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On October 13, 2016 the Securities and 
Exchange Commission (SEC or Commission) 
adopted new rules and rule amendments 

(Final Rules)1 designed to promote eff ective liquidity 
risk management, reduce the risk that funds would 
be unable to meet shareholder redemption requests, 
and to mitigate the dilutive impact of purchase and 
redemption transactions. Because these changes repre-
sent signifi cant revisions to current liquidity risk man-
agement requirements and guidance, fund complexes 
are likely to face substantial and costly changes to their 
compliance and risk management functions.

Under the Final Rules, registered open-end 
management investment companies, including 
exchange-traded funds (ETFs) and exchange-traded 
managed funds,2 but excluding money market funds, 
must establish liquidity risk management programs. 
Th e Final Rules also permit, but do not require, reg-
istered open-end management investment compa-
nies (excluding money market funds and ETFs) to 
utilize “swing pricing” and include new disclosure 
and reporting requirements.

Liquidity Risk Management 
Program: Overview

New Rule 22e-4 under the Investment Company 
Act of 1940 (1940 Act) requires funds to adopt and 

implement written liquidity risk management pro-
grams, which must include the following elements:

assessment, management, and periodic review 
of fund liquidity risk;
classifi cation and monthly review of fund port-
folio investment liquidity; and
determination and periodic review of a highly 
liquid investment minimum (HLIM), and 
adoption and implementation of procedures for 
responding to a shortfall of the HLIM.

Assessment, Management, and 
Review of Liquidity Risk 

Funds, including so-called In-Kind ETFs,3 must 
assess, manage, and review at least annually their 
liquidity risk, which is the risk that a fund could not 
meet redemption requests without signifi cantly dilut-
ing remaining investors’ interests. Funds must consider 
the following Liquidity Risk Factors, as applicable:4

investment strategy and liquidity of portfolio 
investments during both normal and reason-
ably foreseeable stressed conditions, including 
(i) whether the investment strategy is appropriate 
for an open-end fund,5 (ii) the extent to which 
the strategy involves a relatively concentrated 
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portfolio or large positions in particular issuers, 
and (iii)  the use of borrowings for investment 
purposes and derivatives;
short-term and long-term cash fl ow projections 
during both normal and reasonably foreseeable 
stressed conditions;6

holdings of cash and cash equivalents, as well 
as borrowing arrangements and other funding 
sources;7 and
for ETFs, (i) the relationship between the ETF’s 
portfolio liquidity and the way in which, and 
the prices and spreads at which, ETF shares 
trade, including the effi  ciency of the arbitrage 
function and the level of active participation by 
market participants (including authorized par-
ticipants); and (ii) the eff ect of the composition 
of baskets on the overall liquidity of the ETF’s 
portfolio.

Classifi cation of Fund Investments 
Funds,8 other than In-Kind ETFs, must clas-

sify the liquidity of their portfolio investments into 
one of four liquidity categories. In doing so, Funds 
must take into account relevant market, trading, and 
investment-specifi c considerations when making these 
classifi cations, and must review their classifi cations at 
least monthly in connection with Form N-PORT 
reporting requirements (or more frequently if changes 
in relevant market, trading, and investment-specifi c 
considerations are reasonably expected to materially 
aff ect one or more classifi cations).9

Th e four liquidity categories are:

(1) highly liquid investments: any cash held by a 
fund and any investment reasonably expected to 
be convertible into cash in current market con-
ditions in three or fewer business days without 
the conversion to cash signifi cantly changing the 
market value of the investment;

(2) moderately liquid investments: any invest-
ment reasonably expected to be convertible 
into cash in current market conditions in more 
than three calendar days, but in seven or fewer 

calendar days, without the conversion to cash 
signifi cantly changing the market value of the 
investment;

(3) less liquid investments: any investment reason-
ably expected to be able to be sold or disposed of 
in current market conditions in seven or fewer 
calendar days without the sale or disposition 
signifi cantly changing the market value of the 
investment, but where the sale or disposition is 
reasonably expected to settle in more than seven 
calendar days; and

(4) illiquid investments: any investment not rea-
sonably expected to be sold or disposed of in 
current market conditions in seven or fewer 
calendar days without the sale or disposition 
signifi cantly changing the market value of the 
investment.

When considering whether a conversion to 
cash or sale or disposition “signifi cantly chang[es] 
the market value of the investment,” a fund is not 
required to re-value or re-price the investment for 
classifi cation purposes, estimate market impact to a 
precise degree, or incorporate general market move-
ments in liquidity determinations.10

Factors in Assessing Relevant Market, 
Trading, and Investment-Specifi c 
Considerations

Th e Commission identifi ed several factors funds 
may consider as they assess “relevant market, trad-
ing, and investment-specifi c considerations in clas-
sifying its portfolio investments:”11

the existence of an active market for an asset 
class or investment (including consideration of 
trading mechanisms and the diversity and qual-
ity of market participants), and the exchange-
traded nature of an asset class or investment;
the frequency of trades or quotes, average daily 
trading volume;
volatility of trading prices;
bid-ask spreads;



VOL. 24, NO. 2  •  FEBRUARY 2017 3

Copyright © 2017 by CCH Incorporated. All Rights Reserved.

standardization and simplicity of an asset class 
or investment’s structure;
maturity and date of issue for fi xed income secu-
rities; and
restrictions on trading and limitations on transfer.

