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SEC Proposes Overhauled Open-End Fund Liquidity Framework Including Mandatory Swing 
Pricing 
Based on a client alert originally published on November 15, 2022 

On November 2, 2022, the SEC issued a release (the “Release”) proposing amendments to its 
current rules for registered open-end funds1 regarding liquidity risk management programs, 
swing pricing, and various reporting forms (the “Proposals”). The Release states that “[t]he 
proposed amendments are designed to improve liquidity risk management programs and better 
prepare funds for stressed conditions and improve transparency in liquidity classifications” and 
also “to mitigate dilution of shareholders’ interests in a fund by requiring any open-end fund, 
other than a money market fund or exchange-traded fund, to use swing pricing” under certain 
conditions. 

The Release explains that, in light of the market stress experienced in March 2020 in connection 
with the onset of the COVID-19 pandemic, the SEC staff has reviewed the effectiveness of 
funds’ current tools for managing liquidity and limiting dilution and is proposing amendments to 
funds’ liquidity risk management programs “to help better prepare them for stressed market 
conditions.” 

If adopted as proposed, the Proposals would amend Rule 22e-4 under the 1940 Act (the 
“Liquidity Rule”), Rule 22c-1 under the 1940 Act, and certain reporting and disclosure forms 
under the 1940 Act. Specifically, the Proposals would: 

• Change how open-end funds, other than money market funds and in-kind ETFs,2 classify 
the liquidity of their investments and require such funds to determine and maintain a 
minimum amount of highly liquid assets of at least 10% of net assets; 

• Require open-end funds, other than money market funds and ETFs, to use swing pricing 
and to implement a “hard close”3 to facilitate swing pricing; and 

• Provide for more frequent, timelier, and more detailed public reporting of fund 
information, including information relating to funds’ liquidity and use of swing pricing. 

These and other aspects of the Proposals are discussed in detail below. The final section of this 
article includes some preliminary observations regarding the Proposals. 

The Existing Regulatory Framework 

I. Liquidity Risk Management 
In 2016, the SEC adopted the Liquidity Rule to require open-end funds (including ETFs but not 
money market funds) to adopt and implement liquidity risk management programs.4 The 
Liquidity Rule requires (i) assessment, management, and periodic review of a fund’s liquidity 
risk, (ii) classification of the liquidity of a fund’s portfolio investments into one of four 
prescribed buckets – highly liquid, moderately liquid, less liquid and illiquid – including at-least-
monthly reviews of these classifications, (iii) determination and periodic review of a highly 
liquid investment minimum (“HLIM”) for certain funds, (iv) a 15% limitation on illiquid 
investments, and (v) board oversight. Funds also are subject to related reporting requirements, 
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including reporting to the SEC on Form N-RN and to a fund’s board if its portfolio holdings are 
more than 15% illiquid or it breaches its established HLIM for seven consecutive calendar days. 

II. Swing Pricing 
In 2016, the SEC also amended Rule 22c-1 to permit, but not require, an open-end fund (other 
than an ETF or a money market fund) to implement swing pricing.5 Swing pricing allows a fund 
to adjust its price above or below the fund’s per-share NAV “to effectively pass on the costs 
stemming from shareholder purchase or redemption activity to the shareholders associated with 
that activity.” In the release adopting the 2016 amendments, the SEC stated, “we believe that 
providing funds the option to use swing pricing as another anti-dilution tool is likely to benefit 
investors and may complement or be an alternative to the tools currently available to funds.” The 
Release observes that, “[i]n the time since the adoption of [amended Rule 22c-1], no U.S. funds 
have implemented swing pricing.” 

Proposed Amendments to Funds’ Liquidity Risk Management Programs 

I. Overview 
The Proposals would amend the Liquidity Rule to provide additional standards for making 
liquidity determinations, amend certain aspects of the liquidity categories, and require more 
frequent liquidity classifications, as discussed below. 

A comparison of the Proposals’ proposed changes to liquidity classifications and related terms 
and concepts appears in the Appendix of this article. 

II. Amendments to the Classification Framework 
Replace Reasonably Anticipated Trade Size with Stressed Trade Size. Currently, when a fund 
makes a liquidity classification, it must determine whether trading varying portions of a position 
in a particular portfolio investment or asset class, in sizes that the fund would reasonably 
anticipate trading, is reasonably expected to significantly affect its liquidity.6 This determination 
helps a fund analyze market depth. Funds are currently permitted to determine their own 
reasonably anticipated trading sizing based on a variety of factors, each of which may be 
weighed differently, such as flow history, flow trends of similar funds, and shareholder makeup 
and concentration. 

The Proposals would amend the Liquidity Rule to require funds to assume the sale of a set 
stressed trade size. Specifically, in order to determine the liquidity classification of each 
investment, the amended Liquidity Rule would require a fund to measure the number of days in 
which the investment is reasonably expected to be convertible to U.S. dollars without 
significantly changing the market value of the investment, while assuming the sale of 10% of the 
fund’s net assets by reducing each investment by 10%. 

Establish a Minimum Value Impact Standard. Currently, when a fund makes a liquidity 
classification, it must analyze whether a sale or disposition would significantly change the 
market value of the investment (the “value impact analysis”). The value impact analysis is 
intended to capture the risk of dilution in cases of inadequate liquidity, while not requiring funds 
to account for every possible value movement. Funds are currently permitted to determine value 
impact in a variety of ways depending on the type of asset, vendor, model, or system used. 
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The Proposals would amend the Liquidity Rule to establish a minimum value impact standard 
that defines more specifically what constitutes a significant change in market value. The 
proposed definition of a significant change in market value would require a fund to consider the 
size of the sale relative to the depth of the market for the instrument, which would vary 
depending on the type of investment. Specifically (i) for shares listed on a national securities 
exchange or a foreign exchange, selling or disposing of more than 20% of the security’s average 
daily trading volume would indicate a level of market participation that is significant7 and (ii) for 
any investments other than shares listed on a national securities exchange or a foreign exchange, 
such as fixed-income securities and derivatives, any sale or disposition that a fund reasonably 
expects would result in a decrease in sale price of more than 1% would indicate a level of market 
participation that is significant.8 

Remove Classification by Asset Class. Currently, a fund may classify and review its portfolio 
investments (including the fund’s derivatives transactions) according to their asset class, unless 
the fund or its adviser has information about any market, trading, or investment-specific 
considerations that are reasonably expected to significantly affect the liquidity characteristics of 
that investment as compared to the fund’s other portfolio holdings within that asset class. The 
Proposals would amend the Liquidity Rule to remove asset class-level classifications to provide 
“more precise liquidity classifications that appropriately reflect investments’ liquidity 
characteristics.” 

III. Amendments to Liquidity Classification Categories 
Eliminate the Less Liquid Investment Category and Amend the Illiquid Investment Category. 
Currently, funds may classify as “less liquid” those investments that the fund reasonably expects 
to be able to sell or dispose of in seven calendar days or less without significantly changing the 
market value of the investment, but that are reasonably expected to settle in more than seven 
calendar days. The Proposals would amend the Liquidity Rule to eliminate the “less liquid 
investment” category. Investments that funds currently classify as “less liquid” would become 
“illiquid investments,” absent changes to shorten the settlement time of those investments. 

Currently, an investment is classified as “illiquid” if it cannot be sold or disposed of in seven 
calendar days or less without significantly changing the market value of the investment. The 
Proposals would amend the definition of “illiquid investments” under the Liquidity Rule to 
include those investments that a fund reasonably expects not to be convertible to U.S. dollars in 
current market conditions in seven calendar days or less without significantly changing the 
market value of the investment, as well as those investments whose fair value is measured using 
an unobservable input9 that is significant to the overall measurement. 

Amend the Moderately Liquid Investment Category. The Proposals would amend the Liquidity 
Rule to simplify the definition of “moderately liquid investment,” in light of the other proposed 
changes to the classification categories, to mean any investment that is neither a “highly liquid 
investment” nor an “illiquid investment.” 

Amend the Definition of Convertible to Cash and References to Cash. The Proposals would 
amend the term “convertible to cash” under the Liquidity Rule to “convertible to U.S. dollars” 
and also make conforming amendments to the definition of this term under the Liquidity Rule to 
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refer to the ability of a fund to sell or dispose of an investment and for it to settle in U.S. 
dollars.10 

Specify the Method for Counting the Number of Days. Currently, the Liquidity Rule does not 
specify when to begin counting the number of days an investment would be convertible to U.S. 
dollars. The Proposals would amend the Liquidity Rule to specify that funds must count the day 
of classification when determining the period in which an investment is reasonably expected to 
be convertible to U.S. dollars. For example, in order for a fund to classify an investment as 
highly liquid on Monday, it would need to reasonably expect that the investment could be sold 
and settled to U.S. dollars by Wednesday at the latest. 

IV. Frequency of Classifications 
Currently, funds must review their liquidity classifications at least monthly in connection with 
reporting on Form N-PORT, and more frequently if changes in relevant market, trading, and 
investment-specific considerations are reasonably expected to materially affect one or more of 
their investments’ classifications. The Proposals would amend the Liquidity Rule to require a 
fund to classify all of its portfolio investments each business day instead of at least monthly. 

V. Highly Liquid Investment Minimums 
Determination of the HLIM. Currently, a fund must establish an HLIM if it does not primarily 
hold assets that are highly liquid investments. Funds that are subject to the HLIM requirements 
must (i) determine an HLIM considering several factors, (ii) review the HLIM at least annually, 
and (iii) adopt policies and procedures to respond to a shortfall of the fund’s highly liquid 
investments below the required HLIM. 

The Proposals would amend the Liquidity Rule to require all funds to determine and maintain an 
HLIM of at least 10% of the fund’s net assets, which is equivalent to the stressed trade size. The 
Proposals would therefore remove the exclusion for funds that primarily invest in highly liquid 
investments (the “primarily exclusion”) and subject all funds to the HLIM requirements under 
the Liquidity Rule. As such, all funds would be required to (i) consider a specified set of 
liquidity risk factors11 to determine whether their HLIMs should be above 10%, (ii) review 
HLIMs at least annually; and (iii) adopt shortfall policies and procedures. 

Calculation of the HLIM. Currently, a fund is required to identify the percentage of the fund’s 
highly liquid investments that it has posted as margin or collateral in connection with derivatives 
transactions that the fund has classified as less than highly liquid. In addition, funds are required 
to exclude highly liquid assets that are posted as margin or collateral in connection with non-
highly liquid derivatives transactions when determining whether the fund primarily holds highly 
liquid assets. 

The Proposals would amend the Liquidity Rule to require that, when determining the amount of 
assets a fund has classified as highly liquid that count toward the HLIM, the fund account for 
limitations in its ability to use some of those assets to meet redemptions. Specifically, in 
assessing compliance with the fund’s HLIM, a fund would be required to (i) subtract the value of 
any highly liquid assets that are posted as margin or collateral in connection with any derivatives 
transaction that is classified as moderately liquid or illiquid12 and (ii) subtract any fund 
liabilities.13 
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VI. Limit on Illiquid Investments 
Currently, a fund is prohibited from acquiring any illiquid investment if, immediately after the 
acquisition, the fund would have invested more than 15% of its net assets in illiquid investments 
that are assets. The Proposals would amend the Liquidity Rule’s limitation on illiquid 
investments to provide that the value of margin or collateral that a fund could only receive upon 
exiting an illiquid derivatives transaction would itself be treated as illiquid for these purposes. 

Swing Pricing 

I. Proposed Swing Pricing Requirement 
The Proposals would amend Rule 22c-1 (“Proposed Rule 22c-1”) to require all registered open-
end funds, except for money market funds and ETFs (the latter, “excluded funds”), to engage in 
swing pricing under certain conditions. The Release states that by imposing the costs associated 
with net purchases or net redemptions on the shareholders who are purchasing or redeeming 
from the fund at that time, “swing pricing can more fairly allocate costs, reduce the potential for 
dilution of investors who are not currently transacting in the fund’s shares, and reduce any 
potential first-mover advantages.” 

Proposed Rule 22c-1 would require every open-end fund other than an excluded fund to establish 
and implement swing pricing policies and procedures that adjust the fund’s current NAV per 
share by a “swing factor” if the fund has either (i) net redemptions (no threshold) or (ii) net 
purchases that exceed a specified threshold (2% of the fund’s net assets). 

• Proposed Rule 22c-1 would retain the provision in current Rule 22c-1 that bars feeder 
funds in a master-feeder fund structure from using swing pricing. Instead, if net 
purchases into or redemptions from the master fund by one or more feeder funds (or any 
other investors in the master fund) trigger the application of swing pricing under 
Proposed Rule 22c-1, the swing factor would be applied at the level of the master fund. 

• Consistent with current Rule 22c-1, Proposed Rule 22c-1 would exclude ETFs from the 
swing pricing requirement because, among other reasons, (i) in connection with creation 
unit transactions, ETFs often impose fees that are intended to defray operational 
processing and brokerage costs to prevent possible shareholder dilution and (ii) swing 
pricing could impede the effective functioning of an ETF’s arbitrage mechanism.14 

II. Amendments to Swing Threshold Framework 
Currently, Rule 22c-1 permits a fund to determine its own swing threshold for net purchases and 
net redemptions based on a consideration of certain factors the rule identifies. Proposed Rule 22c 
1 would specify when a fund must use swing pricing to adjust its current NAV depending on 
whether the fund has any net redemptions or has net purchases above a specified threshold on a 
given day. 

• In the case of net redemptions, Proposed Rule 22c-1 would require a fund to always 
apply swing pricing. However, the types of costs the swing factor must take into account 
would depend on the size of net redemptions. Proposed Rule 22c-1 would require a fund 
to include market impacts in its swing factor only if net redemptions exceed 1% of the 
fund’s net assets (the “Market Impact Threshold”). Market impact costs are the costs 
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incurred when the price of a security changes as a result of the effort to purchase or sell 
the security. 

• In the case of net purchases, Proposed Rule 22c-1 would require swing pricing – 
including market impact – only if the amount of net purchases exceeds 2% of the fund’s 
net assets (the “Inflow Swing Threshold”). 

While Proposed Rule 22c-1 specifies a Market Impact Threshold that would apply to net 
redemptions and an Inflow Swing Threshold that would apply to net purchases, the Proposed 
Rule 22c-1 would permit the fund’s swing pricing administrator (the “Administrator”)15 to use 
smaller thresholds than those specified in the proposed rule in either of these instances, as the 
Administrator determines is appropriate to mitigate dilution. 

The Release observes that, in having the option to set a lower Market Impact Threshold for net 
redemptions and Inflow Swing Threshold for net purchases, the Administrator “would have 
discretion that it potentially could use to enhance fund performance in a misleading manner by 
adjusting the fund’s NAV more frequently or more substantially than is needed to address 
dilution.” Accordingly, to mitigate this risk, under Proposed Rule 22c-1, the Administrator 
would be required to include in its written reports to the fund’s board the information and data 
supporting its determination to use lower thresholds. Additionally, consistent with current Rule 
22c-1, Proposed Rule 22c-1 would continue to require that administration of swing pricing must 
be reasonably segregated from portfolio management of the fund and may not include portfolio 
managers. 

III. Determining Flows 
Consistent with current Rule 22c-1, Proposed Rule 22c-1 would provide that the Administrator 
must review investor flow information to determine if a fund has net purchases or net 
redemptions and the amount of net purchases or net redemptions. 

For purposes of Proposed Rule 22c-1, investor flow information would mean information about a 
fund investors’ daily purchase and redemption activity. Investor flow information may consist of 
individual, aggregated, or netted eligible orders and would exclude any purchases or redemptions 
that are made in-kind and not in cash. 

In recognition of the fact it is difficult to determine investor flow information on a given day 
because some intermediaries do not provide order flow until after the fund has finalized its NAV, 
current Rule 22c-1 permits an Administrator to make swing pricing determinations based on 
receipt of sufficient investor flow information to allow the fund to reasonably estimate whether it 
has crossed a swing threshold with high confidence. 

• The “hard close provision” (discussed below) in Proposed Rule 22c-1 is intended to 
result in funds generally having flow information in a timely manner and, therefore, to 
greatly reduce the need for estimating fund flows. 

• Nevertheless, the Release acknowledges that “some estimation may still be required.” For 
this reason, Proposed Rule 22c-1 would continue to permit the Administrator to make 
swing pricing determinations based on “reasonable, high confidence estimates” of fund 
flows. 
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IV. Swing Factors 
In General. To determine the swing factor, Proposed Rule 22c-1 would require a fund’s 
Administrator to make good faith estimates, supported by data, of the costs the fund would incur 
if it purchased or sold a pro rata amount of each investment in its portfolio to satisfy the amount 
of net purchases or net redemptions (i.e., a “vertical slice”). 

Because a fund would need to calculate its costs based on the purchase or sale of a vertical slice 
of its portfolio, instead of selecting specific investments or borrowing to meet redemptions, 
Proposed Rule 22c-1 would remove borrowing costs from the swing factor calculation. 

Under Proposed Rule 22c-1, calculating a swing factor would differ depending on whether the 
fund is experiencing net purchases or net redemptions. 

• In the case of net redemptions, the good faith estimates must include, for selling a pro 
rata amount of each investment in the fund’s portfolio to satisfy the amount of net 
redemptions (i) spread costs, (ii) brokerage commissions, custody fees, and any other 
charges, fees and taxes associated with portfolio investment sales and (iii) if the amount 
of the fund’s net redemptions exceeds the Market Impact Threshold, the market impact. 

• In the case of net purchases, swing pricing would be applied only if the amount of the 
fund’s net purchases exceeds the Inflow Swing Threshold. In such cases, the good faith 
estimates must include, for purchasing a pro rata amount of each investment in the 
fund’s portfolio to invest the proceeds from the net purchases (i) spread costs, (ii) 
brokerage commissions, custody fees, and any other charges, fees and taxes associated 
with portfolio investment purchases and (iii) the market impact. 

The Release notes that, in calculating the swing factor, fund managers may have incentives to 
over-estimate costs to improve fund performance, which would be misleading. To mitigate this 
risk, Proposed Rule 22c-1 would require funds to report their swing factor adjustments publicly 
on Form N-PORT. 

The Release also notes that the methodology used to calculate a fund’s spread costs may differ 
depending on how the fund values its portfolio holdings because some funds may value portfolio 
holdings at the bid price or the mid-market price when determining their NAVs. 

• If a fund values its portfolio holdings at the bid price, it would not need to include spread 
costs in its swing factor when the fund has net redemptions. In contrast, if the fund has 
net purchases exceeding 2%, the fund would need to include spread costs, which would 
reflect the full bid-ask spread. 

• If a fund values its portfolio holdings using mid-market pricing, it would need to include 
spread costs in its swing factor any time it applies swing pricing. When a fund using mid-
market pricing has net redemptions, or net purchases exceeding 2%, the spread cost 
component of its swing factor would reflect half of the bid-ask spread. 

Addition of Market Impact. Current Rule 22c-1 does not permit a fund to include market impact 
costs in its swing factor calculation. As noted above, Proposed Rule 22c-1 would require a fund 
to include market impact cost in its swing factor if the amount of net redemptions exceeds the 
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Market Impact Threshold or if the amount of net purchases exceeds the Inflow Swing Threshold. 
The market impact component of the swing factor would reflect good faith estimates of the 
market impact costs of selling (in the case of net redemptions) or purchasing (in the case of net 
purchases) a vertical slice of a fund’s portfolio to satisfy the amount of net redemptions or net 
purchases. 

• The fund would estimate market impacts for each investment in its portfolio by first 
estimating the market impact factor, which is the percentage change in the value of the 
investment if it were purchased or sold, per dollar of the amount of the investment that 
would be purchased or sold. 

• Next, the fund would multiply the market impact factor by the dollar amount of the 
investment that would be purchased or sold if the fund purchased or sold a pro 
rata amount of each investment in its portfolio to meet the net redemptions or net 
purchases. 

• Because securities held by mutual funds may have similar characteristics and would 
likely incur similar costs if purchased or sold, Proposed Rule 22c-1 would permit the 
Administrator to estimate costs and market impact factors for each type of investment 
with the same or substantially similar characteristics and apply those estimates to all 
investments of that type rather than analyze each investment separately. 

Other Differences from Current Rule 22c-1. Current Rule 22c-1 specifies that a swing factor may 
not exceed 2% of a fund’s per-share NAV. Proposed Rule 22c-1 does not require an upper limit 
on the swing factor, and would remove the current Rule 22c-1 requirement for the board to 
review and approve a fund’s swing threshold and the upper limit on the swing factor(s) used.16 

Hard Close Requirement 

I. Overview 
Currently, if an investor submits an order to an intermediary to purchase or redeem fund shares, 
that order will be executed at the current day’s NAV, provided the intermediary receives the 
order before the time the fund has established for determining the value of its holdings and 
calculating its NAV (usually 4:00 p.m. Eastern time). The fund may not receive information 
about that order until much later, sometimes as late as the next morning. 

The Proposals include additional amendments to Rule 22c-1 to require a “hard close” for funds 
that are required to implement swing pricing. Specifically, the proposed hard close requirement 
would provide that a direction to purchase or redeem a fund’s shares is eligible to receive the 
price established at the current day’s NAV, provided that the fund, its designated transfer agent, 
or a registered securities clearing agency (collectively, “designated parties”)17 receives an 
eligible order before the time as of which the fund calculates its NAV. Purchase and redemption 
orders received after the time the fund has established for determining the day’s NAV would 
receive the next day’s NAV. 

The Release says that to implement the proposed swing pricing requirement, “mutual funds need 
sufficient net order flow information to determine whether to apply a swing factor, and the size 
of that swing factor, before they finalize that day’s price.” Among other things, the proposed 
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hard close requirement “would facilitate the more timely receipt of order flow information by 
requiring that the fund, its transfer agent, or a clearing agency receive all orders that are eligible 
to receive that day’s price before the fund computes its NAV.” 

II. Pricing Requirements 
Under Proposed Rule 22c-1, an eligible order to purchase or redeem would receive the price for 
the next pricing time after a designated party receives the order. Proposed Rule 22c-1 would 
define the terms “pricing time” and “eligible order.” Eligible orders would receive a price based 
on the current NAV as of the next pricing time, which would include an adjustment to the NAV 
to include the swing factor, as applicable. 

Proposed Rule 22c-1 would not alter the requirement for a fund’s board of directors to establish a 
“pricing time,” which would be defined as the time or times of day as of which the fund 
calculates the current NAV of its shares pursuant to Rule 22c-1 (usually 4:00 p.m. Eastern time). 
The price of a fund’s shares would normally be finalized several hours after the pricing time, 
giving funds time to calculate the current NAV, apply any swing factor, and finalize and publish 
the fund’s share price. 

• For purposes of the proposed hard close requirement, an “eligible order” to purchase or 
redeem fund shares would have to supply certain information about the size of an 
investor’s intended trade. This requirement is intended to assist swing pricing by 
providing funds with data to calculate investor flows. Proposed Rule 22c-1 would define 
“eligible order” to mean a direction (i) to purchase or redeem a specific number or value 
of fund shares or (ii) to purchase the fund’s shares using the proceeds of a 
contemporaneous order to redeem a specific number of shares of another registered 
investment company (i.e., an exchange); 

• Proposed Rule 22c-1 would require, to receive that day’s share price, that a designated 
party must receive the eligible order before the pricing time; and 

• Proposed Rule 22c-1 would specify that eligible orders are irrevocable as of the next 
pricing time after a designated party receives the order. 

Other Amendments to Rule 22c-1 

Proposed Rule 22c-1 would retain the requirements of the current rule concerning the frequency 
and time of determining the NAV, but would reorganize and reword those provisions. 
Specifically, Proposed Rule 22c-1 would use the phrase “based on the current net asset value of 
such security established for the next pricing time,” instead of “based on the current net asset 
value of such security which is next computed” in current Rule 22c-1. This amendment would 
codify in the text of Rule 22c-1 that orders received after the pricing time, but before calculation 
of the NAV is complete, do not receive same-day pricing. In addition, the Proposals would delete 
the provision in current Rule 22c-1 that allows funds not to calculate their current NAV on days 
in which changes in the value of the fund’s securities will not materially affect the current NAV. 
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Amendments to Form N-1A 

Form N-1A currently requires funds that use swing pricing to disclose a fund’s swing factor 
upper limit. Because Proposed Rule 22c-1 would not include an upper limit on a fund’s swing 
factor, the Proposals do not include a requirement to provide an upper limit on the swing factor 
from Item 6(d) of Form N-1A. 

Item 11 of Form N-1A also currently requires a fund to describe how it prices its shares. Item 
11(a), in particular, requires that funds state when they calculate their NAV and that the price at 
which a purchase or redemption order is effected is based on the next NAV calculated after an 
order is placed. The Proposals would amend this disclosure to also require, if applicable, that 
funds disclose that, if an investor places an order with a financial intermediary, the financial 
intermediary may require the investor to submit its order earlier than the fund’s pricing time to 
receive the next-calculated NAV. 

Reporting Requirements 

Currently, open-end funds, closed-end funds, and ETFs registered as unit investment trusts 
(excluding money market funds and small business investment companies) are required to file 
monthly information with the SEC on Form N-PORT within 60 days after the end of each fiscal 
quarter, and the public only has access to such information for the third month of each quarter. 
The Proposals would require reports on Form N-PORT to be filed within 30 days of month-end, 
and such reports would be made public 60 days after month-end. The Release states that the 
information reported on Form N-PORT that is currently nonpublic (such information includes 
liquidity classifications for individual portfolio investments), even in the report for the third 
month of the quarter that is otherwise publicly available, will remain nonpublic under the 
Proposals. 

The Proposals would require an open-end fund that is subject to classification requirements in 
the Liquidity Rule to provide information regarding the aggregate percentage of its portfolio 
represented in each of the three proposed liquidity categories, which would be publicly available, 
with such percentages adjusted to give effect to other aspects of the Proposals. Specifically, a 
fund would reduce its reported amount of highly liquid assets by the amount of highly liquid 
assets that it posts as margin or collateral for derivatives transactions that are not highly liquid 
and by the amount of the fund’s liabilities. The Proposals also would require a fund to increase 
its reported amount of illiquid assets by the amount of collateral available upon exit of illiquid 
derivatives transactions.18 The Release states that this public disclosure framework is similar to 
that previously adopted by the SEC in 2016 and then later replaced by the SEC with narrative 
liquidity disclosure in shareholder reports in 2018.19 The Release notes that one week before 
issuing the Release, on November 2, 2022, the SEC adopted amendments that remove the 
requirement to disclose narrative disclosure on the operation and effectiveness of a fund’s 
liquidity risk management program in shareholder reports.20 

The Proposals also would introduce conforming and technical amendments to Forms N-PORT 
and N-CEN relating to, among other things, (i) funds’ use of swing pricing, (ii) the proposed 
amendments to the Liquidity Rule, (iii) certain entity identifiers, and (iv) whether and which 
liquidity service providers are used, for what purpose and for what period. 
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Withdrawal of Commission Staff Statements 

The Release states that the SEC staff will review no-action letters and other statements 
addressing compliance with the Liquidity Rule and Rule 22c-1 to determine which letters and 
other staff statements, or portions thereof, should be withdrawn in connection with any adoption 
of the Proposals. The Release provides a preliminary list of no-action letters and other SEC staff 
statements that would be withdrawn if the Proposals are adopted as proposed. 

