”), in consultation with the Board of 
Governors of the Federal Reserve System (“Board”), jointly issued proposed rules and proposed 
interpretive guidance under the Commodity Exchange Act (“CEA”) and the Securities Exchange 
Act of 1934 (“Exchange Act”) to further define the terms “swap,” “security-based swap,” and 
“security-based swap agreement” (collectively, “Product Definitions”), regarding “mixed 
swaps,” and governing books and records with respect to “security-based swap agreements.”56 
For a brief summary of some of the key elements of the proposal please refer to the SEC Fact 
Sheet57 provided by the SEC when the proposal was published.  
 
  

                                                 
56 Further Definition of “Swap”, “Security Based Swap” and “Security Based Swap Agreement”; “Mixed 

Swaps”: Security Based Swap Agreement Recordkeeping SEC Release No. 33-9204 (April 29,2011) is available 
at http://www.sec.gov/rules/proposed/2011/33-9204.pdf.  

57  SEC Press Release 2011-99 SEC Proposes Product Definitions for Swaps (April 27,2011) is available at 
http://www.sec.gov/news/press/2011/2011-99.htm  
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Business Conduct Standards for Security-Based Swap Dealers and Major 
Security-Based Swap Participants 

 
On June 29, 2011, the SEC proposed for comment new rules under the Securities Exchange Act 
of 1934 that are intended to implement provisions of Title VII of the Dodd-Frank Act relating to 
the external business control standard for security-based swap dealers and major security-based 
swap participants.58 
 

Registration of Security-Based SWAP Dealers and Major Security-Based 
SWAP Participants 

 
On October 12, 2011, the SEC proposed rules by which security-based swap dealers and 
security-based swap participants must register with the SEC as “SBS Entities.”59  The rules stem 
from Title VII of the Dodd-Frank Act, which divides regulatory authority over swaps between 
the SEC and the Commodity Futures Trading Commission (CFTC).  Under the law, the SEC has 
the authority over “security-based swaps,” which are broadly defined as swaps based on (1) a 
single security or (2) a loan or (3) a narrow-based group or index of securities or (4) events 
relating to a single issuer or issuers of securities in a narrow-based security index that directly 
affects the financial statements, financial condition, or financial obligations of the issuer.  The 
CFTC, on the other hand, has primary regulatory authority over all other swaps. 
 
Title VII envisions that some individuals or entities will act as dealers of security-based swaps, 
while others will be major participants in a transaction.  As such, the Dodd-Frank Act mandates 
that anyone acting as either a “security-based swaps dealer” or “major security-based swaps 
participant” must first be registered with the SEC.  Separately, the SEC has previously proposed 
rules together with the CFTC and in consultation with the Board of Governors of the Federal 
Reserve System further defining the terms “security-based swap dealer” and “major security-
based swap participant. 
 
Under the proposed rules, security-based swap dealers and major security-based swap 
participants (collectively, security-based swap entities) would register with the SEC by 
electronically filing a new form, Form SBSE, patterned after the broker-dealer registration form, 
Form BD.  Security-based swap entities that are registered or registering with the CFTC would 
be able to register with the SEC by filing a shorter form with the SEC. Similarly, those security-
based swaps entities that are registered with the Commission as broker-dealers also would be 
able to file a shorter form. 
 
 

                                                 
58 Business Conduct Standards for Security-Based Swap Dealers and Major Security-Based Swap Participants, 

SEC Release No. 34-64766 (June 29, 2011) is available at http://www.sec.gov/rules/proposed/2011/34-
64766.pdf.  

59 Registration of Security-Based Swap Dealers and Major Security-Based Swap Participants, SEC Release No. 
34-65543 (Oct. 12, 2011), is available at http://www.sec.gov/rules/proposed/2011/34-65543.pdf. 
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Prohibition and Restriction on Proprietary Trading and Certain Interest in, 
and Relationship with Hedge Funds and Private Equity Funds 

 
On October 12, 2011, the SEC and other federal regulatory agencies proposed a rule 
implementing the so-called “Volcker Rule” requirements from Section 619 of the Dodd-Frank 
Act.60  The SEC issued the proposal jointly with the Federal Deposit Insurance Corporation, the 
Federal Reserve Board, and the Office of the Comptroller of the Currency.  Section 619 of the 
Dodd-Frank Act, among other things, generally prohibits federally insured depository institutions 
and their affiliates (banking entities) from engaging in short-term proprietary trading of any 
security, derivative and certain other financial instruments for a banking entity’s own account.  It 
also prohibits banking entities from owning, sponsoring, or having certain relationships with a 
hedge fund or private equity fund.  Under the proposed rule, banking entities would be required 
to establish an internal compliance program subject to supervisory oversight and designed to 
ensure and monitor compliance with the prohibitions and restrictions of Section 619.  
 
The proposed rule would also require firms with significant trading operations to report to the 
appropriate federal supervisory agency certain quantitative measurements designed to assist the 
supervisory agency and banking entities in identifying prohibited proprietary trading from 
permitted activities.  At the same time, the proposed rule would exempt transactions in certain 
instruments from the prohibition on proprietary trading, including obligations of the US 
government or a US government agency, the government-sponsored enterprises and state and 
local governments  The proposed rule would also exempt activities such as market making, 
underwriting and risk-mitigating hedging. 
 
Notwithstanding the general prohibition on investments in and certain relationships with hedge 
funds and private equity funds found in Section 619, the statute contains several exemptions.  
For example, the proposed rule would exempt organizing and offering a hedge fund or private 
equity funds under certain conditions, including limiting investments in such funds to a de 
minimus amount, making risk-mitigating hedging investments and making investments in certain 
non-US funds.  
 
The proposed rule includes regulatory commentary intended to assist banking entities in 
distinguishing permitted market making-related activities from prohibited proprietary trading 
activities, and in identifying permitted activities in hedge funds and private equity funds.  It also 
includes a number of elements intended to reduce the effect of the proposal on smaller, less-
complex banking entities.  Comments on the proposed rule were due by Jan. 13, 2012. 
 
  

                                                 
60  Prohibitions and Restrictions on Proprietary Trading and Certain Interests in, and Relationships with, Hedge 

Funds and Private Equity Funds, SEC Release No. 34-65545 (Oct. 12, 2011), is available at 
http://www.sec.gov/rules/proposed/2011/34-65545.pdf . 
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Identity Theft Red Flag Rules: 
 
On February 27, 2012 the CFTC and the SEC jointly issued proposed rules and guidelines to 
implement new statutory provisions created by Title X of Dodd-Frank.61  The proposal is 
intended to help protect investors from identity theft by ensuring that broker-dealers, investment 
companies, and other SEC-regulated entities create programs to detect and respond appropriately 
to red flags.  The proposed rules are substantially similar to rules adopted in 2007 by the FTC 
and other financial regulatory agencies that were previously required to adopt such rules. 
 
The rule proposal would require SEC-regulated entities to adopt a written identity theft program 
that would include reasonable policies and procedures to: 

• Identify relevant red flags; 
• Detect the occurrence of red flags; 
• Respond appropriately to the detected red flags; and  
• Periodically update the program 

 
The proposed rule would include guidelines and examples of red flags to help firms administer 
their program. 
 
Comments on the proposal are due sixty days after publication in the Federal Register. 
 
 

 
61  Identity Theft Red Flag Rules, SEC Release No. IC-29969 (February 27, 2012) is available at 

http://www.sec.gov/rules/proposed/2012/ic-29969.pdf.  

http://www.sec.gov/rules/proposed/2012/ic-29969.pdf