Th e Adopting Release includes guidance on 
each of these factors.

Liquidity Classifi cations Based on Asset Class. 

Funds generally may classify portfolio investment 
liquidity according to asset class, but must separately 
classify investments in certain circumstances. If the 
fund or its adviser has information about any mar-
ket, trading, or investment-specifi c considerations 
that are reasonably expected to signifi cantly aff ect 
the investment’s liquidity characteristics as com-
pared to the fund’s other portfolio holdings within 
that asset class, then the fund must separately classify 
the investment.12 Th e Commission clarifi ed that gen-
eral categories (for example, equities, fi xed income) 
are not suffi  cient and that procedures for classifying 
investments’ liquidity by asset class should allow for 
meaningful distinctions between classes and sub-
classes.13 Also, the SEC believes that procedures 
should include provisions (exception processes) for 
updating default classifi cations based on market, 
trading, and investment-specifi c considerations.14

Market Depth. When classifying investments, 
funds must determine whether trading varying por-
tions of a position in a particular portfolio invest-
ment or asset class, in sizes that the fund would 
reasonably anticipate trading, is reasonably expected 
to signifi cantly aff ect the liquidity of the investment 
or asset class and, if so, this determination must be 
taken into account when classifying the investment’s 
or asset class’ liquidity. Importantly, the Commission 
noted that if the liquidity classifi cation was adjusted 
downward as a result of the market depth analysis, 
the entirety of a fund’s position in the investment 
would be subject to the new classifi cation.15 

Classifi cation and Derivatives. While funds 
are not required to identify particular assets segre-
gated or pledged to cover derivatives transactions, a 

fund must identify the percentage of its highly liquid 
investments that are segregated to cover, or pledged 
to satisfy margin requirements in connection with, 
its derivatives transactions classifi ed as moderately 
liquid, less liquid, or illiquid. Th is percentage of 
highly liquid investments segregated for cover or 
margin purposes will be disclosed on Form N-PORT 
and must be excluded when, in the HLIM context, 
determining whether a fund “primarily holds” assets 
that are highly liquid investments.

Highly Liquid Investment Minimum
Each fund, other than an In-Kind ETF, that 

does not primarily hold assets that are highly liquid 
investments must: (1) determine an HLIM, con-
sidering the Liquidity Risk Factors, as applicable;16 
(2) periodically review, no less frequently than annu-
ally, the HLIM;17 and (3) adopt policies and procedures 
(Shortfall Policies and Procedures) for responding to 
a “shortfall” of the fund’s highly liquid investments 
below the fund’s HLIM (HLIM Shortfall).

A fund’s HLIM may not be changed during an 
HLIM Shortfall without approval from the fund’s 
board of directors, including a majority of direc-
tors who are not interested persons of the fund. 
However, a fund’s board is not otherwise required 
to specifi cally approve the HLIM. Funds are not 
prohibited from acquiring assets that are not highly 
liquid investments during an HLIM Shortfall.

Consideration of Liquidity Risk Factors in 

Determining the HLIM. Th e Adopting Release 
provides guidance for consideration of the Liquidity 
Risk Factors in determining the HLIM:

A higher HLIM would generally be appropriate 
where investment strategies or fund characteris-
tics include (i) less liquid investments; (ii) greater 
volatility of fl ows; (iii) the use of borrowings for 
investment purposes, derivatives, and leveraged 
strategies; and (iv) the segregation of highly liquid 
investments for cover or margin purposes.
A higher HLIM would generally be appropriate, 
with respect to short-term and long-term cash fl ow 
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subject to HLIM requirements. Importantly, for 
purposes of determining whether a fund is a PHL 
Fund, the fund must exclude from its calculations 
the percentage of fund assets that are highly liquid 
investments segregated to cover, or pledged to satisfy 
margin requirements in connection with, derivatives 
transactions classifi ed as moderately liquid, less liq-
uid, and illiquid investments.

15 Percent Limit on Illiquid 
Investments 

In addition to the fl oor imposed by the HLIM, 
funds (including In-Kind ETFs) must maintain a 15 
percent ceiling on illiquid investments. Specifi cally, 
a fund (including an In-Kind ETF) may not acquire 
any illiquid investment if, immediately after the 
acquisition, the fund would have invested more than 
15 percent of its net assets in illiquid investments 
that are assets.21 With the adoption of this require-
ment, the Commission withdrew its historical guid-
ance and prior 15 percent guideline on investments 
in illiquid assets.22 Importantly, although Rule 22e-4’s 
15 percent limit on illiquid investments is similar to 
the prior guideline, the new 15 percent limit incor-
porates the defi nition of “illiquid investment” from 
Rule 22e-4’s liquidity classifi cation framework. As 
such, the new 15 percent limitation incorporates the 
classifi cation framework’s value impact standard and 
requirement to consider relevant market, trading, and 
investment-specifi c factors, as well as market depth.