Transition Periods 

The Release states that if the Proposals are adopted as proposed, they would provide for a 
transition period after the effective date. 

• The Release proposes a compliance date of 24 months after the effective date of the 
Proposals for all open-end funds except money market funds and ETFs with respect to (i) 
the proposed swing pricing requirement and related reporting requirements on Form N-
PORT and (ii) the proposed “hard close” requirement in Proposed Rule 22c-1 and related 
reporting requirements on Form N-1A. 

• The Release proposes a compliance date of 12 months after the effective date of the 
Proposals for all other aspects of the Proposals, including (i) the proposed amendments to 
the Liquidity Rule and (ii) the related reporting requirements on Forms N-PORT and N-
CEN, except the swing pricing-related disclosure on Form N-PORT. 

Comment Deadline 

The comment period expired on February 14, 2023.  

Preliminary Observations 

The Proposals would impose sweeping and costly changes on the fund industry. These include 
(i) mandating swing pricing and “hard close” requirements that would fundamentally change the 
way open-end funds operate and interact with shareholders and intermediaries, (ii) requiring 
open-end funds with significant percentages of assets (e.g., bank loans) that would be reclassified 
from “less liquid” to “illiquid” to restructure or liquidate and (iii) implementing dramatic 
changes to recently developed Liquidity Risk Management Programs. The Release cites the 
market volatility of March 2020 as the impetus for the Proposals, noting that, absent Federal 
Reserve intervention, future stressed periods may be more protracted or severe. The Release 
speculates that large outflows during March 2020 likely contributed to the dilution of interests 
for remaining shareholders and notes the extent of those outflows. The Release does not include 
any specific examples of funds that were unable to meet redemptions requests or otherwise 
manage their liquidity during the March 2020 market stress, but instead cites the SEC’s more 
general view that “funds should be better prepared for stressed conditions” and “have well-
functioning tools for managing through stress” as its rationale for the Proposals. 

Mandatory swing pricing/hard close requirement. In 2016, the SEC adopted amendments to 
Rule 22c-1 that permit open-end funds (other than money market funds) to use swing pricing. As 
the SEC observes in the Release, “[i]n the time since the adoption of the rule, no U.S. funds have 
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implemented swing pricing.” While employed as an optional liquidity and dilution management 
tool in Europe, U.S. open-end funds have universally rejected swing pricing to date, citing a 
range of operational issues and challenges. Beyond the sheer complexity (and accompanying risk 
of error and related liability) associated with implementing swing pricing, swing pricing requires 
a fund to have a precise sense of daily subscription and redemption activity to implement. In the 
current U.S. open-end fund environment, many investors place trades through fund 
intermediaries (e.g., 401(k) plans and broker-dealers). If these investors place trades with their 
intermediaries by 4:00 p.m. Eastern time, they typically will receive that day’s NAV and trade 
date, and the fund receives the trade order from the intermediary the next morning. The 
Proposals seek to address that operational hurdle by imposing a “hard close” requirement. While 
the Release acknowledges that the hard close requirement “would require changes in the ways 
funds and intermediaries process fund purchase and redemption orders” and “that retirement plan 
recordkeepers may face particular challenges with adhering to the proposed hard close 
requirement,” in practice, the Proposals would require a complete overhaul of intermediaries’ 
systems and processes. 

Substantial portions of the Release are devoted to discussion of alternatives to swing pricing by 
which funds could “pass on costs stemming from shareholder purchase or redemption activity to 
the shareholders engaged in that activity” and alternatives to a hard close requirement by which a 
fund would be able to “generate sufficient investor flow information to determine whether to 
apply swing pricing on a given day.” Ultimately, the Release concludes that the alternatives are 
inferior to the Proposals but, nevertheless, invites comments on alternatives. 

Impact on Bank Loan Funds and Floating Rate Funds. The Proposals’ elimination of the “less 
liquid” category and the corresponding expansion of the “illiquid” category would result in many 
extended settlement instruments being classified as illiquid. As a result, absent significant 
changes in the settlement practices for these investments, many funds that invest principally in 
bank loans or other extended settlement instruments would be required to change their strategies, 
convert to a new structure (e.g., closed-end fund) or close. The Release acknowledges that bank 
loan funds were able to meet redemption requests during March 2020, notwithstanding 
substantial outflows (approximately 13.4% of prior period assets), but notes that such funds may 
not be able to meet shareholder redemptions in future stressed conditions, especially as 
investments into this asset class increase. 

Merging of Valuation and Liquidity in Classifications. The Proposals would amend the 
definition of an illiquid investment under the Liquidity Rule to include any investment whose 
fair value is measured using an unobservable input that is significant to the overall measurement. 
The Release notes that U.S. GAAP establishes a fair value hierarchy that categorizes into three 
levels the inputs to valuation techniques used to measure fair value, and that fair value 
measurements are categorized in accordance with this hierarchy. The highest-level 
measurements are those developed using quoted, observable inputs for identical assets and 
liabilities (Level 1), whereas the lowest-level measurements are those developed using 
unobservable inputs (Level 3). The Release states that “observability is a valuation concept and 
may not always correspond to liquidity” and that “it is unclear . . . whether a GAAP concept can 
translate into a liquidity classification bucket.” In fact, the SEC has previously stated that 
liquidity and valuation are distinct concepts,21 but the Proposals would intertwine the two 
concepts under the definition of illiquid investments. 



 

17 
133249792_1 

Proposed N-PORT Filing Requirements Would Have An Impact Beyond Open-End Funds. 
The Proposals generally would impact open-end funds, excluding money market funds and 
ETFs.22 However, the proposed amendments to the filing frequency of Form N-PORT – from 60 
days after the end of each fiscal quarter to within 30 days after the end of the month – would 
impact all Form N-PORT filers, including open-end funds, closed-end funds, and ETFs 
registered as unit investment trusts. Accordingly, the new costs associated with monthly Form N-
PORT filings would impact all registered investment companies required to make such filings. 

 

1. This article refers to “open-end management investment companies” as open-end funds or funds, excluding money market funds. 

2. In-kind ETFs are not subject to the current rule’s classification requirements or highly liquid investment minimum requirements and, 
therefore, would not be subject to the proposed amendments to these provisions. In-kind ETFs are subject to certain of the proposed 
amendments, however, such as amendments to the calculation of the 15% limit on illiquid investments. 

3. As described below, a hard close requirement would provide that a direction to purchase or redeem a fund’s shares is eligible to 
receive the price established at the current day’s NAV, provided that the fund, its designated transfer agent, or NSCC’s Fund/SERV 
receives the direction before the time as of which the fund calculates its NAV. Purchase and redemption orders received after the time 
the fund has established for determining the day’s NAV would receive the next day’s NAV. 

4. The Liquidity Rule is described in Ropes & Gray’s October 2016 Alert and March 2018 Alert. 

5. See Ropes & Gray’s November 2016 Alert. 

6. Using a small reasonably anticipated trade size to analyze market depth leads to a more liquid classification, as a smaller position can 
be sold more quickly without significantly affecting the investment’s liquidity than a larger position. In contrast, using a larger 
reasonably anticipated trade size typically leads to less liquid classifications. 

7. To determine average daily trading volume, the Proposals would require funds to measure the average daily trading volume over the 
preceding 20 business days. For example, for purposes of measuring average daily trading volume, the preceding 20 business days 
include those days where U.S. markets are open but where one or more international markets are closed, such as “Golden Week,” a 
week in Japan including multiple Japanese public holidays. A fund would count these and any other trading days where shares were 
not traded as zero volume days for the relevant investment. 

8. In considering whether a sale is reasonably expected to result in a price decrease of more than 1%, the Proposals would require a fund 
to consider the size of the sale relative to the depth of the market for the instrument. As part of that analysis, the Release states that a 
fund generally should consider, among other things, the width of bid-offer spreads. 

9. These inputs are Level 3 measurements under U.S. GAAP. 

10. The Release states that the amendment from “convertible to cash” to “convertible to U.S. dollars” reflects the codification of SEC 
statements in the adopting release for the Liquidity Rule and that the amendment is intended “to promote the ability of funds to meet 
redemptions without diluting the interests of the remaining shareholders and increase consistency in how funds classify the liquidity of 
investments, including in foreign investments and foreign currencies.” 

11. The Release states that the liquidity risk factors funds must consider in determining an HLIM under the current Liquidity Rule and the 
associated guidance the SEC provided in the Liquidity Rule’s adopting release regarding these factors are appropriate for a fund to 
take into account for these purposes. 

12. The Release states that the Liquidity Rule currently refers to a “pledge” of margin or collateral, rather than “posting.” The Release 
explains that use of the term “post” is more commonly used within the industry and by other regulators to refer to instances where a 
party provides margin or collateral to its counterparty to meet the performance of its obligation under one or more derivatives 
transactions as a result of a change in the value of such obligations since the trade was executed or the last time such collateral was 
provided (commonly referred to as variation margin) or is provided to secure potential future exposure following default of a 
counterparty (commonly referred to as initial margin). 

13. “Fund liabilities” is defined in Rule 6.04 of Regulation S-X and would include, for example, investment liabilities and amounts 
payable for investment advisory, management, and service fees. 
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14. In addition, notwithstanding Section 18(f)(1) of the 1940 Act, a fund with a share class that is an ETF would be subject to the swing 
pricing requirement only with respect to any share classes that are not ETFs. Thus, a fund with an ETF share class would exclude the 
ETF’s share class flow information when determining whether and how to apply swing pricing and would not adjust the NAV of the 
ETF share class by the swing factor in computing the share price of that class. 

15. The Administrator is the investment adviser, officer, or officers responsible for administering a fund’s swing pricing policies and 
procedures. The Administrator may consist of a group of persons. 

16. Under Proposed Rule 22c-1, the fund’s board would be required to (i) approve the fund’s swing pricing policies and procedures, (ii) 
designate the Administrator and (iii) review, no less frequently than annually, a written report prepared by the Administrator. 

17. A fund’s designated transfer agent is a registered transfer agent designated as such in the fund’s registration statement filed with the 
SEC. Currently the only registered clearing agency for fund shares is NSCC, which operates its Fund/SERV service for processing 
fund transactions. 

18. The Release states that, in certain situations, the adjustments to the high liquid and illiquid categories could result in the amounts of a 
fund’s investments in all three categories not summing to 100% of assets. For example, the reduction in the reportable amount of 
highly liquid assets may be greater than the increase in the reportable amount of illiquid assets, resulting in the percentages of the 
fund’s assets in each category summing to an amount below 100%. Funds would be required to increase their reported amounts of 
moderately liquid investments if necessary to make the amounts the fund reports sum to 100%. 

19. See Ropes & Gray’s March 2018 Alert. 

20. See Ropes & Gray’s November 3, 2022 Alert. 

21. See Investment Company Liquidity Risk Management Programs, Rel. No. 33- 10233 (Oct. 16, 2016) at 57. 

22. See note 2, above (impacts on ETFs). 
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SEC Adopts Streamlined Shareholder Reports for Mutual Funds and ETFs; Fee Information in 
Fund Advertisements  
Based on a client alert originally published on November 3, 2022 
 
On October 26, 2022, the SEC unanimously adopted a release (the “Release”) containing rule 
and form amendments to require open-end funds to transmit “concise and visually engaging 
annual and semi-annual reports to shareholders” that highlight key information deemed 
“particularly important for retail investors to assess and monitor their fund investments.” Other 
information, including financial statements, will no longer appear in funds’ shareholder reports 
but, instead, must be available online, delivered free of charge upon request and filed on a semi-
annual basis on Form N-CSR.  

In particular, the Release amendments:  

• Require that open-end fund shareholders receive annual prospectus updates, as well as 
new “streamlined” shareholder reports;  

• Prohibit open-end funds from relying on existing Rule 30e-3 to satisfy shareholder report 
transmission requirements by making these reports and other materials available online 
and providing a notice of that availability;  

• Require open-end funds to prepare and transmit shareholder reports that include only a 
single share class of a single fund in which the shareholder is invested, even where the 
fund offers multiple share classes or where the fund is a series of a multi-series 
investment company.  

Separately, the Release amends the advertising rules for all registered investment companies, 
including closed-end funds and business development companies, to require that a presentation 
of an investment company’s fees and expenses in advertisements and sales literature must be 
“consistent with the relevant prospectus fee-table presentations and be reasonably current.” This 
article summarizes the Release in detail below, including notable departures from the August 
2020 proposing release (the “proposing release”).1 

Compliance Date  

The Release’s rule and form amendments are effective 60 days after the publication of the 
Release in the Federal Register. The compliance date is 18 months following the effective date 
(i.e., roughly, May 2024).  

Shareholder Reports  

I. Registrants Subject to Amendments and Scope of Shareholder Report Disclosure  
The streamlined shareholder report requirements apply only to Form N-1A registrants, and do 
not apply to other investment companies such as closed-end funds, unit investment trusts or 
open-end managed investment companies not registered on Form N-1A (e.g., issuers of variable 
annuity contracts registered on Form N-3).  

 
1 The proposing release is described in Ropes & Gray’s August 14, 2020 Alert.  
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Series (Fund) Scope. Currently, Form N-1A registrants may prepare a single shareholder report 
that covers multiple series. Because the length and complexity of multi-series shareholder reports 
are inconsistent with the SEC’s goal of creating streamlined shareholder reports, the Release 
amends Form N-1A to require funds to prepare separate shareholder reports (including both 
annual and semi-annual reports) for each series. Thus, a fund shareholder will receive a 
shareholder report covering each individual fund in which the shareholder is invested.  

Class Scope. In a change from the proposing release, the Release will require that a fund prepare 
and transmit to a shareholder a shareholder report that includes only the single class of a 
multiple-class fund in which the shareholder invested. The SEC’s rationale is that this 
requirement will “reduce the complexity of disclosure” as well as “provide more tailored 
information that is specific to a shareholder’s investment in the fund.”  

In recognition of the fact that shareholders and other market participants may benefit from 
information about the other share classes offered by a multi-class fund, the Release requires 
website posting of fund documents to enable these persons to obtain information about other 
share classes more easily. Further, the Release requires funds to tag shareholder report content in 
a structured, machine-readable data language, thereby making shareholder report disclosure, 
including class-specific disclosure, easily accessible for aggregation, comparison, filtering and 
related analysis.  

Scope of Content of Streamlined Shareholder Report Generally. The Release generally permits a 
fund to include in its annual and semi-annual shareholder reports only the information 
specifically permitted or required by new Item 27A of amended Form N-1A. In addition, the 
Release adopts three provisions in the instructions to amended Form N-1A concerning the 
content of a fund’s shareholder report:  

• If a fund’s particular circumstances cause the required disclosures to be misleading, a 
fund is permitted to add information to the report that is necessary to make the required 
disclosure items not misleading. The Release notes that disclosure in response to this 
provision generally should be brief;  

• If a required disclosure is inapplicable, a fund may omit the disclosure, and a fund 
similarly may modify a required legend or narrative information if the modified language 
contains information comparable to what is otherwise required; and  

• A fund may not incorporate by reference any information into its shareholder reports.  
Separately, amended Form N-1A permits funds to provide additional information to shareholders 
in the same transmission as the shareholder report, provided the shareholder report is given 
“greater prominence” than any other materials included within the same transmission, except for 
certain specified disclosure material.2 The excepted disclosure materials include summary 

 
2 Footnote 132 of the Release states that the SEC “would consider a fund to satisfy the ‘greater prominence’ 
requirement if, for example, the shareholder report is on top of a group of paper documents that are provided 
together or, in the case of an electronic transmission, the email or other message includes a direct link to the report 
or provides the report in full in the body of the message.” 
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prospectuses, statutory prospectuses, notices of the online availability of proxy materials, and 
other shareholder reports.  

II. Specific Content Requirements Applicable to Streamlined Shareholder Reports  
The contents of the new “streamlined” shareholder reports for open-end funds are specified in 
amended Form N-1A. The Release adds new Item 27A to Form N-1A and deletes the provisions 
in Item 27 of current Form N-1A that relate to annual and semi-annual reports. The following 
table summarizes the information that funds must include in their annual reports, as well as 
references to the corresponding item number of both amended and current Form N-1A. The 
instructions to Item 27A provide that the information in shareholder reports must be presented in 
the order specified in Item 27A. 

Shareholder Report Contents 

 Description Item of 
Amended Form 
N-1A  

Item Current Form 
N-1A with Similar 
Requirements  

Cover Page or 
Beginning of 
Report  

(new identifying 
information)  

Fund/Class Name  

Ticker Symbol  

Principal U.S. Market(s) for ETFs  

Identifying Statement 
(“[Annual/Semi-Annual] 
Shareholder Report”)  

Legend (how to obtain additional 
information)  

Statement on Material Fund 
Changes in the Report (if any)  

Item 27A(b)  

Item 27A(b)  

Item 27A(b)  

Item 27A(b)  

Item 27A(b)  

Item 27A(b)  

n/a  

Content  Expense Example (retained in a 
more concise form)  

Management’s Discussion of 
Fund Performance (retained in a 
more concise form) (optional in 
semi-annual reports)  

Fund Statistics (new)  

Graphical Representation of 
Holdings (retained)  

Item 27A(c)  

Item 27A(d)  

Item 27A(e)  

Item 27A(f)  

Item 27A(g)  

Item 27A(h)  

Item 27A(i)  

Item 27(d)(1)  

Item 27(b)(7)  

n/a  

Item 27(d)(2)  

n/a  

Item 27(b)(4)  

Item 27(d)(3) 
through (5)  
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Material Fund Changes (new) 
(optional in semi-annual reports)  

Changes in and Disagreements 
with Accountants (retained in 
summary form)  

Availability of Additional 
Information (a general reference 
to the availability of additional 
fund information)  

Householding (optional disclosure 
on revoking householding 
consent)  

Item 27A(j)  n/a  

 

Most of the shareholder report items in this table are self-explanatory. The discussion below 
focuses on the items that require some elaboration.  

General. The Release states that a shareholder report “will not be subject to page or word limits.” 
The SEC stated that it believes that “the proposed restrictions on the contents of these reports 
would naturally limit their length, which would support our goal of concise, readable disclosure 
without the need for further restrictions on page length or word count.” 

Nonetheless, footnote 369 of the Release notes that a shareholder report would be approximately 
three to four pages in length.  

Cover Page/Beginning of Report. The Release adopts a requirement that, if the shareholder 
report describes “material fund changes,” the fund must include the following prominent 
statement, or a similar clear and understandable statement, in bold-face type: “This report 
describes changes to the Fund that occurred during the reporting period.” The definition of 
“material fund changes” is discussed below.  

Expense Presentation. The Release amendments require a simplified expense presentation in the 
shareholder report, replacing the current shareholder report expense examples (which consists of 
two different tables, along with a narrative preamble). As shown below, the Release’s simplified 
expense presentation requires a fund to provide a table showing the expenses associated with a 
hypothetical $10,000 investment in the fund during the preceding reporting period in two formats 
(i) as a percentage of a shareholder’s investment in the fund (i.e., expense ratio) and (ii) as a 
dollar amount.  
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What were the Fund costs for the last [year/six months]? 
(based on a hypothetical $10,000 investment) 

[Fund or Class Name] Costs of a $10,000 investment Costs paid as a percentage of a 
$10,000 investment 

 $ % 

 

The instructions direct funds to calculate “Costs of a $10,000 investment” by multiplying the 
figure in the “Cost paid as a percentage of a $10,000 investment” column by the average account 
value over the period based on an investment of $10,000 at the beginning of the period. In an 
annual report, the figure in the “Cost paid as a percentage of your investment” column is the 
fund’s expense ratio as it appears in the fund’s most recent audited financial statements or 
financial highlights. In a semi-annual report, the fund’s expense ratio will be calculated using the 
expenses for the fund’s most recent fiscal half-year.  

The Release retains three current instructions regarding the expense presentation. First, if a fund 
incurred any “extraordinary expenses” during the reporting period, the fund may briefly describe, 
in a footnote to the expense table, what the actual expenses would have been if these 
extraordinary expenses were not incurred. Second, if a fund is a feeder fund, the fund must 
reflect the aggregate expenses of the feeder fund and the master fund in the expense table and 
include a footnote stating that the expense table reflects the expenses of both the feeder and 
master funds. Lastly, if a fund’s shareholder report covers a period of time that is less than a full 
reporting period, the fund must include a footnote to the table noting this fact with an 
explanation that expenses for a full reporting period would be greater than the figures presented.3 

Management’s Discussion of Fund Performance. The Release amends the management’s 
discussion of fund performance (the “MDFP”) requirements, as described below. Under the 
Release amendments, semi-annual reports do not require the MDFP, but funds may include such 
disclosure on an optional basis.  

• Narrative MDFP Disclosure. To make the narrative discussion more concise, the 
Release amends the current requirement to specify the disclosure must “briefly 
summarize” the “key” factors that materially affected the fund’s performance, including 
the relevant market conditions and the investment strategies used by the fund’s 
investment adviser. Funds are instructed not to include lengthy, generic or overly broad 
discussions of these factors. Funds are also directed to use graphics or text features – such 
as bullet lists or tables – to present the key factors, as appropriate. Finally, funds may not 
include any additional information (e.g., a fund president’s letter to shareholders, 

 
3 The Release states that “if a fund’s particular circumstances may cause the required disclosures to be misleading, 
the final rules will allow a fund to add information to the report that is necessary to make the required disclosure 
items not misleading.” Further, Instruction 7 to Item 27 A provides that a fund “may modify a required legend or 
narrative information if the modified language contains comparable information.” Accordingly, it might be 
appropriate for such a footnote to explain that for a full reporting period, all things being equal, expenses in dollar 
terms would, and expenses show as a percentage of an investment might, be greater than the figures presented.   
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interviews with portfolio managers, general market commentary and other similar 
information) in the shareholder report.  

• MDFP – Performance Line Graph and Guidance on Use of Market Indexes in 
Performance Disclosure. The Release retains the requirements for the performance line 
graph currently included in annual reports, with certain amendments to improve the 
current presentation and to reflect that a shareholder report will cover a single class of a 
multiple-class fund. The annual report must include a performance line graph that shows 
the performance of a $10,000 investment in the fund and in an appropriate broad-based 
securities market index over a ten-year period, but the Release removes the current 
instruction that allows the line graph to cover periods longer than the past ten fiscal years.  

In addition, the Release revises the definition of “appropriate broad-based securities market 
index”4 to specify that a “broad-based” index is an index “that represents the overall applicable 
domestic or international equity or debt markets, as appropriate.” The revised definition is 
designed to ensure that a fund’s broad-based index is one that reasonably represents the 
applicable market. To assist funds in their selection of indexes, the Release provides the 
following general guidance and examples of the types of indexes that would satisfy the 
amendments:  

[F]or a fund that invests primarily in the equity securities of a non-U.S. country, an index 
representing the overall equity market of the non-U.S. country would satisfy the final 
rule’s requirements. In contrast, an appropriate benchmark for a fund that invests 
primarily in the equity securities of a subset of the U.S. market, such as healthcare 
companies, should show its performance against the overall U.S. equities market, rather 
than a benchmark consisting of only healthcare companies. Such a fund could also show 
its performance against an additional, more narrowly tailored healthcare index. We . . . do 
not believe that indexes that include characteristics such as “growth,” “value,” “ESG,” or 
“small- or mid-cap” represent the overall market, and therefore these indexes would not 
be appropriate broad-based securities market indexes under the final rules.  

An “appropriate” broad-based securities market index that a fund selects may include 
components that do not directly overlap with the fund’s investments, if the index’s 
components share similar economic characteristics to the fund’s investments such that 
they provide an appropriate point of comparison. For example, funds such as multi-asset 
and alternative strategy funds that do not invest within a single overall debt or equity 
market could select an index that shares other economic characteristics with the fund, 
such as an index that has similar volatility to the fund. Additionally . . . a fund that invests 
in both equity and debt securities could include more than one appropriate broad-based 
securities market index. Such a fund could also include a blended index – one that 
combines the performance of more than one index, such as equity and debt indexes – as 
an additional index to supplement the appropriate broad-based securities market index(es) 
that the fund includes.  

 
4 The amended definition of an appropriate broad-based securities market index affects performance presentations in 
fund prospectuses, as well as fund annual reports.   
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Funds may also include narrower indexes that reflect the market segments in which the fund 
invests in its performance presentation, along with the required appropriate broad-based 
securities market index.  

• MDFP – Performance Table. The Release retains the current requirement that funds’ 
annual reports include a table presenting average annual total returns for the past one-, 
five-, and ten-year periods, with certain amendments designed to reflect that a 
shareholder report covers a single class of a multiple-class fund. The amendments require 
the table to include several additional pieces of information; specifically, it is required to 
disclose (i) the average annual total returns of an appropriate broad-based securities 
market index and (ii) the fund’s average annual total returns without sales charges (in 
addition to current disclosure showing returns reflecting applicable sales charges). This 
information is required only for the share class to which the report relates.  

The Release simplifies the statement that currently accompanies the line graph and table, 
but funds must use text features to make this statement noticeable and prominent (e.g., 
through graphics, larger font size, or different colors or font styles). In addition, the 
Release requires funds that provide updated performance information through widely 
accessible mechanisms, including fund websites, to include a statement in the shareholder 
report directing shareholders to where they can find this information.  

• MDFP – Additional Amendment. The Release requires a fund that has a stable 
distribution policy and was unable to maintain the specified level of distributions to 
disclose this fact. The Release does not affect existing disclosure concerning distributions 
that resulted in returns of capital.  

