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MEMORANDUM 
 

To:  Investment Company Liquidity Disclosure Proposal File (File No. S7-04-18)  
 
From:  Zeena Abdul-Rahman 
  Senior Counsel, Division of Investment Management 
 
Date: June 20, 2018 
 
Re:  Meeting with Representatives of MSCI regarding Investment Company Liquidity 

Disclosure 
  
 On June 20, 2018, Dalia Blass (Director, Division of Investment Management 
(“IM”))Sarah ten Siethoff (Associate Director, IM), Melissa Gainor (Senior Special Counsel, 
IM), Thoreau Bartmann (Senior Special Counsel, IM), Timothy Husson (Associate Director, 
IM), Timothy Dulaney (Senior Financial Analyst, IM), Zeena Abdul-Rahman (Senior Counsel, 
IM), and James McLoughlin (Financial Economist, Division of Economic and Risk Analysis) 
met with Carlo Acerbi (Managing Director), Robert Gutowski (Managing Director), and Brian 
Bailey (Managing Director) of MSCI. 
 
 Among other things, the parties discussed the Commission’s proposal on investment 
company liquidity disclosure. 



© 2018 MSCI Inc. All rights reserved.  
Please refer to the disclaimer at the end of this document. 

QUANTIFYING INVESTOR DILUTION  
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OUTLINE OF TODAY’S DISCUSSION 

2 

• Investor dilution 
• Definition 
• Intuition 

• Contingent mitigants 
• Common market practices 
• Contingent fees 

• Dilution diagnostics: bid/ask only 
• Dilution rate; fair fee level; breakeven holding period 
• Ex-ante, Ex-post 

• Dilution diagnostics: adding market impact 
• Conclusions 

 
 



INVESTOR DILUTION 
• Definition 

• Intuitions 

• Questions 
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SEC RULE 22E-4: MOTIVATIONS 
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• Sep 2015: SEC Rule motivations 
• “The role of fund liquidity management in reducing the risk that a fund 

will be unable to meet its obligations to redeeming shareholders while 
also minimizing the impact of those redemptions on the fund (i.e., 
mitigating investor dilution) is becoming more important than ever.” 

• We see: 
• A time problem: funds must be able to redeem in time … 
• A cost problem: … without passing transaction costs to others 

• SEC proposed solutions: 
• Time-to-liquidation bucketing (deadline Jun 2019) 
• Opening to swing pricing (i.e. large redemption fees hidden in daily 

NAV) 



LIQUIDITY RISK MANAGEMENT PROGRAMS (LMRP) 
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• The SEC requires funds to define a “LRMP” by Dec 2018  
• Funds to discuss own liquidity risk and how they manage it 

• What should a fund do? 
• Quantify fund “dilution” (predicted and realized) 
• Justify the adopted level of “liquidity tools” or “mitigants” 

• This requires  
• Diagnostics of dilution  
• Appropriate liquidity analytics 

• IOSCO global recommendations go in the same direction: funds should 
reduce dilution by most appropriate tools available in their jurisdictions 
• Principles-based regulation 



INVESTOR DILUTION BASICS: FUND ‘ORDER BOOK’ 
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INVESTMENT LIFECYCLE (UNMATCHED ORDER) 
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BID/ASK VS MARKET IMPACT EFFECTS 
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Bid/Ask Spread Effects 
• Causes: 

• Any subscription/redemption 
• Exacerbated by high turnover, short term 

investments 

• Steady erosion of performance at every deal  
• Less spectacular, not less harmful 

• Long term reputational risk (tracking error) 
• ‘Undiversifiable’ 

• Low model-risk 
• Mitigants: fees, “total” swing pricing, dual pricing, in-

kind redemptions 

Market Impact  
• Causes:   

• Large individual, net redemptions or 
subscriptions 

• Large net, crowded, redemptions. Bad timing  

• Episodic big dilution events 
• Spectacular NAV drops 

• Sudden reputational risk  
• ‘Diversifiable’ by fragmenting orders 

• High model-risk 
• Mitigants: “partial” swing pricing, dilution levies 

Dilution occurs any time realized prices are different from valuation prices 
The cost is paid by all other shareholders  



QUESTIONS: WHO WINS? WHO LOSES? 
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In absence of mitigants (i.e. fees, swing pricing, levies, dual pricing, etc.) 
• Any subscription/redemption costs are charged on the whole fund 
• But this occurs to any investor: a fair game? 
• If not fair 

• who wins? who loses? 
• how much? 

• is the fund performance affected? 
• how much? 

• is there a level of mitigants that would make it fair? 



INTUITION: QUALITATIVE ANSWERS 
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• Dilution is unfair for investors 
• The fund performance is negatively affected by a dilution rate 

• Every investor 
• Gets a one-off bonus 
• Pays a daily hidden fee 

• The longer your holding period the higher you pay 
• Becomes a loss beyond some breakeven holding period 
 

Longer term investors pay 
shorter term investors 



QUESTIONS: FAIR ROUNDTRIP COST IN A FUND  
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• The roundtrip cost of an isolated investor is the whole bid/ask spread (𝜷𝜷) 
• Or higher in presence of large orders  

• Are there mutual advantages from investing collectively? 
• What is the fair roundtrip cost for investors in a fund? 