A fund is not required to divest illiquid invest-
ments if the fund’s holdings of illiquid invest-
ments exceed the 15 percent limit. However, the 
Commission cautioned that “a fund should not be 
permitted to exceed the 15 percent limit on illiquid 
investments for an extended period of time with-
out board oversight.”23 As a result, exceeding the 15 
percent limit triggers certain disclosure and board 
reporting obligations, discussed below.24

Procedures for Redemptions in Kind
All funds that engage in, or reserve the right 

to engage in, redemptions in-kind, and all In-Kind 

projections, where there is a concentrated share-
holder base, a redemption policy to satisfy redemp-
tions on a next business day basis, a distribution 
channel that historically attracts investors with 
more volatile or unpredictable fl ows, and a lack of 
substantial visibility into the shareholder base.
Holdings of cash and cash equivalents, as well as 
the availability of a line of credit or other funding 
source, may indicate decreased liquidity risk and 
may be considered when determining the HLIM.18

HLIM Shortfall Policies and Procedures. A 
fund’s Shortfall Policies and Procedures must require 
the Program Administrator (defi ned below) to: 
(1) report to the fund’s board, no later than its next 
regularly scheduled meeting, with a brief explanation 
of the causes of any HLIM Shortfall, and any actions 
taken in response; and (2) if the HLIM Shortfall lasts 
more than seven consecutive calendar days, report to 
the fund’s board within one business day thereafter 
with an explanation of how the fund plans to restore 
its HLIM within a reasonable period of time. Any 
HLIM Shortfall lasting for more than seven con-
secutive calendar days must also be reported to the 
Commission on new Form N-LIQUID. 

Th e Commission suggests that Shortfall Policies 
and Procedures specify some of the actions the 
fund could consider taking to respond to an HLIM 
Shortfall, but recognizes the diffi  culty in specifying in 
advance all appropriate factors. Also, a fund that reg-
ularly encounters HLIM Shortfalls should consider 
modifying its Shortfall Policies and Procedures.19 

Funds “Primarily” Holding Assets Th at 

Are Highly Liquid Investments. Funds that “pri-
marily” hold assets that are highly liquid investments 
(PHL Funds) are not subject to the HLIM require-
ments outlined above. Th e Commission expects 
that these funds will address, in their liquidity risk 
management programs, how they determined their 
status as PHL Funds, such as by defi ning “primar-
ily” in this context.20 Notably, funds may lose their 
PHL Fund status due to portfolio drift or changes in 
investment strategies and would, therefore, become 
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ETFs, must establish policies and procedures 
regarding how and when redemptions in-kind 
will be used. Th e Commission intends for policies 
and procedures to address circumstances in which 
a fund might use in-kind redemptions (that is, at 
all times or only in stressed conditions), as well as 
detail the types of events that might trigger such 
use. In the Adopting Release, the Commission 
also contemplated in-kind redemption procedures 
that distinguish among shareholder types and that 
address how the fund determines which securities it 
would use in in-kind redemptions and whether the 
fund will redeem securities in kind in a pro rata or 
non-pro rata manner.25

Board Oversight 
A fund’s board must now take on new oversight 

responsibilities, including both standard and event-
driven duties, in connection with the requirement that 
each fund establish a liquidity risk management pro-
gram. Standard oversight duties include: (1) initially 
approving the fund’s written program; (2) approving 
the designation of the person or group of persons 
responsible for administering the program (Program 
Administrator); and (3) reviewing (at least annually) a 
written report prepared by the Program Administrator. 

Th e board (including a majority of independent 
board members) must initially approve a fund’s writ-
ten liquidity risk management program. In doing so, 
the board may rely on summaries of the program 
provided by the Program Administrator, legal coun-
sel, or others with knowledge of how the program 
would be administered. In a departure from the 
proposal, once a fund implements its liquidity risk 
management program, the board does not need to 
approve any material changes thereto. However, the 
board must still review material changes to the pro-
gram (as contained in the annual report) in a manner 
consistent with Rule 38a-1 under the 1940 Act.26

Th e board, including a majority of indepen-
dent board members, must approve the designation 
of the fund’s liquidity risk management Program 
Administrator. Th e Program Administrator function 

cannot be assigned solely to portfolio managers, but 
can be assigned to a fund’s investment adviser, sub-
adviser, specifi c fund offi  cer, or group of fund offi  -
cers. Subject to appropriate oversight by the fund, 
a fund may also delegate administration of a part 
of its program to third-party service providers. At 
least once a year, the board, including a majority of 
independent board members, must review a written 
report detailing operation of the program that is pro-
vided by the Program Administrator.27