Fund Statistics. The Release requires a fund to disclose certain fund statistics in its shareholder 
reports, including (i) the fund’s net assets, (ii) the fund’s total number of portfolio holdings, (iii) 
for funds other than money market funds, the portfolio turnover rate and (iv) total advisory fees 
paid by the fund during the reporting period. A fund is permitted to disclose any additional 
statistics that the fund believes would help shareholders understand the fund’s operations during 
the reporting period (e.g., tracking error, maturity, duration, average credit quality or yield), 
although the Release encourages a fund to use tables, bullet lists, or other graphics or text 
features to present such statistics. If a fund discloses an additional statistic, however, the Release 
cautions that funds should carefully consider the inclusion of any statistic that requires extensive 
narrative explanation. In addition, the following conditions apply:  

• The required fund statistics must precede any additional permitted statistics the fund 
chooses to include;  

• If a fund provides a statistic that is disclosed elsewhere on Form N-1A, the fund must 
follow the associated instructions concerning the calculation method of the statistic;  

• If a statistic is included in, or could be derived from, a fund’s financial statements or 
financial highlights, the fund must use or derive that statistic from its most recent 
financial statements or financial highlights;  

• A fund may briefly describe the significance or limitations of any disclosed statistics in a 
parenthetical or similar presentation. However, footnotes may not be employed; and  
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• Any additional statistic must be reasonably related to the fund’s investment strategy.  
Graphical Representation of Holdings. The Release eliminates a fund’s schedule of investments 
from its annual report but maintains the existing requirements to disclose one or more tables, 
charts, or graphs depicting the fund’s portfolio holdings by category, as of the end of the 
reporting period, subject to the following limitations.  

• Presentation Based on Total Exposure. The Release requires funds to base the tabular or 
graphic representation of holdings on the fund’s total exposure to particular categories of 
investments. Funds may not base this presentation only on the fund’s net exposure to 
particular categories of investments. Instead, funds may show net exposure only in 
addition to the required total exposure presentation. Thus, a fund that holds both long and 
short positions and chooses to use total exposure as a basis for presenting the fund’s 
graphical representation of holdings must depict the long and short exposures to each 
category of investments separately.5 A fund that uses total exposure as a basis for 
representing its holdings may include a brief explanation of this presentation, and such a 
fund may, but is not required, to show a net exposure presentation.  

• Funds Depicting Portfolio Holdings According to Credit Quality. A fund that depicts its 
portfolio holdings according to credit quality is currently required to describe how the 
credit quality of its holdings was determined and, if credit ratings are used, the fund must 
explain why it selected a particular credit rating. The Release adds instructions to funds 
to keep these disclosures brief and concise.  

• New Permitted Disclosure of Top Ten Portfolio Holdings. The Release amendments 
permit a fund to disclose, in a table or chart that appears near the fund’s graphical 
representation of holdings, the fund’s ten largest portfolio holdings. A fund that includes 
this presentation also may show the percentage of the fund’s net asset value, total 
investments or total exposure attributable to each such holding.  

Material Fund Changes. The Release requires a fund to describe material changes to the fund in 
the annual report, while semi-annual reports do not require a discussion of changes (although 
funds may include such disclosure on an optional basis). Specifically, a fund is required to 
describe a material change since the beginning of the reporting period briefly with respect to any 
of the following items:  

• A change in the fund’s name;  

• A change in the fund’s investment objectives or goals;  

• A change in the fund’s annual operating expenses, shareholder fees, or maximum account 
fee, including the termination or introduction of an expense reimbursement or fee waiver 
arrangements;  

• A change in the fund’s principal investment strategies;  

• A change in the principal risks of investing in the fund (as described in Item 4(b) of Form 
N-1A); and  

 
5 The Release states that “[t]his approach is consistent with the definition of ‘derivatives exposure’ that the 
Commission adopted in rule 18f-4.”   
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• A change in the fund’s investment adviser(s), including sub-adviser(s).  
In addition, a fund may describe other material fund changes that it would like to disclose to its 
shareholders and is permitted to describe other changes that may be helpful for investors to 
understand the fund’s operations and/or performance over the reporting period. A fund also may 
disclose material planned changes in connection with updating its prospectus for the current 
fiscal year. In each case, a fund must provide a concise description of each change, including 
enough detail to allow shareholders to understand the change and how it may affect shareholders.  

If applicable, this section of the shareholder report must include a legend substantially to the 
following effect:  

This is a summary of certain changes [and planned changes] to the Fund since [date]. For 
more complete information, you may review the Fund’s next prospectus, which we 
expect to be available by [date] at [website address] or upon request at [toll-free 
telephone number and, as applicable, email address].  

Changes in and Disagreements with Accountants. The Release amendments require funds to 
include a concise discussion of certain disagreements with accountants in their shareholder 
reports. Specifically, if a fund has a material disagreement with an accountant that has resigned 
or been dismissed, the fund must include in its shareholder report (i) a statement of whether the 
former accountant resigned, declined to stand for re-election, or was dismissed and the date 
thereof and (ii) a brief, plain-English description of disagreement(s) with the former accountant 
during the fund’s two most recent fiscal years and any subsequent interim period that the fund 
discloses on Form N-CSR. This required information is intended to be a high-level summary of 
more detailed information that currently is required to appear in funds’ shareholder reports. 
Funds must file the more detailed information on Form N-CSR.  

Availability of Additional Information. The Release amendments require funds to include a brief, 
plain-English statement in the shareholder report that informs investors about certain additional 
information that is available on the fund’s website. This statement must include plain-English 
references to, as applicable, the fund’s prospectus, financial information, holdings and proxy 
voting information. In addition, if the shareholder report appears on a fund’s website or 
otherwise is provided electronically, the fund must provide a means of immediately accessing 
this additional information (such as a hyperlink).  

Householding. The Release retains the current provision that permits funds to explain in their 
annual report how to revoke consent to the householding of the annual report. Rule 30e-1 
permits, and will continue to permit, the householding of fund shareholder reports if, in addition 
to the other conditions set forth in Rule 30e-1, the fund has obtained from each investor written 
or implied consent to the householding of shareholder reports at such address. The rule will 
continue to require funds that wish to household shareholder reports based on implied consent to 
send a notice to each investor stating, among other things, that the investors in the household will 
receive one report in the future unless the investors provide contrary instructions. In addition, at 
least once a year, funds relying on the householding provision must explain to investors who 
have provided written or implied consent how they can revoke their consent. One method to 
satisfy this annual notice requirement is to include a statement in an annual report, and the 
Release permits funds to include this statement in the annual report.  
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III. Transmission of Shareholder Reports  
Current Rule 30e-3 generally permits investment companies to satisfy shareholder report 
transmission requirements by making these reports and other materials available online and 
providing a notice of that availability instead of directly mailing the report to shareholders. The 
Release amends the scope of Rule 30e-3 to exclude investment companies registered on Form N-
1A, which instead must transmit streamlined annual and semi-annual reports to shareholders. A 
shareholder must have opted into e-delivery of shareholder reports before a fund may transmit 
shareholder reports to that shareholder electronically.  

IV. Electronic Shareholder Reports  
The Release adopts instructions intended to clarify the requirements for electronic shareholder 
reports and to promote the use of interactive, user-friendly electronic design features. These 
instructions address:  

• Ordering and presentation requirements for reports that appear on a website or are 
otherwise provided electronically;  

• Additional flexibility for funds to add tools and features to reports that appear on a 
website or are otherwise provided electronically:  

° These instructions encourage funds to use online tools designed to enhance an 
investor’s understanding of material in a shareholder report and also caution that any 
information in online tools the fund uses – but that is not included in the shareholder 
report filed on amended Form N-CSR – would have the same status under the federal 
securities laws as any other website or other electronic content that the fund produces 
or disseminates.  

° This status instruction is designed to remind funds about liability and any filing 
requirements associated with any additional information that a fund chooses to 
include with the online version of its shareholder report. The supplemental 
information is also subject to a record retention requirement; and  

• Required links or other means for immediately accessing information referenced in 
reports available online. 

° Specifically, if a shareholder report references other information that is available 
online, the report must include a link (or some other means) of immediately accessing 
that information. For example, a reference to a fund’s prospectus could include a 
direct link to the prospectus or a link to the landing page that includes prominent links 
to several fund documents, such as the summary prospectus, SAI and annual reports.  

° The link cannot lead investors to a home page or section of the fund’s website other 
than on which the specified item is posted. This requirement is intended to allow an 
investor to locate easily (i.e., without numerous clicks) the information in which the 
investor is interested.  
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Form N-CSR Amendments  

I. Form N-CSR Requirements  
The Release amends Form N-CSR and Rule 30e-1 to implement a layered disclosure framework 
for funds’ shareholder reports. Giving effect to the amendments, funds must file on Form N-CSR 
certain information that is now included in fund shareholder reports. The Release amendments to 
Rule 30e-1 require funds to make available on a website the information that they newly have to 
file on Form N-CSR and to deliver such information upon request to shareholders, free of 
charge.  

The following table summarizes the contents that the Release requires funds to include in their 
Form N-CSR filings and make available online. Other than the new items to Form N-CSR that 
the Release adds, the current requirements of Form N-CSR remain unchanged. 

Description  Current Rule and 
Form Requirement(s) 
for Shareholder Report 
Disclosure (If Any)  

New Disclosure Items 
for Filing on SEC 
Forms  

New Website 
Availability 
Requirements  

Financial statements for 
funds  

Items 27(b)(1) and 
27(c)(1) of Form N-1A  

Item 7(a) of Form N-
CSR  

Rule 30e-1(b)(2)(i)  

Financial highlights for 
funds  

Items 27(b)(2) and 
27(c)(2) of Form N-1A  

Item 7(b) of Form N-
CSR  

Rule 30e-1(b)(2)(i)  

Remuneration paid to 
directors, officers and 
others  

Items 27(b)(3) and 
27(c)(3) of Form N-1A  

Item 10 of Form N-
CSR  

Rule 30e-1(b)(2)(i)  

Changes in and 
disagreement with 
accountants for funds  

Items 27(b)(4) and 
27(c)(4) of Form N-1A; 
Item 304 of Reg. S-K  

Item 8 of Form N-CSR  Rule 30e-1(b)(2)(i)  

Matters submitted to 
fund shareholders for a 
vote  

Rule 30e-1(b)  Item 9 of Form N-CSR  Rule 30e-1(b)(2)(i)  

Statement regarding the 
basis for the board’s 
approval of investment 
advisory contract  

Item 27(d)(6) of Form 
N-1A  

Item 11 of Form N-
CSR  

Rule 30e-1(b)(2)(i)  

Complete portfolio 
holdings as of the close 
of the fund’s most 
recent first and third 
fiscal quarters  

Currently required in 
Part F of Form N-
PORT and website 
availability currently 
required for funds 
relying on Rule 30e-3  

N/A (not currently 
required to be filed on 
Form N-CSR; not 
required to be filed on 
new Form N-CSR)  

Rule 30e-1(b)(2)(ii)  

 

Specific New Form N-CSR Requirements  

• Financial Statements. The Release adopts the requirement for a fund to file its most 
recent complete annual or semi-annual financial statements on Form N-CSR, and provide 
certain data points from the financial statements (including the graphical representation 
of holdings) in its annual and semi-annual reports, in lieu of including the fund’s 
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complete financial statements in its shareholder reports. Consistent with current 
requirements, the fund’s annual financial statements must be audited and accompanied by 
any associated accountant’s report, while the semi-annual financial statements need not 
be audited.  

The amendments to Form N-1A eliminate a fund’s ability to provide a summary schedule in lieu 
of providing a complete schedule of portfolio investments as part of the financial statements.  

As described above, the Release’s amendments require separate shareholder reports for each 
series or portfolio in a trust, as well as for each share class of a fund. In contrast, the amendments 
to Form N-CSR do not prohibit funds from preparing and submitting multicolumn financial 
statements that include multiple series or portfolios, or that address multiple share classes of a 
fund, provided such financial statement presentation is consistent with Regulation S-X.  

• Financial Highlights. The Release requires funds to file their financial highlights 
information on Form N-CSR. The information is identical to the information currently 
required in fund shareholder reports. Funds are not required or permitted to include 
financial highlights information in their annual or semi-annual reports, with the exception 
of the following specific data. 

° A fund must disclose its expense ratio in the “Fund Expenses” section of the annual 
and semi-annual reports. In addition, while funds’ shareholder reports will no longer 
include annual total returns for each of the preceding five years, the MDFP section of 
the annual report continues to include certain information regarding a fund’s annual 
total returns. Funds must also disclose their net assets and portfolio turnover rate 
(which are data elements from the fund’s financial highlights) as some of the statistics 
that funds newly include in their annual and semi-annual reports.  

° Item 13 of current Form N-1A requires a fund to include financial highlights 
information in its prospectus, and an instruction permits a fund to incorporate this 
information from a shareholder report by reference into its prospectus. Following the 
Release’s compliance date, fund shareholder reports will no longer include financial 
highlights. Therefore, the Release amends the current instruction to allow a fund to 
incorporate by reference into its prospectus its financial highlights from its Form N-
CSR.  

• Other New Form N-CSR Requirements. The Release amends Form N-CSR to require a 
fund to file on Form N-CSR: o The disclosures that Item 304 of Regulation S-K 
currently requires, concerning changes in and disagreements with accountants (this 
information complements the new requirement that funds must include a high-level 
summary of changes in and disagreements with accountants in their annual reports);  

° Information about matters submitted for a shareholder vote (identical to the 
information currently included in fund shareholder reports);  

° Aggregate remuneration the fund paid to its directors, officers, and certain affiliated 
persons, unless that information is disclosed as part of the financial statements 
(identical to the information currently required in fund shareholder reports); and  
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° A statement regarding the basis for the board’s approval of the fund’s investment 
advisory contract (identical to the information currently required in fund shareholder 
reports).  

The Release deletes two items from fund annual reports without moving them to amended Form 
N-CSR. The information about a fund’s directors and officers that now appears in funds’ annual 
reports (the “management 

information table”) and SAI will appear only in the fund’s SAI following the Rule’s compliance 
date. Additionally, the required statement regarding the operation and effectiveness of a fund’s 
liquidity risk management program is simply deleted.  

II. New Website Content and Availability Requirements; Safe Harbor  
The Release requires a fund to make available on a website all of the information that will be 
newly required on Form N-CSR and no longer included in a fund’s shareholder reports. A fund 
must make the required disclosures publicly accessible, free of charge, and will be required to 
make this information available from 60 days after the end of the relevant fiscal period – the 
same time period that funds are required to transmit their shareholder reports – until 60 days 
following the end of the next respective fiscal period.  

In addition, the Release requires a fund (other than a money market fund) to make available on a 
website its complete portfolio holdings, as of the close of the fund’s most recent first and third 
fiscal quarters. The fund’s first and third fiscal quarter portfolio holdings are required to remain 
publicly accessible online for a full fiscal year.  

• The website address where the required information appears must be specified on the 
cover page or beginning of the shareholder report and cannot be the address of the SEC 
EDGAR system. The website address must be specific enough to lead investors directly 
to the particular information, but may be a central site with prominent links to the 
referenced information;  

• The required online materials must be presented in a format convenient for both reading 
online and printing on paper, and persons accessing the materials must be able to retain 
permanently, free of charge an electronic copy of the materials in this format; and  

• Funds have the option to satisfy the website availability requirement for the information 
that the fund is newly required to file on Form N-CSR by posting its most recent Form N-
CSR report in its entirety on the website the shareholder report specifies. Funds may 
either post the online information separately for each series of the fund or group the 
online information by types of materials and/or by series.  

The Release amends Rule 30e-1 to include a safe harbor providing that a fund shall have 
satisfied its obligations to transmit shareholder reports, even if it did not meet the posting 
requirements of the rule for a temporary period of time. To rely on the safe harbor, a fund must 
(i) have reasonable procedures in place for the purpose of assuring that the required materials 
appear online in the manner required and (ii) take prompt action to correct noncompliance with 
Rule 30e-1’s website availability requirements.  
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III. Delivery Upon Request Requirements  
The Release requires funds to send, by U.S. first class mail or other reasonably prompt means, a 
paper copy of any of the materials that are required to appear online to any person requesting a 
copy within three business days after receiving the request. The information must be provided 
free of charge.  

Similarly, a fund must also send, free of charge, by email or other reasonably prompt means, an 
electronic copy of any materials discussed above within three business days after receiving a 
request for an electronic copy.  

These delivery requirements also apply to any financial intermediary through which shares of the 
fund may be purchased or sold.  

The Release also makes a conforming change to the prospectus cover page statement that Form 
N-1A currently requires. Instead of stating that “the SAI, the Fund’s annual and semi-annual 
reports to shareholders, and Form N-CSR are available, without charge, upon request,” the 
required statement is changed to require a fund to explain that “the SAI, the Fund’s annual and 
semi-annual reports to shareholders, and other information such as Fund financial statements are 
available, without charge, upon request.” 

Prospectuses and SAIs Transmitted Under Rule 30e-1(d)  

The Release rescinds Rule 30e-1(d) under the 1940 Act, which permits a fund to transmit a copy 
of its prospectus or SAI instead of its shareholder report, provided it includes all of the 
information that is required in the shareholder report. The SEC believes that the “consolidation 
of a fund’s prospectus, SAI, and shareholder report disclosures into a single document is 
inconsistent with the layered disclosure framework” and understands that “funds rarely rely on 
this rule provision in practice.”  

Investment Company Advertising Rules Amendments  

The Release amends the investment company advertising rules – Securities Act Rules 482, 156 
and 433 and 1940 Act Rule 34b-1. These amendments apply to all investment companies that are 
subject to the SEC’s advertising rules, including mutual funds, ETFs, registered closed-end 
funds, and business development companies (“BDCs”).  

Standardized Fee and Expense Disclosure. The Release amends Rules 482, 433 and 34b-1 to 
require that investment company advertisements providing fee or expense figures for the 
investment company include certain standardized fee and expense figures, and that these figures 
must adhere to certain prominence and timeliness requirements.  

• The amendments to Rule 482 require that investment company advertisements providing 
fee and expense figures include (i) the maximum amount of any sales load, or any other 
nonrecurring fee and (ii) the total annual expenses without any fee waiver or expense 
reimbursement arrangement (collectively, the “required fee and expense figures”) based 
on the methods of computation for a prospectus that the fund’s 1940 Act or Securities 
Act registration statement form prescribes for those figures. Any advertisement 
presenting fee and expenses figures must include these items.  
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• The amendments to Rules 34b-1 and 433 incorporate Rule 482’s requirements for 
required fee and expense figures. Consequently, regardless of whether an advertisement 
is in the form of a Rule 482 advertisement or Rule 34b-1 supplemental sales literature, or 
whether a registered closed-end fund or BDC advertisement uses Rule 482 or Rule 433 
for a free writing prospectus, the advertisement is subject to the same requirements 
regarding fee and expense information.  

Prominence, Fee Waivers and Expense Reimbursements, and Timeliness in Standardized Fee 
and Expense Figures. The investment company advertising rules amendments incorporate 
prominence requirements for fee and expense figures that appear in investment company 
advertisements. As amended, investment company advertisements may include other figures 
regarding a fund’s fees and expenses in addition to the required fee and expense figures that the 
amendments require. However, such advertisements must present the required fee and expense 
figures at least as prominently as any other included fee and expense figures.  

• The amendments require advertisements that include a fund’s total annual expenses net of 
fee waiver or expense reimbursement arrangement amounts also to include the expected 
termination date of the arrangement.  

• The amendments include a timeliness requirement for fee and expense information in 
investment company advertisements. The timeliness requirement applies to fee and 
expense figures as well as to relevant narrative information. Fee and expense information 
must be as of the date of the fund’s most recent prospectus or, if the fund no longer has 
an effective registration statement under the Securities Act, as of its most recent annual 
report.  

Materially Misleading Statements About Fees and Expenses in Investment Company Sales 
Literature. The Release amends Rule 156 to address statements and representations about a 
fund’s fees and expenses that could be materially misleading. Specifically, the amendments 
provide that representations about fees or expenses associated with an investment in a fund could 
be misleading because of statements or omissions involving a material fact, including situations 
where portrayals of the fees and expenses associated with an investment in the fund omit 
explanations, qualifications, limitations, or other statements necessary or appropriate to make the 
portrayals not misleading. The Release states that the SEC is concerned about “funds that market 
themselves as ‘zero expense’ or ‘no expense funds’ without mentioning other costs investors 
would incur when investing in the fund.”  

Form N-1A Technical Amendments  

The Release amends Form N-1A to update the current SAI requirement to provide the age and 
length of service of a fund’s officers and directors. Funds will be permitted to instead disclose, 
for each officer and director, their birth year and the year their service began. The Release also 
amends Form N-1A to permit a fund to disclose the year the portfolio manager’s service began 
instead of a portfolio manager’s length of service. These changes permit a fund to disclose static 
dates (i.e., birth year and/or year service began) rather than updating age and/or years of service 
annually.  
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Significant Differences from the Proposing Release  

The Release does not include the following items, each of which appeared in the proposing 
release:  

• A fund that invests less than ten percent of the value of its total assets in other funds 
could have disclosed its acquired fund fees and expenses (“AFFE”) in a footnote to the 
fee table, instead of including AFFE as a fee table line item (which is included as a 
component of the fund’s bottom-line ongoing annual operating expenses);  

• A summary prospectus requirement to describe a fund’s principal risks in order of 
importance, with the most significant risks appearing first;  

• A standard for determining whether a risk is a principal risk (i.e., whether the risk would 
place more than ten percent of the fund’s assets at risk or is reasonably likely to do so in 
the future);  

• Replacement of the existing fee table in the summary section of funds’ statutory 
prospectuses with a simplified fee summary, and a simplified fee example in funds’ 
prospectuses; and  

• Proposed Rule 498B under the Securities Act, which would have permitted a fund to 
satisfy its (i) annual prospectus updates and (ii) prospectus delivery obligations to a 
fund’s existing investors under Section 5(b)(2) of the Securities Act. New investors 
would have received a fund prospectus in connection with their initial investment in a 
fund, but funds could have opted into proposed Rule 498B’s alternative approach under 
which funds would not deliver annual prospectus updates to investors thereafter.  
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SEC Proposes ESG-Related Disclosures by Registered Funds and Investment Advisers 
Based on a client alert originally published on June 7, 2022 

On May 25, 2022, the SEC issued a release (the “Release”) containing proposed rule and form 
amendments under both the Advisers Act and the 1940 Act (the “Proposals”) to require 
registered investment advisers (“advisers”), registered investment companies and business 
development companies (collectively, “funds”) to disclose additional information about their 
ESG investment practices. 

On the same day, the SEC issued a separate release containing proposals to substantially expand 
the applicability of Rule 35d-1 under the 1940 Act (the “Names Rule Release”) and require 
funds to amend their prospectus disclosure. The Names Rule Release is discussed in a prior 
Ropes & Gray Alert. 

If adopted as proposed, the Proposals would require specific disclosure regarding ESG strategies 
in fund registration statements, the management discussion of fund performance in fund annual 
reports, and adviser brochures.1 Specifically, the Proposals would: 

• Differentiate among three ESG investment strategies: “ESG Integration,” “ESG-
Focused,” and “ESG Impact” and funds that employ each of these strategies. In general: 
  

o An ESG Integration strategy considers one or more ESG factors alongside other, 
non-ESG factors in its investment decisions, and the ESG factors are generally no 
more significant than other factors in the investment selection process, such that 
ESG factors may not be dispositive with respect to any particular investment.2 

o An ESG-Focused strategy focuses on one or more ESG factors by using them as a 
significant or main consideration in selecting investments or in engaging with 
portfolio companies (e.g., screens for carbon emissions, board or workforce 
diversity and inclusion, or industry-specific issues). 

o An ESG Impact strategy seeks to achieve a specific ESG impact or impacts that 
generate specific ESG-related benefits (e.g., financing the construction of 
affordable housing units or advancing the availability of clean water). 

• Complement the proposed ESG disclosures in fund registration statements and annual 
reports and adviser brochures, by requiring certain ESG reporting on Forms N-CEN and 
ADV Part 1A. 

• Amend advisers’ Form ADV Part 2A (the “brochure”) to include information about 
advisers’ ESG practices. 

• Amend Form N-CEN to include items that are designed to collect census-type 
information regarding ESG-related funds and the ESG-related service providers they use, 
and amend Form ADV Part 1A to expand the ESG information collected about the 
advisory services provided to separately managed account (“SMA”) clients and reported 
private funds. 
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I. Prospectus ESG Disclosure Enhancements 

In General. The Proposals’ disclosure requirements would apply to open-end funds (including 
ETFs) and closed-end funds (including BDCs) that incorporate one or more ESG factors in their 
investment selection process. The Proposals do not define “ESG” or similar terms but, instead, 
would “require funds to disclose to investors (1) how they incorporate ESG factors into their 
investment selection processes and (2) how they incorporate ESG factors in their investment 
strategies.” Under the Proposals, funds that meet the proposed definition of “Integration Fund” 
would provide more limited disclosures. In contrast, “ESG-Focused” Funds (e.g., funds that 
apply inclusionary or exclusionary screens, funds that focus on ESG-related engagement with the 
issuers in which they invest and funds that seek to achieve a particular ESG impact) would be 
required to provide more detailed information in a tabular format. 

Integration Funds. Under the Proposals, funds that meet the proposed definition of “Integration 
Fund” are required to provide fewer new disclosures.3   

Specifically, the Proposals would require an Integration Fund to summarize in a few sentences 
how the fund incorporates ESG factors into its investment selection process, including disclosing 
the ESG factors considered. An Integration Fund would be permitted to provide a brief narrative 
of how it incorporates factors, or provide an example to illustrate how it considers ESG factors 
with other factors. This disclosure would be in addition to the information funds currently are 
required to provide in their prospectuses about their investments, risks and performance. Open-
end funds would provide this information in the summary section of a fund’s prospectus. Closed-
end funds, which do not use summary prospectuses, would be required to disclose this 
information within the prospectus’s general description of the fund. 

The Release notes that while an Integration Fund will be required to summarize in a few 
sentences how it incorporates ESG factors into its investment selection process, the Proposals do 
not require more extensive disclosure in the summary prospectus. The Release notes that 
requiring a more detailed discussion of ESG factors could cause an Integration Fund to 
overemphasize the role ESG factors play in the fund’s investment selection process by adding 
ESG disclosure requirements that could result in a more detailed description of ESG factors than 
other factors, and this overemphasis could impede informed investment decisions because ESG 
factors discussed at length would not play a central role in the fund’s strategy. For these reasons, 
the Proposals contemplate a layered disclosure approach for Integration Funds. Specifically, the 
Proposals complement the concise description described above with a more detailed description 
of how an Integration Fund incorporates ESG factors into its investment selection process in an 
open-end fund’s statutory prospectus or later in a closed-end fund’s prospectus. This more 
detailed description would provide information about the fund’s integration of ESG factors in its 
investment strategy to facilitate informed decision-making by providing investors more detail 
about the extent to which the fund considers those ESG factors as compared to other factors in 
the fund’s investment selection process. 

If an Integration Fund considers greenhouse gas (“GHG”) emissions, it will be required to 
provide more detailed information in its statutory prospectus or, in the case of a closed-end fund, 
later in its prospectus.4 Specifically, an Integration Fund that considers the GHG emissions of 
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portfolio holdings as an ESG factor in its investment selection process would be required to 
describe how the fund considers the GHG emissions of its portfolio holdings. 

ESG-Focused Funds. Under the Proposals, an ESG-Focused Fund,5 which would include any 
ESG Impact Fund,6 would be required to provide specific disclosure about how the fund focuses 
on ESG factors in its investment process. 

• ESG-Focused Funds would be required to provide key information about their 
consideration of ESG factors in a table format (an “ESG Strategy Overview table”) in the 
fund’s prospectus. An open-end fund would be required to provide the table at the 
beginning of its “risk/return summary,” and a closed-end fund would provide the table at 
the beginning of the discussion of the fund’s organization and operation.7 

• An Impact Fund would have additional disclosure requirements, described below, 
including how the Impact Fund measures progress towards its stated impact (including 
the key performance indicators the fund analyzes), the time horizon employed for 
measuring that progress and the relationship between the impact the fund seeks to 
achieve and the fund’s financial returns. As with other proposed requirements, the fund 
would provide a more detailed description later in the prospectus to complement the 
overview provided in the ESG Strategy Overview table. 

The Proposals specify the following format for the required table. A fund may replace the term 
“ESG” with another term or phrase that more accurately describes the applicable ESG factors the 
fund considers. 

[ESG] Strategy Overview 

Overview of the fund’s [ESG] 
strategy 

Concise description of the factor(s) that are the focus of the 
fund’s strategy, plus check the applicable box(es): 

The fund engages in the following to implement its [ESG] 
Strategy: 

 Tracks an index 

 Applies an inclusionary screen 

 Applies an exclusionary screen 

 Seeks to achieve a specific impact 

 Proxy voting (if a “significant means” of 
implementing an identified ESG strategy) 

 Engagement with issuers (same) 

 Other 
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How the fund incorporates 
[ESG] factors in its investment 
decisions 

The summary must be in a disaggregated manner with 
respect to each of the common ESG strategies identified by 
the “check the box” disclosure 

Additional requirements apply for Impact Funds 

How the fund votes proxies 
and/or engages with companies 
about [ESG] issues 

Requirements vary differ depending upon whether fund has 
checked the boxes “proxy voting” or “engagement with 
issuers” in Row 1 

 

The Proposals would require an ESG-Focused Fund to complement each row’s brief disclosure 
with more-detailed disclosure or other available information required elsewhere in the 
prospectus. In an electronic version of the prospectus – posted on the fund’s website, delivered 
electronically or filed on EDGAR – the fund also would be required to provide hyperlinks in the 
table to the related, more-detailed disclosure appearing later in the prospectus. The disclosure 
that would be required in each row of the table follows. 

Row 1: Overview of [the Fund’s] [ESG] Strategy. In this row, an ESG-Focused Fund would be 
required to provide: 

• A concise description in a few sentences of the factor or factors that are the focus of the 
fund’s strategy (e.g., environmental factors, and in particular, on greenhouse gas 
emissions, if applicable). 

• A list of common ESG strategies, as indicated in the ESG Strategy Overview table and in 
a “check the box” style, indicate all strategies in that list that apply. These check boxes 
would identify common ESG strategies such as the tracking of an index, the application 
of an exclusionary or inclusionary screen, impact investing, proxy voting, and 
engagement with issuers. If none of the common ESG strategies applied to the ESG-
Focused Fund, the fund would not be required to check any of the boxes and, instead, 
would check the “other” box. 

• Checking the boxes “proxy voting” or “engagement with issuers” requires a fund to meet 
a minimum threshold. The Release states that “a fund would only check the boxes 
regarding proxy voting or engagement with issuers if either such strategy is a 
‘significant’ means of implementing the fund’s ESG strategy.” 

• In contrast, for the other common strategies represented by the check boxes in Row 1, a 
fund would be required to check a box if the fund merely employs the strategy described 
by the check box (i.e., there is no “significant” requirement). 

• The distinction is intended to cull funds that incorrectly believe that either (i) simply 
voting on ESG proxy matters or (ii) holding meetings with certain issuers on an 
infrequent or ad hoc basis would be sufficient for the fund to check the associated box in 
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the ESG strategy overview in Row 1. 
  

o The Release states that the Proposals’ “significant” requirement (in order to check 
the associated box) “results in the strategy being appropriately limited to funds 
that proactively use proxy voting or engagement with issuers as a means of 
implementing of their ESG strategy.” 

o The Release states that a fund’s determination of whether either proxy voting or 
engagement with issuers is significant depends on the facts and circumstances. 
However, a fund that “regularly and proactively votes proxies or engages with 
issuers on ESG issues to advance one or more particular ESG goals the fund has 
identified in advance would be using voting and engagement as a significant 
means to implement its strategy.” 

Row 2: How the Fund Incorporates [ESG] Factors in Its Investment Decisions. In this row, the 
Proposals would require an ESG-Focused Fund to summarize how it incorporates ESG factors 
into its investment decision-making. Funds would be required to provide specific information in 
this row and to supplement this row’s overview with a more detailed description later in the 
prospectus.8 

The Release states that the fund “would provide specific information, in a disaggregated manner, 
with respect to each of the common ESG strategies applicable to the fund as identified by the 
‘check the box’ disclosure.” For clarity, a fund would be permitted to use multiple rows in the 
table or other text features to clearly identify the disclosure related to each applicable common 
ESG strategy. 

• If the fund applies an inclusionary or exclusionary screen to select or exclude 
investments, the fund’s summary must briefly explain the factors the screen applies, such 
as particular industries or business activities it seeks to include or exclude and, if 
applicable, what exceptions apply to the screen. The fund also would be required to state 
the percentage of the portfolio, in terms of NAV, to which the screen applies (if less than 
100%, excluding cash and cash equivalents held for cash management) and to explain 
why the screen applies to less than 100% of the portfolio. 

• If the fund uses an internal methodology, a third-party data provider or a combination of 
both in selecting or excluding investments, the fund’s summary must describe how the 
fund uses the methodology, third-party data provider or combination of both, as 
applicable. 

• If the fund tracks an index, the fund’s summary must identify the index and briefly 
describe the index and how it utilizes ESG factors in determining its constituents. 

• If applicable, the fund’s summary must provide an overview of any third-party ESG 
frameworks that the fund follows as part of its investment process (e.g., the United 
Nations Sustainable Development Goals or the United Nations Principles for Responsible 
Investing). 
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Additional requirements for Impact Funds. In addition to the proposed disclosures described 
above, an Impact Fund would be required to provide in the second row an overview of the 
impact(s) the fund is seeking to achieve, and how the fund seeks to achieve the impact(s). This 
overview must include (i) how the fund measures progress toward the specific impact (including 
the key performance indicators the fund analyzes), (ii) the time horizon the fund uses to analyze 
progress and (iii) the relationship between the impact the fund is seeking to achieve and financial 
return(s). Like the other proposed disclosure requirements, the Proposals would require the fund 
to provide a more detailed description later in the prospectus.9 

In addition to disclosure in the ESG Strategy Overview table, the Proposals would require an 
Impact Fund to disclose in its investment objective the ESG impact that the fund seeks to result 
from its investments.10 The Release states that, for both open-end and closed-end funds, this 
requirement is designed “to highlight for investors any ESG-related impact an Impact Fund is 
seeking to achieve, given that such specific or measurable impacts differentiate Impact Funds 
from other ESG-Focused Funds.” 

Row 3: Proxy Voting or Engagement with Companies. As described above, the Proposals would 
require ESG-Focused Funds, which include Impact Funds, for which engagement with issuers – 
either by voting proxies or otherwise – is a significant means of implementing their ESG strategy 
to check the appropriate box in Row 1 of the ESG Strategy Overview table. A fund that checks 
either the proxy voting or engagement box in the first row of the ESG Strategy Overview table (a 
“Proxy/Engaged Fund”) would be required to provide a brief narrative overview in Row 3 of the 
ESG Strategy Overview table disclosing how the fund engages with portfolio companies on ESG 
issues. 

• The Proposals would require a Proxy/Engaged Fund to identify whether the fund has 
specific or supplemental proxy voting policies and procedures that include one or more 
ESG considerations for companies in its investment portfolio and, if so, state which ESG 
considerations those policies and procedures address. 

• If a Proxy/Engaged Fund seeks to engage with issuers on ESG matters other than through 
voting proxies, such as through meetings with or advocacy to management, the fund 
would be required to disclose in Row 3 an overview of the objectives it seeks to achieve 
with its engagement strategy. 

• An ESG-Focused Fund that does not check the proxy voting box or the engagement box 
in the first row would still be required to include this row in the ESG Strategy Overview 
table, and would disclose that neither proxy voting nor engagement with issuers is a 
significant means of implementing its investment strategy.11 

The brief narrative overview disclosure provided by a Proxy/Engaged Fund in its ESG Strategy 
Overview table’s Row 3 must be complemented by information in an open-end fund’s statutory 
prospectus and later in a closed-end fund’s prospectus. Specifically, the fund would be required 
to disclose specific information on the objectives it seeks to achieve with its engagement 
strategy, including the fund’s time horizon for progressing on such objectives and any key 
performance indicators that the fund uses to measure the effectiveness of this engagement.12 
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II. Unit Investment Trusts (“UITs”) 

The Proposals would require any UIT with portfolio securities selected based on one or more 
ESG factors to explain how the factors were employed to select the portfolio securities.13 The 
Proposals would not differentiate disclosure based on whether a UIT’s selection process was 
ESG Integration or ESG-Focused. The Release notes that because UIT trustees generally engage 
in “mirror voting” of shares (i.e., vote the UIT’s shares in a portfolio company in the same 
proportion as the vote of all other holders of the portfolio company’s shares), the Proposals do 
not require disclosure of engagement with portfolio companies. 

III. Fund Annual Report ESG Disclosure 

Overview. In addition to the proposed amendments to fund prospectuses, the Proposals contain 
amendments to fund annual reports to provide additional ESG-related disclosure. For open-end 
funds and closed-end funds, the proposed disclosure would be included in the management’s 
discussion of fund performance (the “MDFP”) section of the fund’s annual shareholder report. 
For BDCs, the proposed disclosure would be included in the management discussion and 
analysis (the “MD&A”) in the BDC’s annual report on Form 10-K. 

Impact Fund Disclosure. The Proposals would require an Impact Fund to summarize briefly the 
fund’s progress on achieving its specific impact(s) in both qualitative and quantitative terms 
during the reporting period, and the key factors that materially affected the fund’s ability to 
achieve the specific impact(s), on an annual basis in its annual report.14 

ESG Proxy Voting Disclosure. The Proposals would require an ESG-Focused Fund for which 
proxy voting is a significant means of implementing its ESG strategy to disclose specific 
information about how it voted proxies relating to portfolio securities on particular ESG-related 
voting matters. Specifically, the Proposals would require an ESG-Focused Fund to disclose, in 
the MDFP or MD&A section of its annual report, as applicable, the percentage of ESG-related 
voting matters during the reporting period for which the fund voted in furtherance of each ESG-
related initiative. 

• An ESG-Focused Fund would be permitted to limit the disclosure to voting matters 
involving ESG factors that the fund incorporates into its investment decisions. 

• An ESG-Focused Fund would be required to refer investors to its full voting record filed 
on Form N-PX by providing a cross reference (for electronic versions of the annual 
report, by including a hyperlink) to the fund’s most recent complete proxy voting record 
filed on Form N-PX. 

ESG Engagement Disclosure. The Proposals contain amendments that apply only to annual 
reports of funds for which engagement with issuers through means other than proxy voting is a 
significant means of implementing their ESG strategy.15 These funds would be required to 
disclose (i) progress on any key performance indicators of such engagement and (ii) the number 
or percentage of issuers with whom the fund held ESG engagement meetings during the 
reporting period related to one or more ESG issues and total number of “ESG engagement 
meetings.” 
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• The Proposals would define “ESG engagement meeting” to mean “a substantive 
discussion with management of an issuer advocating for one or more specific ESG goals 
to be accomplished over a given time period, where progress that is made toward meeting 
such goal is measurable, that is part of an ongoing dialogue with management regarding 
this goal.” The Release notes that this definition is intended to identify substantive 
interactions on ESG issues and distinguish an “ESG engagement meeting” for this 
purpose from other meetings or interactions for which advocacy on ESG issues is not a 
focus, or from aspects of a fund’s ESG engagement strategy that are not directed to a 
particular company, such as letters to all issuers in a fund’s portfolio or policy statements 
describing a fund’s ESG priorities. 

• According to the Release, to support compliance with the federal securities laws, funds 
should generally consider including in their compliance policies and procedures a 
requirement that employees memorialize the discussion of ESG issues (e.g., by creating 
and preserving meeting agendas and contemporaneous notes of engagements relating to 
ESG issues) to assure accurate reporting on the number of ESG engagement meetings. 

GHG Emissions Disclosure. The Proposals would require an ESG-Focused Fund that considers 
environmental factors as part of its investment strategy to disclose the carbon footprint and the 
weighted average carbon intensity (“WACI”) of the fund’s portfolio in the MDFP or MD&A 
section of the fund’s annual report, as applicable. 

• This proposed requirement would apply to ESG-Focused Funds that indicate that they 
consider environmental factors in response to Item C.3(j)(ii) on Form N-CEN, but do not 
affirmatively state that they do not consider issuers’ GHG emissions as part of their 
investment strategy in the “ESG Strategy Overview” table in the fund’s prospectus 
(“environmentally focused fund”). 

• These requirements also would apply to a BDC that considers environmental factors as 
part of its investment strategy. The SEC recently proposed to require BDCs (and publicly 
traded operating companies) to provide climate-related information in their annual reports 
on Form 10-K, including a BDC’s Scope 3 emissions if material or if Scope 3 emissions 
are part of an announced emissions reduction target.  

• The methodologies to calculate an ESG-Focused Fund’s carbon footprint and its WACI 
are complex and are summarized in the Appendix to this article. 

IV. Inline XBRL Data Tagging 

The Proposals would require funds that include the Proposals’ ESG-related registration statement 
disclosure and fund annual report disclosure to file this information with the SEC using a 
structured, machine-readable data language (“Inline XBRL”). 

V. Adviser Brochure (Form ADV Part 2A) 

The Proposals would amend Form ADV Part 2A (the “brochure”) to include information about 
advisers’ ESG practices. These amendments share several elements with the requirements in the 
Proposals for funds that consider ESG factors. 
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Item 8: Methods of Analysis, Investment Strategies and Risk of Loss. The Proposals would add a 
new sub-Item 8.D that would require an adviser to provide a description of the ESG factor or 
factors it considers for each significant investment strategy or method of analysis (“significant 
strategies”) for which the adviser considers any ESG factors. 

• Similar to the Proposals with regard to registered funds, the Proposals would not define 
“ESG” or similar terms. Instead, the Proposals would require advisers to provide a 
description of the ESG factor or factors they consider, and disclose how they incorporate 
these factors when providing investment advice, including when recommending or 
selecting other investment advisers. 

• The Proposals contain definitions for ESG Integration, ESG-Focused and ESG Impact 
strategies, which are similar to the Proposals’ definitions of these terms for registered 
funds. 

• Proposed sub-Item 8.D would require an explanation of whether and how the adviser 
incorporates a particular ESG factor (E, S, or G) and/or a combination of factors. The 
proposed disclosure would include an explanation of whether and how the adviser 
employs Integration and/or ESG-Focused strategies and, if ESG-Focused, whether and 
how the adviser also employs ESG Impact strategies. An adviser that considers different 
ESG factors for different strategies would include the proposed disclosures for each 
strategy. 
  

o If an adviser employs an ESG Integration strategy, the adviser would explain how 
it incorporates the ESG factors when making investment recommendations. This 
explanation would include that the adviser considers other, non-ESG factors 
alongside its consideration of the indicated ESG factors, but that the ESG factors 
are generally no more significant than the other factors when providing 
investment advice, such that ESG factors may not be dispositive in deciding 
whether to recommend any particular investment. 

o If an adviser employs an ESG-Focused strategy (because it focuses on one or 
more ESG factors by using them as a significant or main consideration in 
providing investment advice or in its engagement strategy with the companies in 
which its clients invest), it would describe those ESG factors. It would also 
describe how the adviser incorporates those factors when providing investment 
advice. 

o If an adviser employs an ESG-Focused approach that is also considered an ESG-
Impact approach (because the adviser seeks to achieve a specific ESG impact or 
impacts for the significant strategy) the Proposals would require additional 
disclosures (i) an overview of the impact(s) the adviser is seeking to achieve, (ii) 
how the adviser is seeking to achieve the impact(s) and (iii) how the adviser 
measures progress toward the stated impact, including the key performance 
indicators the adviser analyzes, the time horizon the adviser uses to analyze 
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progress, and the relationship between the impact the adviser is seeking to achieve 
and financial return(s). 

• If an adviser employs, for any significant strategy, criteria or a methodology to select or 
exclude investments based on the consideration of ESG factors, the Proposal would 
require the adviser to describe the criteria and/or methodologies and how it uses them. An 
adviser that employs different criteria or methodologies for different strategies would 
include the proposed disclosures for each significant strategy. 

• Similar to the Proposals’ requirements for funds, the Proposals’ sub-Item 8.D would 
provide a non-exclusive list of criteria and methodologies to address, as applicable: 
  

o An internal methodology, a third-party criterion or methodology such as a scoring 
provider or framework, or a combination of both, including an explanation of how 
the adviser evaluates the quality of relevant third-party data; 

o An inclusionary or exclusionary screen, including an explanation of the factors 
the screen applies, such as particular industries or business activities it seeks to 
include or exclude and, if applicable, what exceptions apply to the inclusionary or 
exclusionary screen; and 

o An index, including the name of the index and a description of the index and how 
the index utilizes ESG factors in determining its constituents. 

Item 10: Other Financial Industry Activities and Affiliations. Advisers are currently required to 
disclose information about their financial industry activities and affiliations in Item 10 of Form 
ADV Part 2A. The Proposals would amend Item 10.C. to require an adviser to describe any 
relationship or arrangement that is material to the adviser’s advisory business or to its clients, 
that the adviser or any of its management persons have with any related person that is an ESG 
consultant or other ESG service provider.17 

Item 17: Voting Client Securities. Item 17 of the brochure requires advisers that have (or will 
accept) authority to vote client securities to briefly describe their voting policies and procedures. 
The Proposals would amend Item 17.A to require advisers that have specific voting policies or 
procedures that include one or more ESG considerations when voting client securities to include 
in their brochures a description of which ESG factors they consider and how they consider them. 
If an adviser has different voting policies and procedures for strategies that address ESG-related 
matters, or for different clients or different ESG-related strategies, the adviser generally would 
be required to describe those differences. 

Wrap Fee Brochure (Form ADV Part 2A, Appendix 1). Advisers that sponsor wrap fee programs 
are required to prepare a specialized brochure that must be delivered to their wrap fee clients 
(“wrap fee program brochure”). 

• Advisers sponsoring wrap fee programs are required to describe in Item 4 of their wrap 
fee brochures the services, including the types of portfolio management services, 
provided under each program. Like the Proposals’ brochure disclosures, the Proposals 
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would amend this Item to specify that advisers that consider ESG factors in their wrap fee 
programs must provide a description of what ESG factors they consider, and how they 
incorporate the factors under each program. E, S, or G would not be defined, but the 
Proposals would require advisers to discuss any ESG factors they consider. 

• Advisers sponsoring wrap fee programs are required to describe in Item 6 of their wrap 
fee brochures how they select and review portfolio managers. The Proposals would 
amend Item 6 to require advisers that consider ESG factors when selecting, reviewing, or 
recommending portfolio managers within the wrap fee programs they sponsor, to 
describe in their wrap fee program brochures the ESG factors they consider and how they 
consider them. The description of ESG factors generally should include the types of ESG 
information the adviser considers and must include how the adviser considers the ESG 
factors. 

• The Proposals also would add three Item 6 disclosure requirements as part of an adviser’s 
description of how they consider the relevant ESG factors described above. Specifically, 
advisers would be required: 
  

o To describe any criteria or methodology they use to assess portfolio managers’ 
applications of the relevant ESG factors into their portfolio management. This 
would include any industry or other standards for presenting the achievement of 
ESG impacts and/or third-party ESG frameworks, and any internal criteria or 
methodology. 

o To provide an explanation of whether they review, or whether a third party 
reviews, portfolio managers’ applications of the relevant ESG factors described 
above. If a review occurs, the Proposals would require a description of the nature 
of the review and the name of any third party conducting the review. 

o If applicable, to explain that neither the adviser nor a third party assesses portfolio 
managers’ applications of the relevant ESG factors into their portfolio 
management, and/or that the portfolio managers’ applications of the relevant ESG 
factors may not be calculated, compiled, assessed or presented on a uniform and 
consistent basis. As part of this disclosure item, the adviser would also be 
required to state and explain why, if applicable, any ESG factors it considers in 
evaluating portfolio managers may not be calculated, compiled, assessed or 
presented on a uniform and consistent basis. 

• The Proposals would amend Item 6.C., which requires certain disclosures in the wrap fee 
brochure of any adviser that acts as a portfolio manager for a wrap fee program described 
in its wrap fee program brochure (a “sponsor-manager”). The Proposals would amend 
Item 6.C requiring sponsor-managers to respond to new Item 8.D from the sponsor-
manager’s brochure (described above). Because wrap fee clients of sponsor-managers are 
generally not required to receive separate brochures from the sponsor-manager, this will 
provide these clients with the sponsor-manager’s ESG disclosures in the wrap fee 
brochure. 
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VI. Regulatory Reporting on Form N-CEN 

The Proposals would amend Form N-CEN to include items that are designed to collect census-
type information regarding ESG-related funds and the ESG-related service providers they use in 
a structured data language. 

The Proposals would add Item C.3(j) to Form N-CEN containing questions tailored to ESG-
related funds’ strategies and processes. A fund that indicates that it incorporates ESG factors 
would be required to report, among other things, (i) the type of ESG strategy it employs (i.e., 
Integration, Focused or Impact) as those strategies are defined in the Proposals’ Item 4(a)(2)(i) of 
Form N-1A and Item 8.2.e of Form N-2, as applicable, (ii) the ESG factor(s) it considers (i.e., E, 
S, and/or G) and (iii) the method it uses to implement its ESG strategy (i.e., tracking an index, 
applying an inclusionary and/or exclusionary screen, proxy voting, engaging with issuers and/or 
other). 

• In responding to proposed Item C.3(j) of Form N-CEN, an ESG-Impact Fund would be 
required to report that it is both an ESG-Focused Fund and an ESG-Impact Fund. 

• The Proposals’ amendments to Form N-CEN would also collect information regarding 
whether a fund considers ESG-related information or scores provided by ESG providers 
in implementing its investment strategy. If so, the fund would be required to provide the 
legal name and legal entity identifier (“LEI”), if any, or provide and describe an other 
identifying number of each such ESG provider. A fund would also be required to report 
whether the ESG provider is an affiliated person of the fund. 

• The Proposals’ amendments to Form N-CEN would require a fund to report whether the 
fund follows any third-party ESG frameworks. If so, the fund would be required to 
provide the full name of such frameworks. 

• Form N-CEN currently requires any fund that tracks the performance of an index to 
identify itself as an index fund and to provide certain information about the index. The 
Proposals would amend Form N-CEN to require all index funds to report the name and 
LEI, if any, or provide and describe another identifying number of the index the fund 
tracks. 

VII. Regulatory Reporting on Form ADV Part 1A 

The Proposals’ amendments to Form ADV Part 1A would expand the information collected 
about the ESG advisory services provided to separately managed account clients and reported 
private funds. 

ESG Data for Separately Managed Account Clients and Private Funds. The Proposals’ 
amendments to Form ADV Part 1A would lead to the collection of information about advisers’ 
uses of ESG factors for their SMA clients and reported private funds. 

• The Proposals would amend Form ADV Part 1A to Item 5.K. (Separately Managed 
Account Clients) and corresponding sections of Schedule D, which currently require 
advisers to provide information about their advisory businesses with respect to SMA 
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clients. The amendments would collect aggregated information for an adviser’s 
applicable SMA clients. 

• The Proposals would make similar amendments to private fund reporting in Section 
7.B.(1) of Schedule D to collect information from private fund advisers about their uses 
of ESG factors in managing each reported private fund. This information would be 
similar to the information the Proposals would collect on Form N-CEN regarding ESG 
factors and include, for example, the type of strategy (i.e., Integration, ESG-Focused, and 
ESG Impact). 

• The Proposals would require an adviser to disclose whether it considers ESG factors as 
part of one or more significant investment strategies or methods of analysis (“significant 
strategies”) for which the adviser considers any ESG factors in the advisory services it 
provides to its separately managed account clients, including in its selection of other 
investment advisers and/or as part of their advisory services when requested by separately 
managed account clients (together with significant strategies, “SMA strategies”). 

o If so, the amendments would require the adviser to indicate for its SMA strategies 
whether it employs an Integration or ESG-Focused approach and, if ESG-
Focused, whether it also employs an ESG-Impact approach. These advisers would 
also report whether they incorporate one or more of E, S, and/or G factors into 
their SMA strategies. 

o Similarly, if an adviser considers any ESG factors as part of one or more 
significant investment strategies or methods of analysis in the advisory services it 
provides to a reported private fund, the Proposals would require the adviser to 
report whether it employs in its management of that private fund an ESG-
Integration or ESG-Focused approach and, if ESG-Focused, whether it also 
employs an ESG-Impact approach. 

o An adviser would also be required to report whether it incorporates one or more 
of E, S, and/or G factors (and which factor(s)). The Release notes that this 
information is intended to help the SEC staff understand industry trends, as well 
as prepare for, conduct and implement its risk-based examination program. 