Event-Driven Reporting. In addition to the 
standard approval and oversight responsibilities with 
regard to liquidity risk management, fund boards 
must also oversee compliance with the HLIM 
and illiquid investments limit. Th e board, includ-
ing a majority of independent board members, 
must approve any proposed changes to a fund’s 
HLIM when the fund’s portfolio is below the pre-
established minimum (that is, during an HLIM 
Shortfall). In addition, the board must receive a 
report at the next scheduled board meeting follow-
ing an HLIM Shortfall. Also, if an HLIM Shortfall 
continues for more than seven consecutive calendar 
days, the Program Administrator must report to the 
board within one business day with an explanation 
of how the fund plans to restore its minimum within 
a reasonable period of time.

Regarding illiquid investments, the Program 
Administrator must report to the board within one 
business day if a fund’s illiquid investments exceed 
the 15 percent limit on such investments. Th e 
Program Administrator must explain the extent 
and cause(s) of the occurrence and how the fund 
plans to bring illiquid investments to or below the 
15 percent limit “within a reasonable period of time.” 
Also, the board bears additional responsibilities if a 
fund’s illiquid investments remain above the 15 per-
cent limit for more than 30 consecutive days (and 
each 30-day period thereafter). In that situation, the 
fund’s board, including a majority of independent 
board members, must assess whether the plan to bring 
illiquid investments to or below the 15 percent limit 
continues to be in the fund’s best interest.
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Guidance on Cross-Trades
Th e Adopting Release provides guidance on the 

use of cross-trades, but does not explicitly amend 
Rule 17a-7 under the 1940 Act.28 Such guidance 
indicates that it may be more diffi  cult to determine 
that the terms of a cross-trade are fair and reasonable 
when less liquid assets are involved. Th e Commission 
also expresses a view that advisers should subject less 
liquid assets to careful (and potentially heightened) 
review before cross-trading such assets. In addition, 
the Commission suggested that a fund’s compliance 
policies and procedures related to Rule 17a-7 should 
contemplate how the rule’s requirements are met 
with regard to less liquid assets.29

Treatment of ETFs 
All ETFs. ETFs will be required to adopt a 

liquidity risk management program and consider two 
additional factors when assessing their liquidity risk: 
(i) the relationship between an ETF’s liquidity and the 
manner in which its shares trade; and (ii) the compo-
sition of its basket of securities and the eff ect of that 
basket on the ETF’s liquidity.30 In addition, as part of 
new annual reporting obligations on Form N-CEN, 
an ETF, including an In-Kind ETF, must report “the 
average percentage value of creation units purchased 
and redeemed both with in-kind securities and assets 
and with cash, during the reporting period.”31 

In-Kind ETFs. In-Kind ETFs are exempt from 
the portfolio liquidity classifi cation and the HLIM 
requirements but must annually report their classifi -
cation as In-Kind ETFs on Form N-CEN.32 Because 
the In-Kind ETF defi nition applies to the redemp-
tion basket, compliance with this defi nition requires 
ongoing monitoring of the amount of cash used to 
settle each redemption transaction. For example, an 
ETF that normally redeems in-kind would not qual-
ify as an In-Kind ETF if it delivers all cash to a single 
authorized participant that elects to receive cash.33

An In-Kind ETF generally should describe in writ-
ten policies and procedures, to the extent applicable, 
how the fund analyzes its ability to redeem in-kind in 
all market conditions, the circumstances under which 

it may use a de minimis amount of cash to meet a 
redemption, and what amount of cash would qualify 
as de minimis. An In-Kind ETF should also describe 
in its written policies and procedures how it will man-
age and/or approve any portion of a redemption that 
is paid in cash and document its determination that 
such a cash amount is de minimis.34

Swing Pricing 

Overview and Scope

Th e SEC also adopted, by a two-to-one vote, 
amendments to 1940 Act Rule 22c-1 (Swing Pricing 
Amendments) that would permit, but not require, 
funds to mitigate the risk that shareholder purchase 
and redemption activities could dilute the value of 
fund shares. By using swing pricing as part of their 
liquidity risk management programs funds, exclud-
ing money market funds and ETFs, would adjust 
the net asset value (NAV) of a fund’s shares to eff ec-
tively pass on the costs associated with purchases or 
redemptions to transacting shareholders. 

In order to use swing pricing, a fund must 
establish policies and procedures that, among other 
things, designate a swing factor and swing threshold. 
Th e swing pricing policies and procedures must also 
(1) specify the process for determining the swing 
threshold(s) and swing factor(s); and (2) provide for 
board review of periodic reports prepared by the per-
sons responsible for administering swing pricing. 