Third-Party ESG Framework(s). The Proposals would require advisers, in their Form ADV Part 
1A Item 5.M, to report whether they follow any third-party ESG framework(s) in connection 
with their advisory services and, if so, the name of the framework(s). 

Additional Information about Other Business Activities and Financial Industry Affiliations. The 
Proposals would require advisers to disclose whether they or their related persons conduct other 
business activities as ESG providers by amending Items 6 and 7 of Part 1A (and Sections 6.A. 
and 7.A. of Schedule D). For each related person ESG provider, the adviser would be required to 
complete the relevant items in Section 7.A of Schedule D (e.g., the related person’s SEC File 
Number (if any) and additional information about the adviser’s control relationship (if any) with 
the related person). 
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VIII. Compliance Policies and Procedures and Marketing 

The Release states that the SEC’s staff has observed a range of compliance practices that do not 
appear to fully address advisers’ incorporation of ESG factors into their advisory services. Based 
on these observations, as well as the “comprehensive nature of our proposed ESG-related 
amendments to required disclosures,” the Release reaffirms “existing obligations under the 
compliance rules when advisers and funds incorporate ESG factors.” Specifically, the Release 
states that: 

• Advisers’ and funds’ compliance policies and procedures should address (i) the accuracy 
of ESG disclosures made to clients, investors and regulators and (ii) portfolio 
management processes to help assure that portfolios are managed in a manner that is 
consistent with the ESG-related investment objectives disclosed by the adviser and/or 
fund. 

• Advisers may wish to consider the following specific examples of effective ESG-related 
disclosure, policies, procedures and practices. 

o If an adviser discloses to investors that it considers certain ESG factors as part of 
an ESG Integration strategy, the adviser’s compliance policies and procedures 
should be reasonably designed to ensure the adviser actually considers the ESG 
factors in the way it disclosed it considers them. 

o If a fund discloses to investors that it adheres to a particular global ESG 
framework, its policies and procedures should include controls that help to ensure 
client portfolios are managed in accordance with that framework. 

o If an adviser uses ESG-related positive and/or negative screens on client 
portfolios, the adviser should maintain adequate controls to maintain, monitor, 
implement and update those screens. 

o If an adviser discloses to investors that ESG-related proxy proposals will be 
independently evaluated on a case-by-case basis, the adviser should adopt and 
implement policies and procedures for such evaluations. 

o If an adviser advertises to its clients that they will have the opportunity to vote 
separately on ESG-related proxy proposals, the adviser must provide such 
opportunities to its clients and should maintain internal policies and procedures 
accordingly. 

The Release notes that current regulations seek to prevent false or misleading advertisements by 
advisers, including greenwashing, by prohibiting material misstatements and fraud. Therefore, 
the Release states that “it generally would be materially misleading for an adviser materially to 
overstate in an advertisement the extent to which it utilizes or considers ESG factors in managing 
client portfolios.” The Release notes, for example, that it would be materially misleading if an 
adviser stated in its marketing materials that it has substantially contributed to the development 
of specific governance practices, or reduction in carbon emissions, at its portfolio company, if 
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the adviser’s actual roles in the development or reduction in emissions were limited or 
inconsequential. 

IX. Comment Deadline 

The comment deadline expired in October 2022.  

* * * 

Appendix 

Methodologies to Calculate an ESG-Focused Fund’s Carbon Footprint and WACI 

Disclosure of a fund’s GHG metrics are required of any ESG-Focused Fund that considers 
environmental factors as part of its investment strategy, unless the fund affirmatively states in its 
ESG Strategy Overview table in the fund’s prospectus that it does not consider issuers’ GHG 
emissions as part of its investment strategy. 

Carbon Footprint 

• To calculate the fund’s carbon footprint under the Proposals, a fund would first calculate 
each portfolio company’s “enterprise value,” where enterprise value is the sum of the 
portfolio company’s equity value plus its total debt. 

• A fund would then calculate the carbon emissions associated with each portfolio holding 
by dividing the current value of the fund’s investment in the portfolio company by the 
portfolio company’s enterprise value, then multiplying the resulting amount by the 
portfolio company’s Scope 1 and Scope 2 GHG emissions. 

• Finally, the fund would add up the carbon emissions associated with each portfolio 
holding and divide the resulting amount by the current NAV of the portfolio to derive the 
fund’s carbon footprint. Carbon footprint is the total carbon emissions associated with the 
fund’s portfolio, normalized by the fund’s NAV expressed in tons of CO2e per million 
dollars invested in the fund. 

Weighted Average Carbon Intensity (“WACI”) 

• To calculate the fund’s WACI under the Proposals, a fund would first calculate the 
portfolio weight of each portfolio holding by dividing the value of the fund’s investment 
in the portfolio company by the fund’s current NAV. 

• A fund would then calculate the carbon emissions of each portfolio company by dividing 
the portfolio company’s Scope 1 and Scope 2 GHG emissions by the portfolio company’s 
total revenue (in millions of dollars). 

• These emissions would then be attributed to the fund in proportion to the weight of the 
investment in the fund’s portfolio. The fund would perform this calculation for each 
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portfolio company in its portfolio, and the sum of the emissions attributable to the fund 
would be the fund’s WACI. 

Definitions and Additional Refinements. The Proposals contain several specific instructions that 
would apply to a fund’s calculation of its carbon footprint and WACI. 

• The Proposals would define (i) CO2e to mean the common unit of measurement to 
indicate the global warming potential (“GWP”) of each greenhouse gas, expressed in 
terms of the GWP of one unit of carbon dioxide and (ii) GHG emissions to mean the 
direct and indirect greenhouse gases expressed in metric tons of CO2e. 

• The Proposals also would provide definitions for the types of emissions that should be 
calculated within financed Scopes 1, 2 and 3. For purposes of the definition of Scope 3 
emissions, the Proposals also define the term “value chain” to mean, in part, the upstream 
and downstream activities related to a portfolio company’s operations, including 
activities by a party other than the portfolio company. 

• For both the carbon footprint and WACI measures, the fund would determine the GHG 
emissions associated with each “portfolio company” (or “portfolio holding”), which the 
Proposals would define as: (i) an issuer that is engaged in or operates a business or 
activity that generates GHG emissions or (ii) an investment company, or an entity that 
would be an investment company but for Sections 3(c)(1) or 3(c)(7) of the 1940 Act (a 
“private fund”), that invests in issuers described in clause (i), except for an investment in 
reliance on Rule 12d1-1 under the 1940 Act (i.e., investments in money market funds). 

o This definition would require a fund to take into account GHG emissions when 
the fund invests in other funds or private funds to ensure that a fund investing in 
portfolio companies through such a fund structure reflects the associated 
emissions in the investing fund’s GHG metrics. 

o If the underlying fund itself were an environmentally focused fund required to 
report its carbon footprint and WACI, the investing fund could determine the 
GHG emissions associated with the investment for purposes of calculating the 
investing fund’s carbon footprint and WACI by taking its pro rata share of the 
underlying fund’s GHG emissions. 

o If the underlying fund is not required to disclose its carbon footprint and WACI, 
the investing fund could look through its investment in the fund or private fund 
and take the investing fund’s pro rata share of the emissions of the portfolio 
holdings of the fund or private fund. The investing fund would be permitted to 
identify an underlying fund’s holdings based on the underlying fund’s most recent 
financial statements. 

• If a fund obtains its exposure to a portfolio company by entering into a derivatives 
instrument, for purposes of the GHG metrics calculations, the derivatives instrument 
would be treated as an equivalent position in the securities of the portfolio company that 
are referenced in the derivatives instrument. 
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• The Proposals would specify where the fund must obtain information required to perform 
the calculations. 
  

o Funds would be required to obtain the information necessary to calculate a 
portfolio company’s enterprise value and the portfolio company’s total revenue 
from the company’s most recent public report required to be filed with the SEC 
pursuant to the Exchange Act or the Securities Act (a “regulatory report”), 
containing such information. 

o Absent a regulatory report containing the necessary information, the fund would 
calculate a portfolio company’s enterprise value and total revenue based on 
information provided by the company. 

• The Proposals would specify that, where the calculations require the value of the fund’s 
holding in a portfolio company or the fund’s NAV, the Proposals specify that the fund 
would use the values as of the end of the fund’s most recently completed fiscal year (i.e., 
the values included in the fund’s annual report in which the carbon footprint and WACI 
disclosure would appear). 

• The Proposals’ instructions would address the sources of portfolio companies’ GHG 
emissions. Specifically, the Proposals include a data hierarchy for sources that funds 
would be required to use in obtaining portfolio company GHG emissions data. 
  

o If a portfolio company discloses its Scopes 1 and 2 emissions in a regulatory 
report, the fund would be required to use these disclosed emissions from the most 
recent regulatory report when calculating carbon footprint and WACI. 

o If a portfolio company does not file such regulatory reports, or they do not contain 
the GHG information necessary for the fund to calculate carbon footprint and 
WACI, the fund would be required to use GHG emissions information that is 
otherwise publicly provided by the portfolio company, such as a publicly 
available sustainability report published by the company. 

o If a fund, after conducting a reasonable search, does not identify Scope 1 and 
Scope 2 emissions information publicly provided by the portfolio company, the 
fund would use a good faith estimate of the portfolio company’s Scope 1 and 
Scope 2 emissions. 

o A fund that uses good faith estimates in these calculations would be required to 
disclose the percentage of the aggregate fund portfolio GHG emissions that was 
calculated using the fund’s good faith estimation process. The fund also would be 
required to provide a brief explanation of the process it used to calculate its good 
faith estimates of its portfolio company GHG emissions, including the data 
sources the fund relied on to generate these estimates. 
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o The brief explanation also would be complemented by additional, more granular 
information about the fund’s process for calculating and estimating its portfolio’s 
GHG emissions. The Proposals would require a fund to provide additional 
information on Form N-CSR regarding any assumptions and methodologies the 
fund applied in calculating the portfolio’s GHG emissions, and any limitations 
associated with the fund’s methodologies and assumptions, as well as 
explanations of any good faith estimates of GHG emissions the fund was required 
to make. 

• The Proposals also would require an ESG-Focused Fund to disclose the Scope 3 
emissions of its portfolio companies, to the extent that Scope 3 emissions data is reported 
by the fund’s portfolio companies. Scope 3 emissions would be disclosed separately for 
each industry sector in which the fund invests, and would be calculated using the carbon 
footprint methodology summarized above. In addition, the Proposals would not require 
funds to estimate the Scope 3 emissions of their portfolio companies. 

1. The forms that would be amended are Forms N-1A, N-2, N-CSR, N-8B-2, S-6, N-CEN and ADV. 
2. This definition is identical to the definition used to identify “integration funds” in the Names Rule 

Release. 
3. An “Integration Fund” is a fund that considers one or more ESG factors alongside other, non-ESG 

factors in its investment decisions, but those ESG factors are generally no more significant than other 
factors in the investment selection process, such that ESG factors may not be determinative in deciding 
to include or exclude any particular investment in the portfolio. 

4. Proposed Instruction 1(b) to Item 9(b)(2) of Form N-1A and Proposed Instruction 9.a(2) to proposed 
Item 8.2.e(2)(B) of Form N-2. 

5. An “ESG-Focused Fund” is a fund that focuses on one or more ESG factors by using them as a 
significant or main consideration (i) in selecting investments or (ii) in its engagement strategy with the 
companies in which it invests. An ESG-Focused Fund includes (a) any fund that has a name including 
terms indicating that the fund’s investment decisions incorporate one or more ESG factors and (b) any 
fund whose advertisements or sales literature indicate that the fund’s investment decisions incorporate 
one or more ESG factors by using them as a significant or main consideration in selecting investments. 

6. An “Impact Fund” is an ESG-Focused Fund that seeks to achieve a specific ESG impact or impacts. 
7. Proposed Item 4(a)(2)(ii)(B), Instruction 1 of Form N-1A and Proposed Item 8.2.e.(2)(B), Instruction 1 

of Form N-2, which state that the ESG Strategy Overview table would precede the risk/return 
summary (for open-end funds) or discussion of the fund’s organization and operation (for closed-end 
funds), and disclosure in the table would not need to be repeated in the narrative disclosure that will 
follow the table in the risk/return summary of discussion of the fund’s organization and operation). 

8. Proposed Item 9(b)(2), Instruction 2 of Form N-1A and Proposed Item 8.2.e.(2)(B), Instruction 9 of 
Form N-2. 

9. Proposed Instruction 2(f), Item 9(b)(2) of Form N-1A and Proposed Item 8.2.e.(2)(B), Instruction 
9.b.(5) of Form N-2. 

10. Proposed Instruction to Item 2 of Form N-1A and Proposed Instruction 10 to Item 8.2.e.(2)(B) of Form 
N-2. 

11. These are ESG-Focused Funds that may vote proxies (if they hold voting securities) or engage with 
issuers on a limited basis, but do not use proxy voting or engagement as a significant means of 
implementing the fund’s ESG strategy. 

12. Proposed Instruction 2(f) to Item 9(b)(2) of Form N-1A and Proposed Instruction 9.b.(6) to Item 
8.e.(2)(B) of Form N-2. 

13. Proposed Instruction 2 to Item 11 of Form N-8B-2. 
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14. Proposed Item 27(b)(7)(i)(B) of Form N-1A and Proposed Instruction 4.(g)(1)(B) to Item 24 of Form 
N-2. 

15. Proposed Item 27(b)(7)(i)(D) of Form N-1A and Proposed Instruction 4.(g)(1)(D) to Item 24 of Form 
N-2. 

16. SEC Rel. No. 33-11042 (Mar. 21, 2022) discussed in a prior Ropes & Gray Alert. In that release, the 
SEC stated that, under the GHG Protocol, “Scope 1 emissions are direct GHG emissions that occur 
from sources owned or controlled by the company . . . Scope 2 emissions are those emissions primarily 
resulting from the generation of electricity purchased and consumed by the company . . . Scope 3 
emissions are all other indirect emissions not accounted for in Scope 2 emissions. These emissions are 
a consequence of the company’s activities but are generated from sources that are neither owned nor 
controlled by the company.” 

17. The terms “management person” and “related person” are already defined in the Form ADV glossary 
of terms. 
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SEC Proposes Changes to the Fund Names Rules 
Based on a client alert originally published on June 1, 2022 

On May 25, 2022, the U.S. Securities and Exchange Commission (the “SEC”) issued a release 
(the “Release”)1containing proposed changes to the names rule, Rule 35d-1 under the Investment 
Company Act of 1940, as amended (the “1940 Act”) (the “Rule”), and related form amendments 
(collectively, the “Proposals”).2 If adopted as proposed, the Proposals would substantially expand 
the Rule’s applicability and require funds to amend their prospectus disclosure. Specifically, the 
Proposals would: 

• Expand the Rule’s 80% investment policy requirement to apply to any fund name 
containing terms that suggest the fund focuses in investments that have, or investments 
whose issuers have, particular characteristics (e.g., “growth,” “value” or terms indicating 
that the fund’s investment decisions incorporate one or more ESG factors). 

• Require funds to specify the particular circumstances under which they may depart from 
their 80% baskets, including specific time frames for getting back into compliance. 

• Require funds to use a derivatives instrument’s notional amount, rather than its market 
value, when determining the fund’s compliance with its 80% investment policy and 
specifically address the derivatives instruments that a fund may include in this 80% 
basket. 

• Amend funds’ prospectus disclosure requirements by requiring a fund to define the terms 
used in its name, including the criteria employed to select the investments described by 
the term. 

• Prohibit the use of ESG or similar factors in a fund’s name if the factors do not play a 
central role in the fund’s strategy (so-called “integration funds”).3 

These and other aspects of the Proposals are discussed in detail below. 

I. New 80%g Investment Policy Requirement – Names Suggesting an Investment Focus 

The Proposals’ Broad Scope. The Proposals would broaden the scope of the Rule’s current 80% 
investment policy requirement to apply to fund names that “include terms suggesting that the 
fund focuses in investments that have, or whose issuers have, particular characteristics.” This 
would include fund names with terms such as “growth” or “value,” or terms indicating that the 
fund’s investment decisions incorporate one or more ESG factors.4 Therefore, as expanded, the 
Rule’s 80% requirement would apply where a fund’s name could be construed as referring to an 
investment strategy. The Rule’s existing 80% investment policy requirement would continue to 
apply to funds with names that suggest a focus on a particular type of investment or industry, or 
in particular countries or geographic regions, or those that suggest certain tax treatment. 

• The Proposals would capture other fund names that, until this point, may have not 
required an 80% investment policy (depending on the context), such as names that 
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include terms like “global,” “international,” “income,” or “intermediate term (or similar) 
bond.” 

• Where a fund’s name suggests an investment focus that has multiple elements, the fund’s 
80% investment policy would have to address all of the elements in the name that suggest 
an investment focus.5 The Release states that the Rule “permits the fund to take a 
reasonable approach in specifying how the fund’s investments will incorporate each such 
element in the name.” As an example, the Release states that the XYZ Environmental, 
Social, and Governance Fund “must adopt an 80% investment policy to address all three 
of those elements,” and the SEC “recognize[s] that there are multiple reasonable ways the 
policy could address these elements.” 

• If a fund’s name suggests an investment focus but also contains a term that does not 
suggest an investment focus, the Proposals would require the fund to adopt an 80% 
investment policy. As an example, the Release states that the XYZ Technology and Real 
Return Fund “would be required to adopt an 80% investment policy to invest 80% of the 
value of its assets in the technology sector despite the phrase ‘real return’ also appearing 
in the name.” 

• The Release states, in some cases, “what would be appropriate to include in the fund’s 
80% basket would be context-specific.” As an example, the Release notes that funds 
currently do not include the value of short positions, including short-exposure 
derivatives, related to the investment focus suggested by a fund’s name in their 80% 
baskets, absent some term in the fund’s name – such as “inverse,” “hedged” or 
“long/short” – that suggests to investors that short activity is or may be part of the fund’s 
investment approach (e.g., the XYZ Long/Short Equity Fund). 

Defining Terms in a Fund’s Name. Consistent with the Rule’s current requirements, the Release 
states that funds would be able to define terms used in their names in a reasonable way. 
However, in a change from the current rule, the Proposals “would require that any terms used in 
the fund’s name that suggest either an investment focus, or that the fund is a tax-exempt fund, 
must be consistent with those terms’ plain English meaning or established industry use.” 
According to the Release, what constitutes “reasonable” in this context could vary depending on 
the fund name, but “requires a meaningful nexus between the given investment and the focus 
suggested by the name.” Here, the Release notes that, “when the investment focus relates to an 
industry, there are different approaches a fund could take to determine if a given security is tied 
to the economic fortunes and risks associated with the named industry.” 

Treatment of a Fund of Funds. The Release states that “it would generally be reasonable for a 
fund of funds or other acquiring fund to include the entire value of its investment in an 
appropriate acquired fund when calculating compliance with the 80% investment requirement 
without looking through to the acquired fund’s underlying investments.”6 

Funds Unaffected by the Proposals. The Release notes that there will be fund names that would 
not require the fund to adopt an 80% investment policy because the names “would not connote 
an investment focus.” This would include fund names that (i) reference characteristics of a 
fund’s portfolio as a whole (such as a name indicating the fund seeks to achieve a certain 
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portfolio “duration” or that the fund is “balanced”), (ii) reference elements of an investment 
thesis without specificity as to the particular characteristics of the component portfolio 
investments (such as “long/short”), (iii) suggest a possible result to be achieved (such as “real 
return”) or (iv) refer to a retirement target date.7 

II. Temporary Departures from the 80% Investment Requirement 

The Proposals would permit a fund to temporarily depart from the 80% investment requirement 
under certain specific circumstances (i) as a result of market fluctuations or other circumstances 
where the temporary departure is not caused by the fund’s purchase or sale of a security or the 
fund’s entering into or exiting an investment, (ii) to address unusually large cash inflows or 
unusually large redemptions, (iii) to position the portfolio in cash and cash equivalents or 
government securities to avoid a loss in response to adverse market, economic, political or other 
conditions or (iv) to reposition or liquidate a fund’s assets in connection with a reorganization, to 
launch the fund or, following notice of a change in the fund’s 80% investment policy, to fund 
shareholders at least 60 days before the change pursuant to the Rule. 

Under each of these circumstances – except fund launches (where temporary departures may not 
exceed a period of 180 consecutive days),8 reorganizations (for which the Proposals do not 
specify a required time frame) or where the 60-day notice has been provided to shareholders – 
the Proposals would require a fund to bring its portfolio back into compliance with the 80% 
investment requirement within 30 consecutive days or “as soon as reasonably practicable” 
(whichever period is shorter). The Release notes that “as soon as reasonably practicable” would 
not strictly mean “as soon as possible” in all instances, but is intended “to allow for 
consideration by the adviser of how to return to compliance in a manner that best serves the 
interest of the fund and its shareholders (but in no case longer than the proposed 30-day limit 
where applicable).” 

III. Derivatives Instruments and Names Rule Compliance 

The Proposals address both (i) the valuation of derivatives instruments for purposes of 
determining compliance with a fund’s 80% investment policy and (ii) the derivatives instruments 
that a fund may include in its 80% investment requirement. 

Use of Derivatives Instruments’ Notional Amounts. The Proposals would require a fund, in 
calculating its assets for purposes of compliance with the Rule, to value each of its derivatives 
instruments using its notional amount (subject to adjustments discussed below) and to reduce the 
value of its assets by excluding cash and cash equivalents up to the notional amounts of the 
derivatives instrument(s). 

• When calculating notional amounts for these purposes, the Proposals would require a 
fund to convert interest rate derivatives instruments to their 10-year bond equivalents and 
to delta adjust the notional amounts of options contracts. 

• The Release states that (i) the requirement to convert interest rate derivatives instruments 
to 10-year bond equivalents “is designed to result in adjusted notional amounts that better 
represent a fund’s exposure to interest rate changes” and (ii) the requirement to delta 
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adjust options “is designed to provide for a more tailored notional amount that better 
reflects the exposure that an option creates to the underlying reference asset.” 

Derivatives Instruments Includes Liabilities. The Proposals’ requirement to use notional amounts 
would apply to all of a fund’s derivatives instruments. The requirement would apply to both the 
numerator and the denominator in the calculation that the fund would use to determine 
compliance with its 80% investment policy. Moreover, the Proposals requirement to value 
derivatives instruments using their notional amounts makes no distinction between derivatives 
instruments that are assets and derivatives instruments that are liabilities. Therefore, the 
Proposals would require funds, in measuring their assets when assessing compliance with its 
80% investment policy, to include the notional amount of any derivatives instrument, regardless 
of whether the instrument is an asset or a liability. 

Deduction of Cash and Cash Equivalents from Assets up to Notional Amounts. Funds that rely 
upon derivatives instruments to obtain exposure to the markets in which they invest may 
maintain portions of their assets in cash and cash equivalents.9 Thus, when assessing compliance 
with a fund’s 80% investment policy, the Proposals would require the deduction of cash and cash 
equivalents from assets (i.e., the denominator in the 80% calculation) up to the notional amounts 
of the fund’s derivatives instruments. 

According to the Release, the approach is intended to remove from the compliance calculation 
cash and cash equivalents because they do not themselves provide market exposure and function 
as low-risk collateral for the derivatives instruments whose notional amounts already are 
included in the denominator. Thus, “including this collateral would effectively ‘double-count’ 
the fund’s exposure” and including both the derivatives instruments’ notional amounts and the 
value of the cash and cash equivalents “would overstate the scale of the fund’s market exposure 
obtained through the derivatives instruments.” 

Derivatives Instruments Included in the 80% Basket. The Release acknowledges that, in addition 
to using derivatives instruments as direct substitutes for cash market investments, some funds use 
derivatives instruments to hedge exposures or to obtain exposure to market risk factors 
associated with the fund’s investments (e.g., interest rate risk, credit spread risk and foreign 
currency risk). The Release states that, if amended Rule 35d-1 “did not allow funds to treat the 
notional amounts of those derivatives instruments as investments that reflect the fund’s 
investment focus, the notional amounts of those derivatives instruments could cause a fund to fall 
out of compliance with its 80% investment policy.” 

• Therefore, in addition to any derivatives instruments that a fund includes in its 80% 
basket because they provide investment exposure to the investments suggested by the 
fund’s name, the Proposals would permit a fund to include in its 80% basket any 
derivatives instruments that provide investment exposure to one or more of the market 
risk factors associated with the investments suggested by the fund’s name. 

• Consequently, the derivatives instruments included in a fund’s 80% investment 
requirement basket must (i) function as a substitute for direct investments in the securities 
suggested by the fund’s name or (ii) be used to facilitate the fund’s investment in those 
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securities by increasing or decreasing the fund’s exposure to risk factors associated with 
those securities. 

IV. Unlisted Closed-End Funds and BDCs 

Some funds are either a registered closed-end investment company or a business development 
company (a “BDC”) whose shares are not listed on a national securities exchange (together, 
“unlisted closed-end funds and BDCs”). The Proposals would require the 80% investment policy 
of unlisted closed-end funds and BDCs to be a fundamental investment policy. 

• Under the Proposals, a “fundamental investment policy” is a policy adopted under Section 
8(b)(3) of the 1940 Act or, if the fund is a BDC, a policy that is changeable only if 
authorized by the vote of a majority of the outstanding voting securities of the fund. As a 
result, unlisted closed-end funds and BDCs would not be permitted to change their 80% 
investment policies without shareholder approval. 

• Under the current Rule, an unlisted closed-end fund’s or BDC’s 80% investment policy 
generally must either be a fundamental policy or subject to a requirement in the Rule to 
provide shareholders 60 days’ advance notice of any change in the policy. 

• Because unlisted closed-end funds and BDCs do not issue redeemable shares or list their 
shares on a national securities exchange – even if they provide 60 days’ notice – 
shareholders in these funds generally lack the ability to redeem or quickly sell their shares 
if the fund were to change its investment policy and the investment focus that the fund’s 
name indicates. 

• The Proposals address this concern by providing that investors in unlisted closed-end 
funds and BDCs must be able to vote on a change in investment policy or focus. 

V. Effect of Compliance with an 80% Investment Policy 

The Proposals would include a new provision in the Rule providing that a fund’s name may be 
materially deceptive or misleading under Section 35(d) even if the fund adopts an 80% 
investment policy and otherwise complies with the Rule’s requirement to adopt and implement 
the policy. The Release notes that the SEC has previously stated that the Rule’s 80% investment 
policy requirement is not intended to create a safe harbor for fund names, and the Proposals, if 
adopted, would codify this view to make clear that a fund name may be materially deceptive or 
misleading even where the fund complies with its 80% investment policy. 

The current Rule requires and, with the Proposals’ amendments, would continue to require, a 
fund to invest at least 80% of its assets consistent with its name, but does not prescribe how the 
fund invests the remaining 20%. The Release notes that a fund’s name could be materially 
deceptive or misleading for purposes of Section 35(d) if, for example, a fund complies with its 
80% investment policy but makes a substantial investment that is antithetical to the fund’s 
investment focus (e.g., a “fossil fuel-free” fund making a substantial investment in an issuer with 
fossil fuel reserves). Similarly, a fund’s name could be materially deceptive or misleading for 
purposes of Section 35(d) if the fund invests in a way such that the source of a substantial portion 
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of the fund’s risk or returns is different from those that an investor reasonably would expect 
based on the fund’s name, regardless of the fund’s compliance with the requirements of the Rule 
(e.g., a short-term bond fund using the 20% basket to invest in highly volatile equity securities 
that introduce significant volatility into a fund that investors would expect to have lower levels 
of volatility associated with short-term bonds). 

VI. Prospectus Disclosure – Defining Terms Used in Fund Name 

The Proposals include amendments to registration forms (Form N-1A, Form N-2, Form N-8B-2 
and Form S-6) that would require any fund that is required to adopt and implement an 80% 
investment policy to include prospectus disclosure defining the terms used in the fund’s name, 
including the specific criteria the fund uses to choose the investments described by the terms. In 
addition, funds would be required to tag this new information using a structured data language 
(“Inline XBRL”). 

• Under the proposed disclosure requirements, “terms” would mean any word or phrase 
used in a fund’s name, other than any trade name of the fund or its adviser, related to the 
fund’s investment focus or strategies. Words in a fund’s name that do not describe an 
investment focus or strategy would not need to be defined (e.g., “fund” or “portfolio”). 

• For fund names focusing on particular countries or geographic regions, the proposed 
disclosure requirements would replace the existing disclosure requirement with the 
general requirement to define terms used in the fund’s name whenever the fund’s name 
suggests an investment focus requiring an 80% investment policy. 

• According to the Release, funds would have “flexibility to use reasonable definitions of 
the terms that their names use.” However, a “fund’s use of reasonable definitions of the 
terms used in the fund’s name may not . . . otherwise change the meaning of these terms 
to be inconsistent with their plain English meaning or established industry use.” 

VII. Materially Deceptive and Misleading Use of ESG Terminology in Certain Fund Names 

The Proposals specifically address what the Release calls “integration funds,” which the 
Proposals describe as funds that consider one or more ESG factors alongside other, non-ESG 
factors in the fund’s investment decisions but those ESG factors are generally no more 
significant than other factors in the investment selection process, such that ESG factors may not 
be determinative in deciding to include or exclude any particular investment in the portfolio. 

The Proposals would provide that the name of an “integration fund” is materially deceptive and 
misleading if the fund’s name includes terms “suggesting that the fund’s investment decisions 
incorporate one or more ESG factors.” The Release states that this approach to integration funds 
makes clear that “it would be misleading for a fund for which ESG factors are generally no more 
significant than other factors in the investment selection process to include ESG terminology in 
its name, as this has the potential to overstate the importance of the ESG factors in the fund’s 
selection of its portfolio investments.” Therefore, a fund would be prohibited from using terms 
such as “ESG” or “sustainable” in its name where ESG inputs are merely one factor among many 
driving an investment decision. The inclusion of ESG terminology in a fund’s name “would be 



 

60 
133249792_1 

materially deceptive and misleading unless a fund prioritizes those ESG considerations that their 
names suggest, as contrasted to funds that analyze ESG factors only as part of a broader 
investment selection process.” 

VIII. Modernizing the Rule’s Notice Requirement 

The Proposals would amend the Rule to include changes to the current notice requirement, which 
now requires 60 days’ notice to fund shareholders of any change in the fund’s 80% investment 
policy. 

• The Rule would specifically require, if the notice is delivered in paper form, that the 
notice may be provided in the same envelope as other written documents. This change is 
intended merely to clarify the current Rule’s provisions that address when and how a 
notice can be provided with other written documents, but not to alter these current 
provisions substantively. 

• The Rule would require that the notice contain the following prominent statement (or 
similar clear and understandable statement) in bold-face type: “Important Notice 
Regarding Change in Investment Policy [and Name].” The prominent statement would 
continue to alert shareholders that the notice contains information about a change in the 
fund’s investment policy. In addition, the required prominent statement would have to 
highlight, where applicable, the fund’s name change. 

• For any notice under the Rule that is provided in paper form, the Rule would require that 
the prominent statement must also appear on the envelope in which the notice is 
delivered. This is an expansion of the Rule’s existing requirement, which requires the 
statement to appear on the envelope only when the envelope includes other materials. 

• For any electronic notice to shareholders under the Rule, the Rule would require the 
prominent statement to appear on the subject line of the email communication that 
includes the notice. 

• In all cases, the Rule would require that the notice describe, as applicable, the fund’s 80% 
investment policy, the nature of the change to the 80% investment policy, the fund’s old 
and new names, and the effective date of any investment policy and/or name changes. 

IX. N-PORT Reports 

The Proposals would amend Form N-PORT to include a new reporting item requiring registered 
funds (other than money market funds and BDCs) that are required to adopt an 80% investment 
policy to report on Form N-PORT (i) the value of the fund’s 80% basket, as a percentage of the 
value of the fund’s assets and (ii) if applicable, the number of days that the value of the fund’s 
80% basket fell below 80% of the value of the fund’s assets during the reporting period. Funds 
subject to this reporting would be required to provide this information as of the end of the 
reporting period, and the information would be publicly available for the third month of each of 
the fund’s fiscal quarters. 
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The Proposals also would amend Form N-PORT to include a new reporting item requiring a 
registered fund that is subject to the 80% investment policy requirement to indicate, with respect 
to each portfolio investment, whether the investment is included in the fund’s 80% basket. This 
information would be publicly available for the third month of each of the fund’s fiscal quarters. 

X. Recordkeeping 

The Proposals would require funds to maintain certain records depending on whether the fund 
would be required to adopt an 80% investment policy. 

Funds Required to Adopt an 80% Investment Policy. The Proposals would require a fund that is 
required to adopt an 80% investment policy to maintain written records of the following to 
document its compliance under the 80% investment policy provisions of the Rule. 

• The fund’s record of the investments included in the fund’s 80% basket and the basis for 
including each such investment in the 80% basket; 

• The value of the fund’s 80% basket, as a percentage of the value of the fund’s assets; 

• The reasons for any departures from the 80% investment policy; 

• The dates of any departures from the 80% investment policy; and 

• Any notice sent to the fund’s shareholders pursuant to the Rule. 

 
Funds That Do Not Adopt an 80% Investment Policy. The Proposals would require a fund that 
does not adopt an 80% investment policy to maintain a written record of the fund’s analysis that 
such a policy is not required under the Rule. 

XI. Unit Investment Trusts 

The Proposals would include certain exceptions for unit investment trusts (“UITs”) that have 
made their initial deposit of securities prior to the effective date of any amendments to the Rule 
that the SEC adopts. These UITs would be exempt from the requirements to adopt an 80% 
investment policy and the recordkeeping requirements, including recordkeeping for funds that do 
not adopt an 80% investment policy, unless the UIT has already adopted – or was required to 
adopt at the time of the initial deposit – an 80% investment policy under the now existing form 
of the Rule. 

In addition, all UITs would be subject to the Proposals’ other requirements. Consequently, UITs 
would be subject to the proposed plain English requirements, as well as the requirements to make 
prospectus disclosures that would be mandated by the Proposals and to tag newly required 
information in the prospectus using Inline XBRL. 

XII. Comment Deadline 

The comment period expired in October 2022.  
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* * * 

 

1. Investment Company Names, Rel. No. IC-34593 (May. 25, 2022). 

2. On the same day, the SEC issued a separate release containing proposals to enhance disclosures by investment 
advisers and registered funds about their ESG investment practices. This separate release will be discussed in an 
upcoming Ropes & Gray Alert. 

3. In general, the Release states that an integration fund considers one or more ESG factors alongside other, non-
ESG factors in its investment decisions, and the ESG factors are generally no more significant than other factors 
in the investment selection process, such that ESG factors may not be dispositive with respect to any particular 
investment. 

4. Under proposed Rule 35d-1(a)(2), the term “ESG” would encompass terms such as “socially responsible 
investing,” “sustainable,” “green,” “ethical,” “impact” or “good governance” to the extent they describe 
environmental, social, and/or governance factors that may be considered when making an investment decision. 

5. As an example, the Release states that the investment policy of a fund named ABC Wind and Solar Power Fund 
could provide that each security included in the 80% basket must be in both the wind and solar industries or, 
instead, that 80% of the value of the fund’s assets will be invested in a mix of investments, with some solar 
investments, some wind investments, and some investments in both industries. Similarly, the Release states that 
the XYZ Preferred Securities and Income Fund could have an investment policy to invest at least 80% of the 
value of its assets in preferred securities and securities that meet the fund’s standards for being income-
producing. 

6. The Release provides as an example a fund of funds with the name XYZ Industrials Fund that has an 80% 
investment policy to invest in the industrials sector. The Release states that the fund “could count the entire 
value of its investments in the ‘ABC Automotive Fund’ when calculating compliance with the 80% investment 
requirement, provided that the ABC Automotive Fund has an 80% investment policy to invest in its subsection 
of the industrials sector.” 

7. The Release notes that while such names do not suggest that the fund focuses its investments in any of the ways 
covered under the proposed expanded scope, such names would continue to be subject to Section 35(d)’s 
prohibition on materially misleading or deceptive names, and funds with these names would continue to be 
subject to the anti-fraud provisions of the federal securities laws regarding disclosures to investors. 

8. The Proposals would amend the Rule to define “launch” as a period, not to exceed 180 consecutive days, 
starting from the date the fund commences operations. 

9. The Release cites the Rule 18f-4 adopting release, Rel. No. IC-34084 (Nov. 2, 2020), at text accompanying 
n.749 (stating that “[t]he Commission has also stated that items commonly considered to be cash equivalents 
include Treasury bills, agency securities, bank deposits, commercial paper, and shares of money market 
funds”). 
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SEC Updates Framework for Fund Fair Valuation Prices 
Based on a client alert originally published on September 9, 2020 

On December 3, 2020, the SEC issued a release adopting Rule 2a-5 (the “Rule”) under the 1940 
Act (the “Release”).1 The Rule is intended to “address valuation practices and the role of the 
board of directors with respect to the fair value of the investments of a registered investment 
company or business development company.” The Rule will permit a fund’s board to designate 
the fund’s primary investment adviser to perform the fund’s fair value determinations, which will 
be subject to board oversight and certain reporting and other requirements intended to ensure that 
the board receives the information it needs to oversee the investment adviser’s fair value 
determinations. Most notably: 

• The Rule specifies the minimum requirements of a program for determining the fair value 
of fund investments in good faith for purposes of the 1940 Act. 

• The Rule permits a fund’s board2 to formally designate the fund’s primary investment 
adviser as its “valuation designee” to perform fair value determinations for the fund.3 

• If a fund’s investment adviser is designated as the board’s fair valuation designee, the 
Rule provides that the investment adviser will be subject to board oversight and detailed 
reporting, recordkeeping and other requirements intended to enhance the board’s 
oversight of the investment adviser’s fair value determinations. 

• The Release rescinds certain previously issued fair valuation guidance, including 
guidance on the role of a fund’s board in determining the fair value of fund investments. 

• The Rule defines the criteria for concluding that a market quotation is “readily available,” 
which is currently undefined under the 1940 Act or rules thereunder. The definition will 
apply for all 1940 Act purposes, including Rule 17a-7 transactions. As a result, 
depending on further guidance from the SEC regarding the status of various no-action 
letters and/or potential revisions to Rule 17a-7, Rule 17a-7 may no longer be 
available for cross trades in most fixed income securities and other securities without 
“readily available market quotations” as defined in the Rule beginning no later than the 
compliance date. 

The Rule reflects some modifications from the April 2020 proposing release (the “proposing 
release”), largely to address issues raised regarding more prescriptive elements of the initial 
proposal. We have noted changes from the proposing release in the footnotes to this article. 

Summary of the Rule 

Requirements to determine fair values in good faith. The Rule provides that determining the 
fair value of a fund’s portfolio investments in good faith requires: 

1. Periodically assessing any material risks associated with fair value determinations, 
including material conflicts of interest, and managing those identified valuation risks. 
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2. Establishing and applying fair value methodologies by performing each of the following, 
taking into account the fund’s valuation risks (a) selecting and applying in a consistent 
manner an appropriate methodology for determining (and calculating) the fair value of 
fund investments, including specifying the key inputs and assumptions specific to each 
asset class or portfolio holding, (b) periodically reviewing the appropriateness and 
accuracy of the methodologies selected and making any necessary changes or 
adjustments thereto and (c) monitoring for circumstances that may necessitate the use of 
fair value. A selected methodology may be changed “provided [the new] methodology is 
equally or more representative of the fair value of fund investments.”4 

3. Testing the appropriateness and accuracy of the fair value methodologies that have been 
selected, including identifying the testing methods to be used and the minimum 
frequency with which such testing methods are to be used. 

4. Overseeing and evaluating any pricing services used, including establishing the process 
for approving, monitoring and evaluating each pricing service provider and initiating 
price challenges.5 

Valuation designee. A fund’s board may choose to designate the fund’s primary investment 
adviser as its “valuation designee” to perform the fair value determinations of any or all fund 
investments by carrying out all of the functions required in items 1–4 above, subject to the 
board’s oversight.6 The definition of valuation designee expressly excludes a fund’s sub-adviser. 

Oversight and reporting. If a fund’s board designates the fund’s investment adviser as its 
valuation designee, the Rule requires the board to oversee the investment adviser with respect to 
its fair value determinations, and the investment adviser is required to: 

1. Inform the board in writing of the titles of the persons responsible for determining the fair 
value of the fund’s portfolio holdings, including the particular functions for which they 
are responsible and any material changes to the roles or functions of these persons. 

2. Reasonably segregate fair valuations from the fund’s portfolio management “such that 
the portfolio manager(s) may not determine, or effectively determine by exerting 
substantial influence on, the fair values ascribed to portfolio investments.”7 

3. At least quarterly, provide the board in writing with any reports or materials requested by 
the board related to the fair value of the fund’s investments or the investment adviser’s 
process for fair valuing fund investments, as well as a summary or description of material 
fair value matters that occurred in the prior quarter, including: (a) any material changes in 
the assessment and management of valuation risks, including material changes in 
conflicts of interest of the investment adviser (and any other service provider), (b) any 
material changes to, or material deviations from, the fair value methodologies employed 
and (c) any material changes to the process for selecting and overseeing pricing services, 
as well as any material events related to the investment adviser’s oversight of pricing 
services. 

4. At least annually, provide the board in writing with an assessment of the adequacy and 
effectiveness of the investment adviser’s process for determining the fair value of the 
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designated portfolio of investments, including (a) a summary of the results of the testing 
of fair value methodologies employed and (b) an assessment of the adequacy of resources 
allocated to the process for determining the fair value of the fund’s investments, 
including any material changes to the roles or functions of the persons responsible for 
determining fair value.8 

5. Notify the board of the occurrence of matters that materially affect the fair value of the 
fund’s investments, including any significant deficiency or material weakness in the 
effectiveness of the investment adviser’s fair value determination process or material 
errors in the calculation of a fund’s NAV (each a “material matter”), within five business 
days after the adviser becomes aware of the material matter (or shorter period determined 
by the board), along with timely follow-on reporting as the board may determine to be 
appropriate.9 According to the Release, this “standard is similar to that of ‘material 
compliance matter’ found in rule 38a-1.”10 

Recordkeeping. The Release simultaneously adopts companion Rule 31a-4 regarding records 
related to fair value determinations.11 Rule 31a-4 requires an investment adviser to maintain 
“appropriate” documentation to support its fair value determinations, as well as the various 
periodic reports to a fund’s board described above.12 Existing Rule 31a-2 already requires a 
fund to maintain “all schedules evidencing and supporting each computation of net asset value of 
the investment company shares.” However, the Release states that “[w]hile some records 
currently required to be maintained . . . may be the appropriate documentation to support fair 
value determinations in some circumstances, they may not always be sufficient to meet that 
standard.” The Release also acknowledged that a separate recordkeeping rule would ensure that a 
recordkeeping failure does not mean that a board has not fair valued in good faith. 

Definition of “readily available.” Under Section 2(a)(41) of the 1940 Act, if a market quotation 
is “readily available” for a portfolio holding, it must be valued at its market value. If market 
quotations are not readily available, a holding’s value is its “fair value as determined in good 
faith by the board.” However, the term “readily available” was not previously defined in the 
1940 Act or rules thereunder. To fill this gap, the Rule provides: 

For purposes of section 2(a)(41) . . . a market quotation is readily available only when 
that quotation is a quoted price (unadjusted) in active markets for identical investments 
that the fund can access at the measurement date, provided that a quotation will not be 
readily available if it is not reliable. 

The Release notes that ASC Topic 820 defines level 1 inputs as “[q]uoted prices (unadjusted) in 
active markets for identical assets . . . that the reporting entity can access at the measurement 
date” and states that the Rule’s definition 

is consistent with the definition of a level 1 input in the fair value hierarchy outlined in U.S. 
GAAP. Thus, under the final definition, a security will be considered to have readily available 
market quotations if its value is determined solely by reference to these level 1 inputs. Fair value, 
as defined in the Act and further defined in rule 2a-5, therefore must be used in all other 
circumstances. 
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Thus, for purposes of the Rule, for a quotation to be “readily available,” a security’s value must 
be determined solely by reference to level 1 inputs under U.S. GAAP. The Release specifically 
states that evaluated prices, indications of interest and accommodation quotes would not be 
“readily available market quotations” for purposes of the Rule. The Release notes that whether a 
market quotation would be “unreliable” is also informed by U.S. GAAP, noting that “we will 
generally presume that a quote would be unreliable under [the Rule] where it would require 
adjustment under U.S. GAAP or where U.S. GAAP would require consideration of additional 
inputs in determining the value of the security.” 

Additionally, the Release states that the Rule’s definition of readily available market quotations 
will apply in all contexts under the 1940 Act and the rules thereunder, including Rule 17a-7. The 
Release recognizes that, as a result, certain transactions that could formerly have been effected in 
reliance on Rule 17a-7 may no longer be deemed to have readily available market quotations 
and, therefore, may not be eligible for trading in reliance on Rule 17a-7. The Release cites 
certain SEC staff no-action letters that permitted transactions involving municipal fixed-income 
securities in reliance on Rule 17a-7 where market quotations were not readily available and the 
transaction was effected at a price provided by an independent pricing service.13 The Release 
goes on to state that the SEC staff is “reviewing these letters to determine whether these letters, 
or portions thereof, should be withdrawn [and] [s]eparately, consideration of potential revisions 
to rule 17a-7 is on the rulemaking agenda. We welcome input from the public as we undertake 
our consideration of rule 17a-7.” 

Unit investment trusts. The Rule provides that, if the initial deposit of portfolio securities into a 
UIT occurs after the Rule’s effective date, the UIT’s trustee or depositor is responsible for 
carrying out the requirements to determine fair values in good faith (i.e., items 1–4 above). If the 
initial deposit occurs before the Rule’s effective date, and an entity other than the fund’s trustee 
or depositor has been designated to carry out the fair value determinations, that entity must carry 
out those requirements. 

Board oversight. The Release provides extensive guidance on board oversight of the fair value 
determination process where it designates a valuation designee under the Rule. Following are 
selected excerpts: 

Where the board designates a valuation designee to perform fair value determinations 
under the final rule, the board will fulfill its continuing statutory obligations through 
active oversight of the valuation designee’s performance of fair value determinations and 
compliance with the other requirements of the final rule. 

Boards should approach their oversight of the performance of fair value determinations 
by the valuation designee of the fund with a skeptical and objective view that takes 
account of the fund’s particular valuation risks, including with respect to conflicts, the 
appropriateness of the fair value determination process, and the skill and resources 
devoted to it. 

The board should view oversight as an iterative process and seek to identify potential 
issues and opportunities to improve the fund’s fair value processes. 
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We expect that boards engaged in the process would use the appropriate level of scrutiny 
based on the fund’s valuation risk, including the extent to which the fair value of the 
fund’s investments depend on subjective inputs. . . . As the level of subjectivity increases 
and the inputs and assumptions used to determine fair value move away from more 
objective measures, we expect that the board’s level of scrutiny would increase 
correspondingly. 

[C]onsistent with their obligations under the Act and as fiduciaries, boards should seek to 
identify potential conflicts of interest, monitor such conflicts, and take reasonable steps to 
manage such conflicts. 

Boards should probe the appropriateness of the valuation designee’s fair value processes. 
In particular, boards should periodically review the financial resources, technology, staff, 
and expertise of the valuation designee, and the reasonableness of the valuation 
designee’s reliance on other fund service providers, relating to valuation. 

Boards should also consider the type, content, and frequency of the reports they 
receive . . . While a board can reasonably rely on the information provided to it in 
summaries provided by the valuation designee and other service providers in conducting 
appropriate oversight, it is incumbent on the board to request and review such 
information as may be necessary to be informed of the valuation designee’s process for 
determining the fair value of fund investments. Further, if a board becomes aware of 
material matters . . . we believe that in fulfilling its oversight duty the board must inquire 
about such matters and take reasonable steps to see that they are addressed. 

Effective and Compliance Dates 

Rules 2a-5 and 31a-4 became effective on March 8, 2020. The compliance date eighteen months 
following the effective date, namely September 8, 2022. The Release provides that funds will 
have the option of complying with the Rules before the compliance date once the Rules become 
effective. However, to promote regulatory consistency, the Release states that any fund that 
elects to rely on Rules 2a-5 and 31a-4 before the compliance date may rely only on those rules, 
and may not also rely on other SEC guidance and staff letters and other guidance that will be 
withdrawn or rescinded on the compliance date. 

In addition, on the effective date, the SEC will rescind ASRs 113 and 118, various no-action 
letters and staff guidance identified in the Release, as well as the “Last paragraph of Section 
III.D.2.(a) and the entirety of Section III.D.2.(b) of the 2014 Money Market Fund Release”15 and 
“Valuation Guidance Frequently Asked Questions (FAQ 1 only).” The rescinded portions of the 
2014 Money Market Fund Release and FAQ 1 contain the SEC and SEC staff’s identical 
assertions that “a fund’s board of directors has a non-delegable responsibility to determine 
whether an evaluated price provided by a pricing service, or some other price, constitutes a fair 
value for a fund’s portfolio security.” 

Observations 

Readily available market quotation definition. The Release states that the Rule’s definition of 
readily available market quotations will apply in all contexts under the 1940 Act and the rules 
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thereunder, including Rule 17a-7. As noted in the Release, “[f]or a fund to engage in a cross 
trade under Rule 17a-7, the security first must have a ‘readily available market quotation’ and 
then the transaction must meet the other conditions of that rule.” As noted above, the Release 
also indicates that evaluated prices, indications of interest and accommodation quotes would not 
be “readily available market quotations” for purposes of the Rule. This suggests that – depending 
on further guidance from the SEC, including the results of the SEC’s review of the line of no-
action letters permitting transactions effected at prices provided by independent pricing services 
and any revisions to Rule 17a-7 – funds may no longer be able to effect cross trades in most 
fixed income securities in reliance on Rule 17a-7 beginning no later than the Rule’s compliance 
date. This would have a major impact on the current cross trading practices of many fund 
complexes. 

Separately, through a line of no-action letters,15 the SEC staff has permitted various affiliated 
persons, at least one of which is a fund, to effect in-kind transactions in which transferred 
securities are valued identically by the participants for purposes of determining their NAVs (such 
that neither participant experiences an artificial loss or gain simply due to different valuation 
procedures). The no-action letters did not exclude securities that were valued for NAV purposes 
based upon independent pricing services from being transferred in these transactions, and the 
industry has not interpreted the no-action letters as containing such an exclusion. It is not 
obvious why pricing service prices may be relied upon by funds in these affiliated transactions 
but not in Rule 17a-7 transactions. 

Changes in selected methodology. The Rule provides that a fair valuation methodology may be 
changed “if a different methodology is equally or more representative of the fair value of fund 
investments.” (Emphasis added). In some cases, it may be difficult to conclude with any 
certainty that a new method will be at least as representative of fair value as its predecessor. The 
wording of the Rule suggests that, if a new methodology proves inferior, the determinations 
based on the new methodology could be deemed a violation of the Rule. The Release draws on 
ASC Topic 820-10-35-25, which the SEC describes as “requiring consistent application of 
valuation techniques, but providing that a change in a valuation technique . . . is appropriate if 
the change results in a measurement that is equally or more representative of fair value.” It is not 
clear whether a reasonable determination at the time a methodology is changed suffices and 
avoids ex post criticism and even strict liability. 

Segregation of portfolio management personnel. The Release added text to the segregation 
requirement to clarify that the segregation of portfolio management staff is intended to prevent 
portfolio managers from exerting undue influence on the fair values ascribed to portfolio 
investments. Nonetheless, the SEC recognized in the Release that portfolio managers can 
participate “in the process of fair value determinations because of the unique insights that 
portfolio management may have regarding the value of fund holdings.” Permitting portfolio 
management to participate in fair valuations, while assuring that that participation does not 
amount to substantial influence may be difficult, especially if judged in hindsight. This may be 
an area where the industry will want to seek clarification from the SEC staff. 

Significant deficiency or material weakness. In 2007, following a directive of the Sarbanes-
Oxley Act, the SEC adopted a release in which it defined, for purposes of Regulation S-X, the 
terms “significant deficiency” and “material weakness.” The Rule requires an investment adviser 
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to notify a fund’s board of the occurrence of matters that materially affect the fair value of the 
fund’s investments, including any significant deficiency or material weakness in the 
effectiveness of the investment adviser’s fair value determination process (“material matter,” 
which the Release states is a standard “similar to that of ‘material compliance matter’ found in 
rule 38a-1”), and the Release notes that material matters under the Rule “would generally 
include, for example, material weaknesses and significant deficiencies as defined in [Regulation 
S-X] that are related to fair value determinations.” 