Swing Threshold
A fund’s swing threshold is the level of net 

purchases into or net redemptions from the fund 
(expressed as a percentage of the fund’s NAV) that 
triggers the application of swing pricing. A “fund’s 
swing threshold should generally refl ect the esti-
mated point at which net purchases or net redemp-
tions would trigger the fund’s investment adviser to 
trade portfolio assets in the near term, to a degree 
or of a type that may generate material liquidity or 
transaction costs for the fund.”35 Notably, in-kind 
purchases and redemptions are excluded from this 
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calculation. A fund may establish multiple escalating 
swing thresholds, each with a corresponding swing 
factor.

In determining its swing threshold, a fund must 
consider, at a minimum, four factors: (1)  the size, 
frequency, and volatility of historical net purchases 
or net redemptions of fund shares during normal and 
stressed periods; (2)  the fund’s investment strategy 
and the liquidity of the fund’s portfolio investments; 
(3) the fund’s holdings of cash and cash equivalents, 
and borrowing arrangements and other funding 
sources; and (4)  the costs associated with transac-
tions in the markets in which the fund invests.

Under the Swing Pricing Amendments, funds 
are permitted to establish multiple swing thresh-
olds together with corresponding swing factors 
associated with each swing threshold. According 
to the Commission, “permitting such multiple 
thresholds may allow funds to more precisely tar-
get the cost of managing shareholder activities 
and better mitigate shareholder dilution eff ects of 
such transactions.”36

Swing Factor 
Th e swing factor is the amount by which a fund 

will adjust its NAV once the swing threshold is 
crossed, and should refl ect the estimated near-term 
costs associated with purchase and redemption activ-
ity that could dilute the interests of existing share-
holders. Th e swing factor is expressed as a percentage 
of a fund’s NAV.

Th e swing pricing policies and procedures 
must specify the process for determining the swing 
factor(s), which process must include a swing factor 
upper limit (which may not exceed 2 percent of the 
net asset value per share) and the determination that 
the swing factor(s) used are reasonable in relation-
ship to certain near-term costs. Specifi cally, in deter-
mining the swing factor(s) and the upper limit, the 
Swing Pricing Administrator (defi ned below) may 
take into account only the near-term costs expected 
to be incurred by the fund as a result of net purchases 
or net redemptions that occur on the day the swing 

factor(s) is used, including spread costs, transaction 
fees, and charges arising from asset purchases or asset 
sales resulting from those purchases or redemptions 
and borrowing-related costs associated with satisfy-
ing redemptions.

Swing Pricing in Operation
Under the Swing Pricing Amendments, a breach 

of a swing threshold requires application of the 
swing factor equally to all transacting shareholders, 
regardless of order size.37 For purposes of determin-
ing whether the swing threshold has been breached, 
a fund using swing pricing would need to monitor 
shareholder trades or the fl ow of money into and out 
of the fund. According to the Commission, funds 
may need to develop processes, and possibly estab-
lish policies and procedures, to obtain suffi  cient 
information (from transfer agents) about investor 
fl ows and transactions conducted by intermediar-
ies on behalf of investors. Funds will likely rely on 
investor fl ow estimates to determine whether the 
swing threshold has been breached.38

Board Considerations
A fund’s board, including a majority of the inde-

pendent board members, must initially approve a 
fund’s swing pricing policies and procedures,39 as well 
as the swing threshold(s), swing factor upper limit, 
and any changes to such threshold(s) or upper limit. 
Th e board must also designate the fund’s investment 
adviser or offi  cer(s) responsible for administering the 
fund’s swing pricing policies and procedures (Swing 
Pricing Administrator).40 Subsequently, the board 
must review, at least once a year, a report prepared 
by the Swing Pricing Administrator.41

Disclosure and Reporting 
Requirements 

Form N-1A

To address inconsistent reporting on fund 
redemption policies and procedures, the Commission 
adopted amendments to Item 11 of Form N-1A. As 
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a result, funds (all open-end funds, including money 
market funds and ETFs) must disclose the number 
(or estimated range) of days when they will pay pro-
ceeds to redeeming shareholders.42 Th e disclosed 
pay-out timing must be based on the method of pay-
ment, rather than the distribution channel. Funds 
must also describe the methods they will use to meet 
redemption requests, including whether such meth-
ods will be used regularly or only in stressed market 
conditions. 

Funds using swing pricing must include an 
explanation in their registration statements regard-
ing the circumstances in which the funds will use 
swing pricing, the effects of initiating swing pricing, 
and the fund’s swing factor upper limit.

Form N-PORT
On October 13, 2016, the Commission also 

adopted a series of rules that expand registered 
investment companies’ reporting and disclosure 
requirements, including a new requirement to fi le 
monthly portfolio investment information on new 
Form N-PORT.43

Th e Final Rules made certain revisions to the 
Commission’s new Form N-PORT:

Liquidity Classification of Portfolio Investments. 
Funds must identify the liquidity classification 
category of each portfolio investment. Position-
level liquidity classifi cations will be reported 
monthly on a non-public basis, and aggregate data 
(percentages of a fund’s portfolio investments in 
each of the four liquidity categories) will be pub-
licly available quarterly on a 60-day delay.
Highly Liquid Investments Used for Cover or 

Margin Purposes. Funds must disclose the per-
centage of highly liquid investments segregated 
to cover, or pledged to satisfy margin require-
ments in connection with, derivatives transac-
tions classifi ed as moderately liquid, less liquid, 
or illiquid. Like the aggregate liquidity classifi -
cation data, this data will be publicly available 
quarterly on a 60-day delay.