Both defined terms in Regulation S-X concern internal controls over financial reporting and 
underlie Rules 30a-2 and 30a-3 under the 1940 Act. However, it remains unclear how accounting 
rules, which apply in the context of preparing financial reports and to a discrete set of fund 
holdings at the end of a financial reporting period over a period of up to 60 days, translate to the 
daily calculations of the fair value of a significantly greater number of fund holdings over a 
much shorter time horizon.16 At a minimum, the expertise of individuals performing daily fair 
value determinations may differ from the expertise of individuals preparing financial reports and 
assuring compliance with Rules 30a-2 and 30a-3. 

A requirement, not a safe harbor. While perhaps less prescriptive than the SEC’s recent 
liquidity risk management and derivatives risk management rules, the Rule imposes a mandatory, 
minimum framework for fair valuations. Many commenters had recommended that the proposed 
rule be recast as a non-exclusive safe harbor or otherwise be reworked to provide greater 
flexibility but, in rejecting these recommendations, the Release notes that it was “important to 
establish a minimum and consistent framework for fair value practices across funds.” While the 
Rule was unanimously approved by the SEC’s commissioners, Commissioner Hester M. Peirce 
issued a statement observing that “[a]long with many commenters, I see value in allowing fund 
boards the freedom to tailor their valuation assessment processes to their funds’ individual needs 
and circumstances by redrawing the provisions of rule 2a-5 as a non-exclusive safe harbor” and 
that “[t]he prescriptive nature of the rulemaking could stifle fund boards’ and advisers’ initiative 
and innovation.” 

Fair value policies and procedures. Although the Rule omits the specific provisions in the 
proposing release that would have separately required that a fund adopt written policies and 
procedures addressing the determination of fair value, funds and investment advisers will still 
need to consider changes to existing fair value polices and procedures that are reasonably 
designed to prevent violation of Rules 2a-5 and 31a-4. The Release notes that, because Rules 2a-
4 and 31a-4 are new rules under the 1940 Act with new fair value determination requirements, 
and given the intrinsic relationship of the Rules to the board’s own statutory functions relating to 
valuation, the fair value policies and procedures must be approved by the board pursuant to Rule 
38a-1. 

Determining when a market quotation is no longer reliable. As adopted, the Rule changed a 
requirement in the proposing release to the effect that a fair valuation program must include 
“criteria for determining when market quotations are no longer reliable.” To explain this change, 
the Release states that “to satisfy the requirement to monitor for circumstances that may 
necessitate the use of fair value . . . boards and valuation designees would have to take into 
account the circumstances that may cause market quotations to be no longer reliable.” In 
addition, the Release notes that requiring, in advance, “a list of specific criteria for determining 
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when market quotations may no longer be reliable could limit the board’s or valuation designee’s 
flexibility.” 

* * * 
1. The Release also includes new Rule 31a-4 under the 1940 Act, which addresses recordkeeping requirements relating to the Rule. 

2. The Rule provides that “board” means either the fund’s entire board of directors/trustees or a designated committee composed of a 
majority of directors/trustees who are not interested persons of the fund. 

3. In a change from the proposing release, a fund’s board may not assign fair value determinations to one or more sub-advisers. As 
adopted, the Rule permits a board to designate, as its “valuation designee,” (i) the fund’s adviser or (ii) if the fund does not have an 
investment adviser, an officer or officers of the fund. The definition of valuation designee expressly excludes a fund’s sub-adviser. 
The second option is available only to an internally managed fund. In this article, we assume that a board’s valuation designee will be 
the fund’s primary investment adviser. Unit investment trusts (“UITs”), which do not have a board or an investment adviser, normally 
rely on the trustee or depositor to perform fair value functions and, as discussed below, are treated separately under the Rule. 

4. This is a change from the proposing release, which did not include the proviso. In another change from the proposing release, the 
Release omits a requirement that would have required the board or investment adviser to consider the applicability of the selected fair 
value methodologies to types of investments a fund does not currently own but in which the fund intends to invest. 

5. This is a change from the proposing release, which would have required a fund to adopt and implement written policies and 
procedures addressing the determination of the fair value of fund investments that are reasonably designed to achieve compliance with 
the requirements described in items (1)–(4). The Rule does not include this requirement. In the Release, the SEC recognized that, with 
the adoption of the Rules 2a-5 and 31a-4, Rule 38a-1 would require the adoption and implementation of written policies and 
procedures reasonably designed to prevent violations of the Rule’s requirements. 

6. The Rule provides that a board may “designate” a valuation designee (to perform fair value determinations), which is a change from 
the proposing release’s use of the word “assign.” In the Release, the SEC stated that “[s]ome commenters believed that the term 
‘assign’ could suggest that the board has completely delegated the entire valuation function and related obligations to the adviser.” For 
internally managed funds, which do not have an investment adviser, the definition of valuation designee permits an officer or officers 
of the fund to be the valuation designee. In this article, we assume that a board’s valuation designee will be the fund’s primary 
investment adviser. 

7. In a change from the proposing release, the Release added the quoted text because the Release simultaneously deleted “process of 
making,” which preceded “fair market valuations.” In the Release, the SEC recognized that portfolio managers may have “unique 
insights . . . regarding the value of fund holdings” and, therefore, limited the segregation requirement to focus on undue influence. The 
Release indicates that ascribing fair values to portfolio investments based solely on information provided by the portfolio manager 
would not satisfy the segregation requirement. 

8. The Rule requires that these items be reported annually to a board. This is a change from the proposing release, which would have 
required quarterly reports of these items. In another change from the proposing release, the Rule clarifies that the annual assessment 
may contain a summary of testing results and removes a requirement, which appeared in the proposing release, to report service 
provider changes or price overrides as per se material events related to the investment adviser’s oversight of pricing services. 

9. This is a change from the proposing release, which specified a maximum of three business days instead of five. The Release 
acknowledges that the materiality of some matters may not be immediately apparent. The Release provides that the valuation designee 
should promptly determine the materiality of matters it identifies consistent with its fiduciary duties and then notify the board within 
five business days after determining that the matter is material. If a valuation designee has not been able to determine a valuation 
matter’s materiality after 20 business days of becoming aware of the matter, the Release indicates that the SEC would expect the 
designee to then notify the board of its ongoing evaluation of the matter within five business days. 

10. The Release states that material matters in this context would generally be matters about which a fund board “would reasonably need 
to know in order to exercise appropriate oversight of the valuation designee’s fair value determination process,” including matters that 
“could have materially affected” the fair value of the fund’s investments. 

11. In a change from the proposing release, the Release does not specify the newly required records in the text of the Rule. Instead, the 
SEC adopted Rule 31a-4. If a fund’s board does not designate a valuation designee, the fund is required to maintain the appropriate 
documentation to support its fair value determinations. 

12. In another change from the proposing release, the Release states that appropriate documentation does not require detailed records 
relating to the specific methodologies that a pricing service applied nor the assumptions or inputs used by such pricing service. 
However, consistent with the proposing release, the Release states that “the requirement to maintain appropriate documentation to 
support fair value determinations should include documentation that would be sufficient for a third party, such as the [SEC] staff, not 
involved in the preparation of the fair value determinations to verify, but not fully recreate, the fair value determination.” 
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13. See, e.g., United Municipal Bond Fund, SEC No-Action Letter (pub. avail. Jan. 27, 1995) and Federated Municipal Funds, SEC No-
Action Letter (pub. avail. Nov. 20, 2006). 

14. Money Market Fund Reform; Amendments to Form PF, Rel. No. IC-31166 (Jul. 23, 2014) (“2014 Money Market Fund Release”). 

15. See, e.g., Signature Financial Group, Inc., SEC no-action letter (pub. avail. Dec. 28, 1999) and GE Institutional Funds, SEC no-action 
letter (pub. avail. Dec. 21, 2005). 

16. A similar observation was made in the ABA Comment Letter, which was cited in the Release. 
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SEC Adopts Rule 18f-4 Concerning Registered Funds’ Use of Derivatives 
Based on a client alert originally published on November 6, 2020 
 
On October 28, 2020, the SEC adopted Rule 18f-4 (the “Rule”), which will dramatically change 
the regulation of the use of derivative instruments and certain related transactions by mutual 
funds (other than money market funds), exchange-traded funds (“ETFs”), closed-end funds and 
business development companies (collectively, “funds”). The adopting release (the “Release”) 
follows a proposal of the Rule in December 2015 and a re-proposal of the Rule in November 
2019 (the “2019 Proposal,” which is described in this Ropes & Gray article). Both proposals 
received extensive comments. 

I. Overview of Rule 18f-4 

The Rule supplants a patchwork of SEC no-action letters and other guidance stretching back to 
Release 10666 (issued in 1979) and ensuing SEC staff guidance. Generally, the Rule permits a 
fund to enter into “derivatives transactions,” notwithstanding prohibitions and restrictions on the 
issuance of senior securities under Section 18 of the 1940 Act, provided the fund complies with 
the Rule’s conditions, which are described below.1 The Rule also addresses a fund’s ability to (i) 
enter into reverse repurchase agreements and similar financing transactions, (ii) enter 
into “unfunded commitment agreements” and (iii) purchase securities that trade on a when-
issued or forward-settling basis, or with a non-standard settlement cycle. 

Key aspects of the Rule are as follows: 

• Limits on value-at-risk (“VaR”). The Rule imposes a VaR-based limit on a fund 
entering into derivatives transactions, based on either of two VaR limits – a “relative 
VaR” limit or an “absolute VaR” limit. 

• Derivatives risk management program and derivatives risk manager. Unless it is a 
limited derivatives user (detailed below), a fund that uses derivatives is required to adopt 
and implement a derivatives risk management program (the “Program”) that includes 
policies and procedures that are reasonably designed to manage the fund’s “derivatives 
risks.”2 In addition, the Rule requires the fund’s board to approve the designation of a 
Derivatives Risk Manager for the fund, who is responsible for administering the Program, 
including required stress testing and backtesting. 

• Board oversight and reporting. At least annually, the Derivatives Risk Manager is 
required to report to the fund’s board on the Program’s effectiveness. The Derivatives 
Risk Manager must also provide reports to the fund’s board regarding stress test results, 
backtesting results and breaches of the fund’s risk guidelines related to the fund’s use of 
derivatives. 

• SEC reporting. The Release requires both public and confidential reporting related to a 
fund’s use of derivatives. 

• Limited derivatives user exception. Subject to conditions, the Rule exempts a fund that 
is a “limited derivatives user” from the Program requirement and the VaR-based limits. 
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Limited derivatives users must adopt and implement written policies and procedures 
reasonably designed to manage the fund’s derivatives risks. 

II. Differences from the 2019 Proposal 

Key differences between the 2019 Proposal and the Rule include the following: 

• The SEC maintained the basic framework of the relative and absolute VaR tests, with 
some modifications, including increasing the outer limits on fund leverage risk. Under the 
Rule, a fund will satisfy the relative VaR test if its portfolio VaR does not 
exceed 200% of the VaR of its “designated reference portfolio” (250% in the case of a 
closed-end fund that has outstanding shares of a class of senior security that is a stock). A 
fund will satisfy the absolute VaR test if its portfolio VaR does not exceed 20% of the 
value of the fund’s net assets (25% in the case of a closed-end fund that has outstanding 
shares of a class of senior security that is a stock). Under the 2019 Proposal, the VaR 
limits were 150% and 15%, respectively, including for closed-end funds. 

• The Rule employs the term “designated reference portfolio,” instead of the proposed 
“designated reference index,” because the Rule permits a fund to use either a “designated 
index” or its “securities portfolio” (defined as the fund’s investment portfolio, excluding 
derivatives transactions) as the fund’s designated reference portfolio for the relative VaR 
test. 

• Under the Rule, a fund is permitted to engage in reverse repurchase agreements and 
similar financing transactions so long as the fund meets the asset coverage requirements 
under Section 18. Alternatively, a fund may elect to treat such transactions as 
“derivatives transactions” under the Rule, which would allow a fund to apply a consistent 
set of requirements to its derivatives transactions and any reverse repurchase agreements 
or similar financing transactions. The 2019 Proposal did not allow funds to elect to treat 
these transactions as derivatives transactions. 

• In approving the designation of a Derivatives Risk Manager, the Rule omits the 2019 
Proposal’s requirement that a fund board must take into account “the derivatives risk 
manager’s relevant experience regarding the management of derivatives risk.” The Rule 
still requires that the individuals designated have “relevant experience regarding the 
management of derivatives risk.” 

• The Rule permits money market funds (and other funds) to invest in securities on a when-
issued or forward-settling basis, or with a non-standard settlement cycle, provided that 
the fund intends to settle the transaction physically, and that the transaction will settle 
within 35 days of the trade date. If these conditions are satisfied, these transactions are 
deemed not to involve a senior security. 

• Under the Rule, leveraged/inverse funds may seek leveraged/inverse market exposure of 
no more than 200% of the return/inverse return of an index, subject to compliance with a 
relative VaR test and certain other conditions.3 The SEC also amended Rule 6c-11 (the 
“ETF Rule”) to permit these funds to rely on the ETF Rule. 
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• The SEC chose not to adopt the sales practice rules that would have required investment 
advisers and broker-dealers to exercise due diligence with respect to retail investors 
before approving retail investor accounts to invest in shares of a “leveraged/inverse 
investment vehicle.” 

III. Detailed Information on Rule 18f-4 

Outer Limits on Value-at-Risk 
The Rule requires a fund (other than a limited derivatives user) that engages in derivatives 
transactions4 to comply with either a “relative VaR” limit or an “absolute VaR” limit. The 
applicable limit (i.e., relative or absolute VaR) depends on whether a fund’s Derivatives Risk 
Manager can identify a “designated reference portfolio” (as described below) for the fund. 

• VaR is defined in the Rule as “an estimate of potential losses on an instrument or 
portfolio, expressed as a percentage of the value of the portfolio’s assets (or net assets 
when computing a fund’s VaR), over a specified time horizon and at a given confidence 
level.”5 

• The Rule employs the term “designated reference portfolio,” instead of the 2019 
Proposal’s “designated reference index,” because the Rule permits a fund to use, as its 
designated reference portfolio (“DRP”), either a “designated index” or its “securities 
portfolio”6 (excluding any derivatives transactions) for the relative VaR test.7 The 
Release states that a fund’s DRP “is designed to create a baseline VaR that functions as 
the VaR of a fund’s unleveraged portfolio.” 

• A designated index is an unleveraged index that (i) is approved by the Derivatives Risk 
Manager for purposes of the relative VaR test and that reflects the markets or asset 
classes in which the fund invests and (ii) is not administered by an organization that is an 
affiliated person of the fund, its investment adviser, or principal underwriter, or created at 
the request of the fund or its investment adviser (each, an “Affiliate”), unless the index is 
widely recognized and used.8 

If a fund’s Derivatives Risk Manager has approved a DRP for the fund, the fund must comply 
with a “relative VaR test,” which compares the fund’s VaR to the VaR of its DRP. A fund with 
a DRP is required to limit its VaR to no more than 200% of the VaR of its DRP (250% in the 
case of a closed-end fund that has outstanding shares of a class of senior security that is a stock). 

Alternatively, if a fund’s Derivatives Risk Manager reasonably determines that a DRP would not 
provide an appropriate reference portfolio for purposes of the relative VaR test (taking into 
account the fund’s investments, investment objectives and strategy), the fund must comply with 
the “absolute VaR test.” A fund without a DRP is required to limit the VaR of the fund’s 
portfolio to no more than 20% of the value of the fund’s net assets (25% in the case of a closed-
end fund that has outstanding a class of senior security that is a stock). 

Testing requirements. The Rule requires a fund to determine its compliance with the applicable 
VaR test at least once each business day. 
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Consequences of being out of compliance with the applicable VaR test. If a fund determines 
that it is not in compliance with the applicable VaR test, the Rule requires the fund to return to 
compliance promptly, in a manner that is in the best interests of the fund and its shareholders.9 

If the fund remains out of compliance for more than five business days,10 the Derivatives Risk 
Manager (i) must provide a written report to the fund’s board and explain how and when 
(number of business days) the Derivatives Risk Manager reasonably expects the fund will return 
to being in compliance and (ii) must determine what caused the fund to be out of compliance for 
more than five business days and, if appropriate, make changes to the Program to address the 
identified causes. Additionally, the Derivatives Risk Manager must provide a second written 
report to the fund’s board within 30 calendar days of the fund’s determination that it is out of 
compliance with its applicable VaR test explaining the results of the analysis and updating the 
reports described above and, if the fund has come into compliance with its VaR test, explaining 
how the fund was able to come back into compliance. If the fund remains out of compliance with 
the applicable VaR test at that time, this second report must update the explanation of how and 
when the fund would come into compliance that was included in the initial report provided to the 
board, and the Derivatives Risk Manager must update the fund’s board regarding the fund’s 
progress in coming back into compliance at regularly scheduled intervals determined by the 
board. Funds also are required to report information about VaR-based limit breaches to the SEC 
staff on a confidential basis (see discussion of Form N-RN, below, for more information). 

Derivatives Risk Management Program and Its Administration 
The Rule requires funds that engage in derivatives transactions (other than limited derivatives 
users) to have a Program, which must include policies and procedures that are reasonably 
designed to manage the fund’s derivatives risks, taking into account the fund’s derivatives and 
other investments. The Rule requires the Program to identify and manage leverage, market, 
counterparty, liquidity, operational and legal risks, in addition to any other risks the Derivatives 
Risk Manager deems material. Under the Rule, a fund’s board is not required to approve the 
Program (including initially)11 or to approve any material changes to the Program, but the 
Derivatives Risk Manager is required to provide regular reporting to the board regarding the 
Program. 

The Rule requires a fund to “reasonably segregate” the functions of the Program from the fund’s 
portfolio management. The Release notes that the reasonable segregation requirement does not 
mean that the Derivatives Risk Manager and portfolio management must be separated by a 
communications “firewall.” Instead, the SEC recognized “the important perspective and insight 
regarding the fund’s use of derivatives that the portfolio manager can provide and generally 
understand[s] that the fund’s [Derivatives Risk Manager] would work with the fund’s portfolio 
management in implementing the [Program].” 

Derivatives Risk Manager. The Rule requires a fund’s board, including a majority of its 
members who are not interested persons, to approve the designation of the Derivatives Risk 
Manager. The Derivatives Risk Manager must be an officer (or group of officers)12 of the fund’s 
adviser (including any sub-adviser) with “relevant experience regarding derivatives risk 
management,” who will be responsible for administering the Program. If a single officer serves 
in the position, the Derivatives Risk Manager may not be a portfolio manager of the fund. If a 
group of officers serve in the position, portfolio managers of the fund may not comprise a 
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majority of the Derivatives Risk Manager group. The Derivatives Risk Manager also may not be 
a third party, but third parties may assist with the Program’s administration or provide relevant 
data. 

While a fund’s board is required to approve the designation of the Derivatives Risk Manager, the 
Rule does not prescribe specific qualifications, training or experience for the Derivatives Risk 
Manager. The Release notes that its use of the term “relevant experience” is intended to provide 
flexibility such that the person(s) who serve in this role have experience that is relevant in light 
of the derivatives risks unique to the fund, instead of requiring a specific amount or type of 
experience in derivatives risk management. With respect to the approval requirement, the SEC 
stated that “[w]e continue to believe that requiring the board to designate the [Derivatives Risk 
Manager] is important to establish the foundation for an effective relationship and line of 
communication between a fund’s board and its [Derivatives Risk Manager].” 

Required elements of a Program. The Rule requires a fund to adopt and implement a written 
program that includes policies and procedures reasonably designed to manage the fund’s 
derivatives risks. The Program must include the following components: 

• Risk identification and assessment. The Program must identify and assess a fund’s 
derivatives risks taking into account the fund’s derivatives transactions and other 
investments. 

• Risk guidelines. The Program must establish, maintain and enforce investment, risk 
management or related guidelines that include “quantitative or otherwise measurable 
criteria, metrics, or thresholds” related to the fund’s derivatives risks (the “Guidelines”), 
but the Rule does not prescribe specific criteria or risk limits. The Guidelines must 
specify levels of the given criteria that the fund does not normally expect to exceed and 
the measures to be taken if they are exceeded. 

• Stress testing. The Program must include stress testing to evaluate potential losses to a 
fund’s portfolio in response to “extreme but plausible market changes or changes in 
market risk factors that would have a significant adverse effect on the fund’s portfolio, 
taking into account correlations of market risk factors and resulting payments to 
derivatives counterparties.” The frequency of the testing must take into account the 
fund’s strategy and investments and current market conditions, and must be conducted at 
least weekly. 

• Backtesting. The Program must provide for backtesting, to be conducted no less 
frequently than weekly,13 of the results of the VaR calculation model used by the fund in 
connection with the applicable VaR test by comparing the fund’s gain or loss that 
occurred on each business day during the backtesting period with the corresponding VaR 
calculation for that day, estimated over a one-trading-day time horizon. The backtesting 
must identify as an exception any instance in which the fund experiences a loss exceeding 
the VaR calculation’s estimated loss. The backtesting requirement is intended to require a 
fund to monitor the effectiveness of its VaR model. 
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• Internal reporting. The Rule requires that the Program identify when a fund’s portfolio 
management personnel will be informed about the operation of the Program, breaches of 
the Guidelines and the results of fund stress tests. 

• Escalation of material risks. The Derivatives Risk Manager must inform a fund’s 
portfolio management personnel in a timely manner, and also directly inform the fund’s 
board, as appropriate, of material risks arising from the fund’s derivatives transactions, 
including material risks identified when a fund exceeds any of the criteria included in the 
Guidelines or through stress testing. The Rule does not require the Derivatives Risk 
Manager to automatically inform the fund’s board but, instead, requires that the 
Derivatives Risk Manager directly inform the board of these material risks if the 
Derivatives Risk Manager determines board escalation to be appropriate. 

• Periodic review of the Program. The Derivatives Risk Manager must review the 
Program at least annually to evaluate its effectiveness and to reflect changes in the fund’s 
derivatives risks over time, including regulatory, market or fund-specific developments 
affecting the Program. The periodic review must include a review of the VaR calculation 
model used by the fund (including the required backtesting) and an evaluation of whether 
the fund’s DRP (if any) remains appropriate. 

Board Oversight and Reporting 
While the Rule does not require a fund’s board to approve its Program, the Release notes that 
fund directors should “understand the [Program] and the derivatives risks it is designed to 
manage.” Moreover, the Release notes that directors “should ask questions and seek relevant 
information regarding the adequacy of the [Program] and the effectiveness of its 
implementation” and that the Rule’s board reporting requirements are “designed to equip board 
members with the information they need to provide effective oversight.” However, the SEC 
stated that “the role of the board under the rule is one of general oversight, and consistent with 
that obligation, [the SEC] expect[s] that directors will exercise their reasonable business 
judgment in overseeing the program on behalf of the fund’s investors.”14 

To assist with the board’s oversight of the fund’s Program, the Rule requires the Derivatives 
Risk Manager to provide a written report on the effectiveness of the Program to the board at least 
annually and to provide regular written reports at a frequency determined by the board. 
Specifically: 

• Reporting on Program implementation and effectiveness. Before or when the 
Program is implemented, and at least annually thereafter, the Rule requires the 
Derivatives Risk Manager to provide a written report to a fund’s board including a 
representation that the Program is reasonably designed to manage the fund’s derivatives 
risks and that the Program incorporates the elements listed above (risk identification and 
assessment, risk guidelines, stress testing, backtesting, internal reporting, escalation of 
material risks and periodic review of the Program). The Derivatives Risk Manager’s 
representation may be based on the Derivatives Risk Manager’s reasonable belief after 
due inquiry. The written report also must include, as applicable, the Derivatives Risk 
Manager’s basis for the approval of any DRP or any change in the DRP during the period 
covered by the report, or an explanation of the basis for the Derivatives Risk Manager’s 
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determination that a DRP would not provide an appropriate reference portfolio for 
purposes of the relative VaR test. 

• Regular board reporting. The Derivatives Risk Manager also must provide to the board, 
at a frequency determined by the board, a written report analyzing the instances in which 
the fund has exceeded its Guidelines, the results of the fund’s stress tests and the results 
of the fund’s backtesting. Each such report must include information necessary for the 
board to evaluate the fund’s responses to exceeding the Guidelines and to the results of 
the stress tests. 

Reverse Repurchase Agreements and Unfunded Commitment Agreements 
Reverse repurchase agreements. The Rule permits, but does not require, a fund to treat reverse 
repurchase agreements and other similar financing transactions as derivatives transactions.15 The 
Rule permits a fund to enter into reverse repurchase agreements or other similar financing 
transactions, if the fund (i) complies with the asset coverage requirements of Section 18, and 
combines the aggregate amount of indebtedness associated with all reverse repurchase 
agreements or similar financing with the aggregate amount of any other senior securities 
representing indebtedness when calculating the relevant asset coverage ratio or (ii) treats all 
reverse repurchase agreements or similar financing transactions as derivatives transactions for all 
purposes under the Rule. A fund is permitted to switch between these options. The Rule requires 
a fund to maintain a written record that documents the fund’s choice of alternative (i) or 
alternative (ii), including any switch to the other option.16 

Unfunded commitment agreements. The Rule permits a fund to enter into an unfunded 
commitment agreement,17 provided the fund reasonably believes that, at the time it enters into 
such an agreement, it will have sufficient cash and cash equivalents to meet its obligations with 
respect to all of its unfunded commitment agreements as they come due. For each unfunded 
commitment agreement that a fund enters into relying on the Rule, the fund is required to 
document the basis for its reasonable belief regarding the sufficiency of its cash and cash 
equivalents to meet its unfunded commitment agreement. Unfunded commitment agreements are 
not “derivatives transactions” for purposes of the Rule. 

When-Issued, Forward-Settling, and Non-Standard Settlement Cycle Securities Transactions 
The Rule also permits money market funds (and other funds) to invest in securities on a when-
issued or forward-settling basis or with a non-standard settlement cycle, provided (i) the fund 
intends to physically settle the transaction and (ii) the transaction will settle within 35 days of its 
trade date (the “delayed-settlement securities provision”). The Release states that “[p]hysical 
settlement may occur electronically through the Depository Trust Company or other electronic 
platforms” and that “[t]his condition distinguishes these investments from bond forwards and 
other derivatives transactions where a fund commonly intends to execute an offsetting 
transaction rather than to actually purchase (or sell) the security.”18 If the conditions of the 
delayed-settlement securities provision are satisfied, these transactions are deemed not to involve 
a senior security. 

Recordkeeping Provisions 
Recordkeeping requirements under the Rule apply to: 



 

79 
133249792_1 

• Policies and procedures that are designed to manage a fund’s derivatives risks, written 
records of the results of any stress tests and the results of any VaR backtesting, any 
internal reporting or escalation of material risks under the Program and records 
documenting any periodic reviews of the Program. 