Highly Liquid Investment Minimum. Funds 
must disclose their HLIM, any prior HLIMs 
established during the reporting period, and the 
number of days in the reporting period during 
which a fund experienced an HLIM Shortfall. A 
fund’s HLIM will remain non-public.

Additional Reporting
Also in connection with the Modernization 

Rules, the Commission adopted new Form N-CEN. 
In the Final Rules, the Commission adopted amend-
ments to Parts C and E of the Commission’s new 
Form N-CEN, requiring funds to report certain 
information regarding lines of credit, interfund lend-
ing and borrowing, and swing pricing, and requiring 
ETFs to indicate whether they are In-Kind ETFs. 

Funds must fi le non-public reports with the 
Commission on new Form N-LIQUID within one 
business day when certain liquidity-related events 
occur.44 

Funds should discuss the impact of swing pric-
ing in their fi nancial statements, including the bal-
ance sheet and notes to fi nancial statements sections. 

Recordkeeping 
Funds (including In-Kind ETFs) must comply 

with the following recordkeeping requirements:

Liquidity Risk Management Policies and 
Procedures—to be maintained for five years in 
an easily accessible place.
Board Materials—materials provided in connec-
tion with the initial approval of the fund’s liquid-
ity risk management program and any materials 
provided in connection with the board’s review of 
the Program Administrator’s annual report, to be 
maintained for a period of five years, the first two 
years in an easily accessible place.
Highly Liquid Investment Minimum (if 
applicable)—written record of the HLIM determi-
nation (and any adjustments) to be maintained 
for a period of not less than five years, the first 
two years in an easily accessible place.
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HLIM Shortfall (if applicable)—materials 
provided to the board in connection with any 
HLIM Shortfall to be maintained for a period of 
at least fi ve years, the fi rst two years in an easily 
accessible place.
Swing Pricing Policies and Procedures (if 
applicable)—to be maintained for a period of at 
least six years in an easily accessible place. Funds 
must also keep a copy of all supporting documents 
regarding any adjustments to the fund’s NAV as a 
result of its swing pricing policies and procedures 
for six years, the first two years in an easily accessi-
ble place. In addition, funds must maintain copies 
of any reports provided to the board by the Swing 
Pricing Administrator for a period of at least six 
years, the fi rst two years in an easily accessible place.

Compliance Dates
Liquidity Risk Management Program and 
Form N-LIQUID fi ling. For fund complexes45 
with net assets of $1 billion or more as of the 
end of the most recent fi scal year (larger fund 
complexes), the compliance date is December 1, 
2018. For fund complexes with net assets below 
$1 billion as of the end of the most recent fi scal 
year (smaller fund complexes), the compliance 
date is June 1, 2019.
Disclosure and Reporting Requirements. All 
initial registration statement fi lings on Form N-1A 
and post-eff ective amendments that are annual 
updates to eff ective registration statements on 
Form N-1A, must comply with the amendments 
to Form N-1A by June 1, 2017. Th e compliance 
date for the Form N-PORT and Form N-CEN 
fi lings varies based on the fund’s asset size. For 
larger fund complexes, the compliance date for the 
Form N-PORT and Form N-CEN amendments 
is December 1, 2018; for smaller fund complexes, 
the compliance date is June 1, 2019.46

Swing Pricing. Based on operational con-
cerns raised by commenters, the Commission 
delayed the eff ective date of the Swing Pricing 
Amendments until November 19, 2018.

Conclusion
Th e Final Rules, although scaled back in several 

ways from what was originally proposed, will require 
signifi cant changes to fund operations, disclosure, and 
reporting. Fund complexes that currently dedicate rel-
atively fewer resources to liquidity risk management 
may be particularly impacted by these changes. All 
fund complexes, regardless of size and current liquid-
ity risk management practices, should begin reviewing 
and making necessary adjustments to their operations 
well ahead of the compliance dates.

Th e Final Rules will also result in new respon-
sibilities for fund board members, including both 
standard review and approval requirements as well as 
event-driven review and approval tasks. 

Finally, the Final Rules may have a signifi cant 
impact on the daily operations of ETFs and will 
require ETF sponsors to consider operational and 
structural characteristics relating to the in-kind 
redemption process. 

Th e Final Rules are part of a fi ve-part plan to 
improve the regulation of fund portfolio composi-
tion as well as fund and adviser operations. Th e col-
lateral impact of the entire plan remains to be seen 
as we await fi nalized rulemakings on funds’ use of 
derivatives, adviser business continuity and transi-
tion planning, and stress testing for large funds and 
advisers.47

Mr. Bourgeois is a partner in the Washington, 
DC offi  ce, Mr. O’Hanlon is a partner in 
the Boston offi  ce, and Mr. Withrow and 
Ms. Schleppegrell are associates in the 
Washington, DC offi  ce of Dechert LLP. Each is 
a member of the fi rm’s Financial Services Group.