• Any materials provided to the fund’s board in connection with approving the designation 
of the Derivatives Risk Manager, records of any written reports provided to the board 
relating to the Program, and any written reports provided to the board that the Rule 
requires concerning the fund’s non-compliance with the applicable VaR test. 

• For a fund that is required to comply with a VaR-based limit on fund leverage risk, 
records documenting the fund’s determination of (i) the VaR of its portfolio, (ii) the VaR 
of the fund’s DRP, as applicable, (iii) the fund’s VaR ratio, as applicable and (iv) any 
updates to any VaR calculation models used by the fund, as well as the basis for any 
material changes to those models. 

• For a fund that is a limited derivatives user, a written record of its policies and procedures 
that are reasonably designed to manage its derivatives risk. 

• For a fund that enters into unfunded commitment agreements, a record documenting the 
basis for the fund’s belief regarding the sufficiency of its cash and cash equivalents to 
meet its obligations with respect to its unfunded commitment agreements. 

• A record documenting whether the fund is treating its reverse repurchase agreements and 
other similar financing transactions as derivatives transactions or as senior securities 
subject to the asset coverage requirements of Section 18. 

IV. The Limited Derivatives User Exception Under Rule 18f-4 

For funds that limit their derivatives transactions, the Rule includes an exception from the 
Program requirement (including the requirement to appoint a Derivatives Risk Manager) and the 
VaR-based limits (the “Limited Derivatives User Exception”). The Rule requires funds relying 
on the Limited Derivatives User Exception to satisfy the following conditions: 

Derivatives exposure. The fund’s “derivatives exposure”19 must not exceed 10% of the fund’s 
net assets, excluding currency or interest rate derivatives that hedge currency or interest rate risks 
associated with (i) one or more specific equity or fixed-income investments held by the fund 
(which must be foreign-currency-denominated in the case of currency derivatives) or (ii) the 
fund’s borrowings, provided that in each case the currency or interest rate derivatives are entered 
into and maintained by the fund for hedging purposes and that the notional amounts20 of such 
derivatives do not exceed the value of the hedged investments (or the par value thereof, in the 
case of fixed-income investments, or the principal amount, in the case of borrowing) by more 
than 10%. 

Risk management. The Rule requires any fund that relies on the Limited Derivatives User 
Exception to adopt and implement written policies and procedures reasonably designed to 
manage a fund’s derivatives risks. The Release states that the policies and procedures for a fund 
relying on the Limited Derivatives User Exception “should be tailored to the extent and nature of 
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the fund’s derivatives use.” For example, a fund that uses derivatives occasionally and for a 
limited purpose, such as to equitize cash, “is likely to have limited policies and procedures 
commensurate with this limited use.” 

Breaches of the 10% limit. If the derivatives exposure of a fund relying upon the Limited 
Derivatives User Exception exceeds 10% of the fund’s net assets, the fund has five business days 
to come back into compliance with the 10% limit. If the fund is not back in compliance within 
five business days, the fund’s investment adviser must provide a written report to the fund’s 
board informing the board whether the investment adviser intends either: 

• To reduce the fund’s derivatives exposure to less than 10% of the fund’s net assets 
promptly, but within no more than 30 calendar days of the breach, in a manner that is in 
the best interests of the fund and its shareholders, or 

• To establish a Program, comply with the VaR-based limit on fund leverage risk and 
comply with the related board oversight and reporting requirements, as soon as 
reasonably practicable (i.e., to no longer rely on the Limited Derivatives User Exception). 

Reporting by limited derivatives users. A fund that relies on the Limited Derivatives User 
Exception is required to report on Form N-PORT its derivatives exposure as of the end of the 
reporting period. See the discussion of Form N-PORT changes, below. Limited Derivatives 
Users also are required to report their reliance on the exception in Form N-CEN. 

V. Effective Date and Compliance Date 

The Rule’s effective date was February 19, 2021. The Release provides for an 18-month 
transition period following the Rule’s effective date, through August 19, 2022, in order for funds 
to prepare to come into compliance with the Rule. Following the 18-month transition period, 
Release 10666 will be rescinded, and related no-action letters and other staff guidance (or 
portions thereof) will be withdrawn. At that time, funds could enter into derivatives transactions, 
reverse repurchase agreements and similar financing transactions and unfunded commitments 
only as permitted by the Rule and Section 18. 

The Release states that the staff of the Division of Investment Management has reviewed its no-
action letters and other guidance addressing derivatives transactions and other transactions 
covered by the 2019 Proposal “to determine which letters and other staff guidance, should be 
withdrawn in connection with the final rule.” The 2019 Proposal stated that the staff’s review 
included, but was limited to, all of the no-action letters and staff guidance listed in the 2019 
Proposal – approximately 30 no-action letters and a “Dear CFO” letter – including the staff’s 
position on tender option bonds. The Release states that the staff’s review has now included, but 
was not limited to, the staff no-action letters and other guidance identified in the 2019 Proposal. 
The Release does not provide a list of additional no-action letters, if any, that will be withdrawn. 

In addition, on the compliance date for the Rule, the SEC rescinded the exemptive orders 
provided to leveraged/inverse ETFs, which will be permitted to rely on the ETF Rule, as 
amended by the Release. See Section VII, below. 
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VI. Reporting/Form Requirements 

The Release adopts amendments to the reporting requirements for funds that rely on the Rule, 
including amendments to Forms N-PORT, N-LIQUID (re-titled “Form N-RN”) and N-CEN. 
Form N-2 is also amended. 

Form N-PORT. Only funds that rely on the Limited Derivatives User Exception are required to 
report derivatives exposure as of the end of the reporting period. A fund that relies on the 
exception must report (i) its derivatives exposure, (ii) its exposure from currency derivatives that 
hedge currency risks and (iii) its exposure from interest rate derivatives that hedge interest rate 
risks. In addition, a fund that relies on the exception will have to report the number of business 
days, if any, in excess of the five-business-day remediation period permitted by the Rule that the 
fund’s derivatives exposure exceeded 10% of its net assets during the reporting period. The 
derivatives exposure information reported by funds that rely on the Limited Derivatives User 
Exception will not be made publicly available.21 

Form N-PORT also is amended to require funds subject to a VaR test to report their median daily 
VaR for the monthly reporting period. Funds subject to the relative VaR test during the reporting 
period will report, as applicable, the name of the fund’s designated index or a statement that the 
fund’s DRP is the fund’s securities portfolio, as well as their median VaR Ratio during the 
reporting period (reported as a percentage of the VaR of the Fund’s DRP). Funds subject to the 
absolute VaR test will report their median daily VaR during the reporting period (reported as a 
percentage of the fund’s net asset value). In a change from the 2019 Proposal, a fund’s median 
VaR information (its median daily VaR, and its median VaR ratio for funds subject to the 
relative VaR test) will not be made publicly available.22 

A fund also must report the number of exceptions the fund identified during the reporting period 
arising from backtesting the fund’s VaR calculation model, but this information will not be made 
publicly available. 

Form N-LIQUID is renamed “Form N-RN,”23 and the form is amended to include new 
reportable events for funds that are subject to the Rule’s VaR-based limits. These funds are 
required to file a Form N-RN to report information about certain VaR-based limit breaches. 
Specifically, when a fund determines that it is out of compliance with the applicable VaR-based 
limit and has not come back into compliance within five business days after such determination, 
the fund is required to file a report – within one business day following the fifth business day 
after the fund determined that it was out of compliance – on Form N-RN providing certain 
information regarding its VaR-based limit breaches. The fund also is required to file a report on 
Form N-RN when it is back in compliance with the applicable VaR-based limit. This information 
reported to the SEC staff will not be made public. 

Form N-CEN is amended to require a fund to identify whether it relied on the Rule during the 
reporting period and whether it relied on any of the exceptions from various requirements under 
the Rule. A fund also has to identify whether it entered into reverse repurchase agreements or 
similar financing transactions, or unfunded commitment agreements. A fund will also be 
required to identify whether it is relying on the Rule provision concerning investments in 
securities on a when-issued or forward-settling basis, or with a non-standard settlement cycle. 
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Form N-2 currently requires a closed-end fund to include a senior securities table with 
information about any senior securities it has issued. The Rule provides that a fund’s derivatives 
transactions and unfunded commitment agreements are not to be considered for purposes of 
computing asset coverage under Section 18(h), and the Release amends Form N-2 to provide that 
closed-end funds relying on the Rule are not required to include their derivatives transactions and 
unfunded commitment agreements in the senior securities table. 

Annual reports. In a change from the 2019 Proposal, the Release does not require a fund to 
publicly disclose its designated index in the fund’s annual report. 

Conforming amendments. The Release amends Rule 22e-4 and a related reporting requirement 
on Form N-PORT to remove references to assets “segregated to cover” derivatives transactions. 

VII. Leveraged/Inverse ETFS and Amendments to the ETF Rule 

The Release’s approach regarding leveraged/inverse funds24 is quite different from the 2019 
Proposal.25 Specifically, the SEC recognized that, under the relative VaR test with a 200% limit, 
as adopted, leveraged/inverse funds that seek leveraged/inverse market exposure greater than 
200% of the return/inverse return of an index (“over-200% leveraged/inverse funds”) generally 
will be unable to satisfy the Rule’s limit on fund leverage risk.26 Therefore, the Rule includes a 
provision permitting over-200% leveraged/inverse funds to continue to operate at their current 
leverage levels, provided they comply with all the provisions of the Rule, except the VaR-based 
limit on fund leverage risk, and satisfy the following additional requirements: 

• The fund was in operation as of October 28, 2020, and the fund has outstanding shares 
issued in one or more public offerings to investors, and discloses in its prospectus a 
leverage multiple or inverse multiple that exceeds 200% of the performance or the 
inverse of the performance of the underlying index, 

• The fund does not change the underlying market index or increase the level of leveraged 
or inverse market exposure the fund seeks, directly or indirectly, to provide, and 

• The fund discloses in its prospectus that it is not subject to the limit on fund leverage risk 
specified by the Rule. 

In September 2019, the SEC adopted Rule 6c-11 (the “ETF Rule”), permitting ETFs that meet 
certain conditions to operate without obtaining an exemptive order from the SEC. However, as 
adopted, the ETF Rule expressly excluded leveraged/inverse ETFs from the ETF Rule’s 
coverage. The Release amends the ETF Rule to permit a leveraged/inverse ETF, including over-
200% leveraged/inverse funds, to rely on the ETF Rule, provided the ETF complies with the 
applicable provisions of the Rule. Because the amendments to the ETF Rule will permit a 
leveraged/inverse ETF to rely on that rule instead of an existing order, the SEC stated that, on the 
compliance date of the Rule, it will rescind the exemptive orders already issued to 
leveraged/inverse ETFs. 

Separately, the Release does not adopt the sales practices rules proposed in the 2019 Proposal. 
The rules would have required investment advisers and broker-dealers to exercise due diligence 
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with respect to retail investors that are natural persons before approving retail investor accounts 
to invest in shares of a “leveraged/inverse investment vehicle.”27 

VIII. Observations 

“Competition” between types of leverage. The Rule applies either a relative or absolute VaR-
based ceiling as a means to limit the total leverage a fund can achieve from a mix of different 
transactions, including loans, reverse repurchase agreements and derivatives transactions, placing 
such exposures in more direct competition for a fund’s available “capacity” under the VaR 
limit.28 For funds that have utilized transactions involving a significant amount of leverage, their 
investment advisers will need to assess carefully the leveraging transactions that provide the 
most attractive exposure in light of all relevant considerations, including cost. Such an analysis 
raises interesting issues of fiduciary duty, especially when an adviser may be entitled to 
compensation under its investment advisory agreement for some leveraging transactions (e.g., 
borrowings, reverse repurchase agreements) and not others (e.g., derivatives transactions where 
the investment exposure is principally notional). With the Rule in effect, there may not be a 
principled reason why – as is commonly the case – investment advisers to registered investment 
companies should earn advisory fees on the invested proceeds from borrowings or reverse 
repurchase agreements (without reduction for the related liabilities), but not on the notional value 
of certain derivatives transactions, such as total return swaps, which can be used to provide 
similar economic exposure. 

Objective designated indexes. Under the Rule, a fund may not use a designated index as its 
DRP for purposes of applying the relative VaR limit if the designated index was “created at the 
request of the fund or its investment adviser.”29 It is common for fund sponsors, especially ETF 
sponsors, to have some involvement in the formulation of an index used in the management of a 
fund. Additionally, index sponsors may seek to gauge commercial interest in a particular index 
before determining whether to invest the resources necessary to “create” an index and bring it to 
market. To the extent fund sponsors are (or were) so involved, they may wish to document the 
level of their involvement internally and to document their understandings with index sponsors 
as to whether (or not) the index was created at the request of the fund sponsor. Interestingly, the 
limitation appears to apply without limit in time, such that it would apply to indices created at the 
request of a fund or its investment adviser long before the Rule was formulated. 

Derivatives Risk Manager. In approving the designation of a Derivatives Risk Manager, the 
Rule omits the 2019 Proposal’s requirement that a fund’s board must take into account “the 
derivatives risk manager’s relevant experience regarding the management of derivatives risk,” 
but the Rule still requires that the individual(s) designated have “relevant experience regarding 
the management of derivatives risk.” The board will need to take that “relevant experience” into 
account, along with all other relevant factors, in appointing the Derivatives Risk Manager. 

The Rule does not specify what “relevant experience regarding the management of derivatives 
risk” means or what qualifications or experience the derivatives risk manager must possess. The 
SEC notes in the Release that this aspect of the Rule is designed to provide flexibility to boards 
to determine what experience is relevant in light of the derivatives risks applicable to the fund, 
but it is unclear what kinds of experience and qualifications will be required for this position. 
Presumably, risk experts in the derivatives field are already gainfully employed in positions – 
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like portfolio manager, quantitative analyst or trader – that provide more attractive compensation 
and bonus opportunities than a mutual fund compliance role. Some advisers (smaller advisers, in 
particular) may find the cost of hiring a new senior-level employee to serve in the Derivatives 
Risk Manager role to be burdensome as a business matter. 

Derivatives Risk Manager and manager-of-managers situations. The Rule requires that the 
Derivatives Risk Manager be an officer or officers of the fund’s investment adviser, which the 
Release clarifies includes sub-advisers (as long as the sub-adviser manages the fund’s entire 
portfolio and not a sleeve of the fund’s assets). Neither the Rule nor the Release otherwise 
addresses the allocation of responsibilities between personnel of the primary investment adviser 
and the personnel of a sub-adviser for funds that employ a manager-of-managers structure, 
leaving such a fund considerable flexibility to tailor its Program to its particular facts and 
circumstances. Even for a fund that designates one or more officers of its primary investment 
adviser as the Derivatives Risk Manager, it seems likely that the Derivatives Risk Manager will 
look to personnel of the sub-adviser(s) for assistance in administering the Program. At a 
minimum, if a fund were to be out of compliance with its VaR test, it would presumably be 
necessary for the applicable sub-adviser(s) to be involved in promptly returning the fund to 
compliance in a manner that is in the best interests of the fund and its shareholders. Because 
existing sub-advisory agreements were not drafted in contemplation of the Rule, it may be 
necessary for primary investment advisers and sub-advisers to address and negotiate their 
respective roles. 

Derivatives Risk Manager’s communications with the board. 

• While the Rule does not specifically require that the Derivatives Risk Manager meet in 
person with the board (or the independent directors), the SEC clearly contemplates a 
relationship between the Derivatives Risk Manager and the board, noting multiple times 
in the Release that the Derivatives Risk Manager will have a “direct reporting line” to the 
board. As noted above, one of the reasons cited by the SEC for requiring board approval 
of the Derivatives Risk Manager is that the SEC believes that board approval “is 
important to establish the foundation for an effective relationship and line of 
communication” between the board and the Derivatives Risk Manager. In contrast to 
Rule 22e-4, where the administrator of a fund’s liquidity risk management program can 
be the adviser itself, the SEC noted that requiring the Derivatives Risk Manager to be an 
officer or officers of the adviser would “promote accountability” to the board. As a result, 
we expect boards may seek periodic meetings with the Derivatives Risk Manager as well 
as special meetings with the Derivatives Risk Manager (e.g., during periods of extended 
non-compliance by a fund with its applicable VaR test). In addition, a board should 
expect to receive multiple written reports from the Derivatives Risk Manager, as required 
under the Rule. 

• Because the Derivatives Risk Manager has discretion when determining whether to 
escalate a material risk arising from a fund’s derivatives use to the board, a board could 
find itself being brought into situations where the Derivatives Risk Manager and a fund’s 
portfolio managers disagree as to the evaluation or materiality of the risks. While the 
Release indicates that the Derivatives Risk Manager’s decision to escalate is intended to 
provide the board with information to facilitate its oversight, a board will want to take 
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care that it keeps its oversight role as opposed to becoming a referee between the 
portfolio management and derivatives risk management functions. 

Limited Derivatives User Exception. The test for the Limited Derivatives User Exception, 
which requires that the derivatives exposure of a fund not exceed 10% of the net assets of the 
fund, is not calibrated to the risk of the fund’s derivatives positions. With limited exceptions, 
derivatives that tend to have lower risk relative to their notional amount (such as many interest 
rate derivatives) are treated the same as derivatives that tend to have higher risk relative to their 
notional amount. Also, no credit is given for margin posted or received with respect to 
derivatives contracts. While the Rule excludes from this 10% threshold close-out transactions 
with the same counterparty, it does not exclude positions that offset or hedge derivatives 
transactions with a different counterparty, leading to the result that a derivatives transaction that 
hedges interest rate or currency risk of an equity or fixed income instrument held by a fund is 
excluded from derivatives exposure for purposes of the 10% test, while a derivatives transaction 
that hedges interest rate or currency risk of another derivatives transaction held by the fund 
might need to be included. 

1. As a technical matter, the Rule exempts funds that enter into derivatives transactions from various provisions under Section 18, which 
generally restricts a fund’s ability to issue “senior securities.” The SEC notes in the Release its belief that “a derivatives transaction 
creating a future payment obligation involves an evidence of indebtedness that is a senior security for purposes of [S]ection 18.” 

2. Derivatives risks means the risks associated with a fund’s derivatives transactions or its use of derivatives transactions, including 
leverage, market, counterparty, liquidity, operational and legal risks and any other risks the Derivatives Risk Manager (or, in the case 
of a limited derivatives user, the fund’s investment adviser) deems material. 

3. Existing funds seeking a greater-than-200% leveraged/inverse market exposure are grandfathered under the Rule, subject to 
conditions. 

4. A derivatives transaction means (i) any swap, security-based swap, futures contract, forward contract, option, any combination of the 
foregoing, or any similar instrument (“derivatives instrument”), under which a fund is or may be required to make any payment or 
delivery of cash or other assets during the life of the instrument or at maturity or early termination, whether as margin or settlement 
payment or otherwise, (ii) any short sale borrowing and (iii) if the fund treats all reverse repurchase agreements or similar financing 
transactions as derivatives transactions, any reverse repurchase agreement or similar financing transaction. 

5. The Rule requires that any VaR model used by a fund for purposes of determining the fund’s compliance with the relative VaR test or 
the absolute VaR test must: 

1. Take into account and incorporate all significant, identifiable market risk factors associated with a fund’s investments, 
including, as applicable: 

a. Equity price risk, interest rate risk, credit spread risk, foreign currency risk and commodity price risk; 

b. Material risks arising from the nonlinear price characteristics of a fund’s investments, including options and 
positions with embedded optionality; and 

c. The sensitivity of the market value of the fund’s investments to changes in volatility; 

2. Use a 99% confidence level and a time horizon of 20 trading days; and 

3. Be based on at least three years of historical market data. 

6. Securities portfolio means the fund’s portfolio of securities and other investments, excluding any derivatives transactions, approved by 
the Derivatives Risk Manager for purposes of the relative VaR test, provided that the fund’s securities portfolio reflects the markets or 
asset classes in which the fund invests. The Release notes that allowing a fund to use its securities portfolio may provide the fund with 
the ability to (i) use a VaR reference portfolio that is more tailored to the fund’s investments than an index and/or (ii) avoid the 
expense associated with blending or licensing an index just for purposes of the Rule’s VaR test. 
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7. If a fund’s investment objective is to track the performance, including a multiple or inverse multiple, of an unleveraged index, the fund 
must use that index as its DRP (even if that unleveraged index would otherwise be a prohibited index under the Rule). 

8. In the case of a blended index, none of the indexes that compose the blended index may be administered by an organization that is an 
Affiliate, unless the index is widely recognized and used. In changes from the 2019 Proposal regarding a designated reference index 
(i) the Rule does not require a fund’s designated index to be an “appropriate broad-based securities market index” or an “additional 
index,” as defined in the instruction to Item 27 in Form N-1A and (ii) a fund is not required to disclose its designated index in its 
annual report. However, a fund’s designated index, if any, will be reported publicly on Form N-PORT. 

9. The 2019 Proposal also would have precluded a fund from entering into new derivatives transactions (other than transactions reducing 
the fund’s VaR) until the fund had complied with its VaR test for three consecutive business days. 

10. The 2019 Proposal allowed for a three business day cure period. 

11. In contrast, Rule 22e-4 requires board approval of a fund’s liquidity risk management program. 

12. The Release notes that the Derivatives Risk Manager does not have to be an “officer” of the investment adviser in accordance with the 
adviser’s corporate bylaws and can be any person with a “comparable degree of seniority and authority within the organization” who 
is otherwise qualified for the position. 

13. The 2019 Proposal would have required daily backtesting. 

14. While the Rule does not require a fund’s board to approve its Program, the Release clarifies that the board is responsible for 
overseeing compliance with Rule 38a-1 under the 1940 Act, which includes board approval of policies and procedures reasonably 
designed to prevent violation of the federal securities laws, of which the Rule is a part. 

15. The Release notes that, “[t]o the extent that a fund engages in transactions similar to firm or standby commitment agreements, they 
may fall within the ‘any similar instrument’ definitional language, depending on the facts and circumstances.” 

16. This is a change from the 2019 Proposal, which would have required funds to take reverse repurchase agreements and similar 
financing transactions into account, together with other permissible borrowings under the 1940 Act, when calculating the fund’s asset 
coverage ratio under Section 18. 

17. An unfunded commitment agreement is a contract that is not a derivatives transaction, under which a fund commits, conditionally or 
unconditionally, to make a loan to a company or to invest equity in a company in the future, including by making a capital 
commitment to a private fund that can be drawn at the discretion of the fund’s general partner. 

18. Some commenters asked the SEC to clarify how to-be-announced (“TBA”) transactions should be treated under the Rule. The SEC 
notes in the Release that TBAs and dollar rolls are included in the final rule’s derivatives transaction definition (because they are 
forward contracts or “similar instruments”), and that funds may invest in TBAs under the delayed-settlement securities provision, if its 
conditions are satisfied. 

19. Derivatives exposure means the sum of (i) the gross notional amounts of the fund’s derivatives transactions described in clause “(i)” 
within the definition of the term “derivatives transaction” and (ii) in the case of short sale borrowings, the value of the assets sold 
short. If a fund’s derivatives transactions include reverse repurchase agreements or similar financing transactions, the fund’s 
derivatives exposure also includes, for each transaction, the proceeds received but not yet repaid or returned, or for which the 
associated liability has not been extinguished, in connection with the transaction. In determining derivatives exposure a fund may (i) 
convert the notional amount of interest rate derivatives to 10-year bond equivalents and delta adjust the notional amounts of options 
contracts and (ii) exclude any closed-out positions, if those positions were closed out with the same counterparty and result in no 
credit or market exposure to the fund. According to the Release, “[d]elta refers to the ratio of change in the value of an option to the 
change in value of the asset into which the option is convertible. A fund would delta adjust an option by multiplying the option’s 
unadjusted notional amount by the option’s delta.” 

20. The Rule does not define “notional amount” or specify how to determine notional amount. The Release states that “using gross 
notional amounts to measure market exposure could be viewed as a relatively blunt measurement,” but using such concept in the 
Limited Derivatives User Exception “is designed to serve as an efficient way to identify funds that use derivatives in a limited way.” 

21. The 2019 Proposal would have required all funds to report their derivatives exposure. 

22. While the 2019 Proposal would have required funds to report their highest daily VaR (and for funds that use the relative VaR test, 
their highest daily VaR ratio) and these measures’ corresponding dates, the Form N-PORT amendments do not include these 
requirements. 

23. In view of the amendments that make current Form N-LIQUID (Form N-RN) applicable to all funds (other than money market funds), 
the Release amends the form and Rule 30b1-10 under the 1940 Act to reflect the Rule’s requirement that all funds that are subject to 
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the relative VaR test or absolute VaR test must file current reports regarding VaR-based limit breaches under the circumstances that 
Form N-RN sets forth. 

24. Leveraged/inverse fund means a fund that seeks, directly or indirectly, to provide investment returns that correspond to the 
performance of a market index by a specified multiple (“leverage multiple”), or to provide investment returns that have an inverse 
relationship to the performance of a market index (“inverse multiple”), over a predetermined period of time. 

25. The 2019 Proposal would have exempted leveraged/inverse funds from the Rule’s VaR requirements, provided the fund did not seek 
investment results exceeding 300% of the return (or inverse of the return) of an underlying index. Investment advisers and broker-
dealers also would have been subject to sales practice rules with respect to sales of these funds to retail investors. 

26. The SEC stated that there were 70 leveraged/inverse ETFs, with total net assets of $15.7 billion, that currently seek to provide 
leveraged/inverse market exposure exceeding 200% of the return/inverse return of an index. 

27. The same day that the Release was published, Chairman Clayton, with the Director of the Division of Investment Management and the 
Director of the Division of Corporation Finance, issued a joint statement regarding complex products, including leveraged/inverse 
products. The joint statement reported that the SEC staff will be reviewing the existing regulatory requirements concerning protecting 
investors who invest in complex products. Based on this review, the staff will make recommendations to the SEC regarding potential 
new rulemakings, guidance, or other policy actions, if appropriate. The joint statement also invited public comment on these topics. 

28. As noted, funds may treat reverse repurchase agreements as senior securities representing indebtedness and subject to the asset 
coverage requirements of Section 18 or treat them as “derivatives transactions” under the Rule. 

29. This prohibition does not apply if (i) the index is widely recognized and used or (ii) the fund’s investment objective is to track the 
performance, including a multiple or inverse multiple, of a particular 