NOTES
1 See Investment Company Liquidity Risk Management 

Programs, 81 Fed. Reg. 82,142 (Nov. 18, 2016) 
(Adopting Release); See Investment Company Swing 
Pricing, 81 Fed. Reg. 82,084 (Nov. 18, 2016) (Swing 
Pricing Release). 
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2 References to ETFs include exchange-traded man-
aged funds. 

3 Rule 22e-4 defi nes “In-Kind ETFs” as ETFs that 
meet redemptions through in-kind transfers of secu-
rities, positions, and assets other than a de minimis 
amount of cash and publish portfolio holdings daily. 
As discussed below, In-Kind ETFs are excluded from 
certain requirements under the Final Rules.

4 See Rule 22e-4(b)(1)(i)(A) – (D).
5 Th e Adopting Release notes that “this requirement 

will likely cause funds to evaluate the suitability of 
investment strategies that will be permitted under the 
15 percent illiquid investment requirement, but still 
could entail signifi cant liquidity risk” and that funds 
with signifi cant holdings of securities with extended 
settlement periods “may face challenges operating as 
open-end funds.” Adopting Release at 82,162.

6 Th e Adopting Release provides, in guidance, several 
sub-considerations relevant to this factor, represent-
ing a departure from the Commission’s proposal, 
which would have included these considerations as 
part of the rule text. Adopting Release at 82,164–66. 

7 Funds should consider: (1) the terms of the credit 
facility (such as whether the line of credit is com-
mitted or uncommitted); (2) the fi nancial health of 
the institution(s) providing the credit facility; and 
(3) whether the credit facility would be shared among 
multiple funds in the fund family. Adopting Release 
at 82,166.

8 Unit investment trusts remain excluded from the 
liquidity risk management program requirements. 
Adopting Release at 82,221.

9 Adopting Release at 82,192-93.
10 Adopting Release at 82,172.
11 In a departure from the proposal, the Commission 

decided not to codify these factors in Rule 22e-4, 
but instead to include them as guidance. Adopting 
Release at 82,172.

12 Examples of such considerations include knowledge 
that (i) a large-capitalization equity security was 
aff ected by adverse events impacting the security’s 
issuer; and (ii) certain high-quality corporate bonds’ 
bid-ask spreads were signifi cantly wider or more 

volatile than those of their peers. Adopting Release at 
82,180.

13 For instance, the Adopting Release notes that: 
(1) fi xed income securities could be distinguished 
based on issuer type, the market(s) in which the 
issuer is based, seniority, age, and credit quality; and 
(2) equity securities could be distinguished based on 
the market(s) in which the security’s issuer is based, 
market capitalization, and whether the security is 
common or preferred. Adopting Release at 82,181.

14 Exception procedures should specify the sources of 
inputs and particular variables that could impact 
classifi cation and could also incorporate the liquid-
ity classifi cation factors, discussed below. Adopting 
Release at 82,181.

15 Adopting Release at 82,182.
16 With respect to the fund’s investment strategy and 

liquidity of portfolio investments, and short-term 
and long-term cash fl ow projections, the fund is 
required to consider these factors only as they apply 
during normal conditions, and during stressed con-
ditions only to the extent they are reasonably foresee-
able during the period until the next review of the 
HLIM. Adopting Release at 82,164.

17 Th is requirement was adopted primarily to cor-
relate with the minimum period in which a fund’s 
board would be required to review the Program 
Administrator’s written report (defi ned and discussed 
below). Th e Commission noted that funds may wish 
to adopt procedures specifying relevant circum-
stances for more frequent reviews. Adopting Release 
at 82,205.

18 Adopting Release at 82,201–02.
19 Adopting Release at 82,204.
20 Th e Adopting Release provides guidance for defi ning 

“primarily,” stating that “if a fund held less than 50% 
of its assets in highly liquid investments it would be 
unlikely to qualify as ‘primarily’ holding assets that 
are highly liquid investments.” Adopting Release at 
82,206 n.726.

21 Rule 22e-4(b)(1)(iv) specifi cally refers to investments 
that are “assets,” in order to clarify that the limita-
tion on illiquid investments applies to investments 
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with positive values, and that the limitation does not 
permit netting illiquid investments with negative val-
ues against illiquid investments with positive values. 
Adopting Release at 82,207 n.744.

22 Adopting Release at 82,208. Th e Adopting Release 
indicates that the Commission is withdrawing exist-
ing guidance contained in the following releases 
regarding the 15 percent limit on illiquid invest-
ments, as well as guidance regarding the process for 
determining the liquidity of an asset: Revisions of 
Guidelines to Form N-1A, Investment Company Act 
Rel. No. 18612 (Mar. 12, 1992); Resale of Restricted 
Securities; Changes to Method of Determining Holding 
Period of Restricted Securities Under Rules 144 and 
145, Investment Company Act Rel. No. 17452 
(Apr. 23, 1990); and Statement Regarding “Restricted 
Securities,” Investment Company Act Rel. No. 5847 
(Oct. 21, 1969). 

23 Adopting Release at 82,209.
24 Adopting Release at 82,197–98. 
25 Adopting Release at 82,210.
26 Adopting Release at 82,214.
27 Adopting Release at 82,213.
28 Th e Adopting Release included a comment that indi-

cations of interest and accommodation quotes are not 
“market quotations” or “market values” for purposes 
of Rule 17a-7, and that “evaluated prices provided by 
pricing services are not, by themselves, readily avail-
able market quotations.” Adopting Release at 82,212 
n.801 and accompanying text. We note that the SEC 
Staff  has provided guidance addressing the use of 
pricing service prices in connection with Rule 17a-7 
in certain circumstances. 

29 Adopting Release at 82,212. Th e Commission also 
suggested that such policies and procedures would 
address how it is determined that less liquid securities 
are appropriately used when satisfying Rule 17a-7’s 
requirements, specify the sources of readily available 
market quotations, provide for assessing the quality 
of quotations provided by dealers and include certain 
compliance monitoring provisions.

30 Th e SEC asserted that if the securities in the bas-
ket are not a pro rata share of the ETF’s portfolio, 

the overall liquidity profi le of the fund could be 
impacted. Adopting Release at 82,219.

31 Adopting Release at 82,217 n.851.
32 Although In-Kind ETFs are exempt from the liquid-

ity classifi cation requirements, In-Kind ETFs are 
nevertheless subject to the 15 percent limit on illiq-
uid investments. Adopting Release at 82,215.

33 Adopting Release at 82,217. Th e Commission is cod-
ifying a condition (i.e., full portfolio transparency) of 
many exemptive orders received by ETF issuers; to 
comply with the In-Kind ETF defi nition, this opera-
tional obligation will be required of ETF issuers that 
are not currently subject to this condition in their 
respective exemptive orders.

34 Adopting Release at 82,217.
35 Swing Pricing Release at 82,096.
36 Swing Pricing Release at 82,098.
37 Swing Pricing Release at 82,094.
38 Swing Pricing Release at 82,100.
39 Th e board will not be required to approve mate-

rial changes to the swing pricing policies and pro-
cedures. Th e Commission notes that a fund may 
wish to establish a swing pricing committee that 
would be responsible for administering the policies 
and procedures. Swing Pricing Release at 82,108, 
82,110.

40 Additionally, the Swing Pricing Amendments explic-
itly state that the “administration of swing pricing 
must be reasonably segregated from portfolio man-
agement of the fund and may not include portfo-
lio managers.” Also, portfolio managers may not be 
involved in setting the swing factor. Swing Pricing 
Release at 82,110. 

41 Th e report must address, at a minimum, the: (i) the 
Swing Pricing Administrator’s review of the adequacy 
of the swing pricing policies and procedures and the 
eff ectiveness of their implementation, including 
the impact on mitigating dilution; (ii) any material 
changes to the swing pricing policies and procedures 
during the review period; and (iii) the Swing Pricing 
Administrator’s review and assessment of the fund’s 
swing threshold(s), swing factor(s), and swing factor 
upper limit. Swing Pricing Release at 82,108.



12 THE INVESTMENT LAWYER

Copyright © 2017 by CCH Incorporated. All Rights Reserved.

42 Funds may also wish to disclose whether payment 
of redemption proceeds may take longer (up to 
seven days as provided under the 1940 Act) than the 
typical number of days disclosed for such payment. 
Swing Pricing Release at 82,224.

43 For more information on Form N-PORT, see 
Investment Company Reporting Modernization, 81 Fed. 
Reg. 81,870 (Nov. 18, 2016) (Modernization Rules).

44 Events triggering disclosure include: (i) when more 
than 15 percent of fund net assets are, or become, 
illiquid; (ii) when illiquid investments previously 
exceeded 15 percent of fund net assets, but change so 
that such investments are less than or equal to 15 per-
cent of fund net assets; and (iii) an HLIM Shortfall 

lasting more than seven consecutive calendar days. 
Adopting Release at 82,268–69.

45 Th e term “fund complex” here refers to funds in the 
same “group of related investment companies.” See 
1940 Act Rule 0-10(a)(1) and Adopting Release at 
82,228 n.997. 

46 Th e compliance date for disclosure and reporting 
requirements relating to swing pricing is the same as 
the eff ective date for the Swing Pricing Amendments. 
Swing Pricing Release at 82,084.

47 Mary Jo White, Chair, “Statement at Open Meeting: 
Modernizing and Enhancing Investment Company 
and Investment Adviser Reporting” (Oct. 13, 
2016).
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