 

 



INTUITION: QUALITATIVE ANSWERS 
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• Fund transaction costs are reduced by order matching 
• Matched orders result in shares just handed round 
• Only net flows produce actual market transactions 

• The fair roundtrip transaction cost should be lower than 𝜷𝜷 on average 
• 𝛽𝛽 minus some sort of “matching rebate”  

• At a given day, a natural criterion could be 
• Contrarian orders provide liquidity 

• Should be exempted from any cost 
• Mainstream orders take liquidity 

• Should share the costs of net transactions only 
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CONTINGENT MITIGANTS 
• Common liquidity tools 

• Contingent fees 

13 



FEES: CLARIFICATION 
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• Hereafter by fee we generically intend any liquidity tools (actual fees, swing 
pricing, levies, dual pricing, …) in the form of payments to the fund 
 
• We do not mean performance fees, i.e. a payment to the manager 

 



CONTINGENT MITIGANTS 
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• “Contingent mitigants”: liquidity tools calculated based on the day’s flows 
 

• We define an hypothetical “contingent fee” that implements our criterion 
exactly 

• Exit fees:   

𝑓𝑓𝑡𝑡𝑜𝑜𝑜𝑜𝑜𝑜 =
𝛽𝛽
2

 
𝑅𝑅𝑡𝑡𝑛𝑛𝑛𝑛𝑛𝑛

𝑅𝑅𝑡𝑡
 ∈ 0,

𝛽𝛽
2

 

• Entrance fees  

𝑓𝑓𝑡𝑡𝑖𝑖𝑖𝑖 =
𝛽𝛽
2

 
𝑆𝑆𝑡𝑡𝑛𝑛𝑛𝑛𝑛𝑛
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• Contingent fees would compensate transaction cost exactly, day by day 
• For the moment we treat them as a mathematical concept only 

• We compare these fees with existing mitigants in the market practice 
 



BID/ASK SPREAD CONTINGENT MITIGANTS 
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Contingent fees (hypothetical) Total swing pricing 

𝑵𝑵𝑵𝑵𝑵𝑵  Public 𝑁𝑁𝑁𝑁𝑁𝑁 unaffected (= mid price) Public 𝑁𝑁𝑁𝑁𝑁𝑁 shifted down by 𝛽𝛽
2
 to bid 

How it works Entrance fee = 0 
 
Exit fee = 𝛽𝛽

2
∗ 𝑅𝑅−𝑆𝑆

𝑅𝑅
< 𝛽𝛽

2
 

Redemptions and subscriptions executed at same (shifted) 
𝑁𝑁𝑁𝑁𝑁𝑁 

Entrance bonus = 𝛽𝛽
2
 

Exit fee = 𝛽𝛽
2
 

Effective redemption or subscription price • Subscriptions at mid 
• Redemptions between mid and bid 

• Subscriptions at bid (!) 
• Redemptions at bid 

Consequence • Subscribers exempted from any costs 
• Redeemers bear only costs of net 

redemptions 

• Subscribers rewarded as if external liquidity providers 
• Redeemers bear full costs of gross redemptions 

Cons • Matching effects not exploited: too much money circulates 
• Public 𝑁𝑁𝑁𝑁𝑁𝑁 displays artefact volatility 

• Example: negative net flows 
• redemptions exceed subscriptions (𝑅𝑅𝑡𝑡 > 𝑆𝑆𝑡𝑡) on day 𝑡𝑡 



CONTINGENT FEES VS TOTAL SWING PRICING 
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MARKET IMPACT CONTINGENT MITIGANTS 
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Anti-dilution levies Partial swing pricing 
𝑵𝑵𝑵𝑵𝑵𝑵  Public 𝑁𝑁𝑁𝑁𝑁𝑁 unaffected (= mid price) Public 𝑁𝑁𝑁𝑁𝑁𝑁 shifted down by a “swing factor” 𝐹𝐹 

How it works Individual large redemptions fees 𝐹𝐹 Redemptions and subscriptions executed at 
(shifted) 𝑁𝑁𝑁𝑁𝑁𝑁 

Effective redemption or subscription price • Large redemptions at mid − 𝐹𝐹 
• All other orders at mid 

• Subscriptions at mid − 𝐹𝐹 
• All redemptions at mid − 𝐹𝐹 

Consequence • Only individual large redemptions pay a fee • Subscribers rewarded as if external liquidity 
providers 

• All redemptions pay same fee, regardless of 
individual size 

Cons • Same cons as total swing pricing 
• Small redemptions hit as large ones 

• Example: large negative net flows 
• Redemptions exceed subscriptions (𝑅𝑅𝑡𝑡 > 𝑆𝑆𝑡𝑡) on day 𝑡𝑡 
• Net redemptions exceed a certain threshold 𝑅𝑅𝑡𝑡 − 𝑆𝑆𝑡𝑡 > 𝑥𝑥𝑥 



SWING PRICING IN U.S. – OPERATIONAL IMPEDIMENTS 
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• Swing pricing has existed in Europe for many years 

• Despite the SEC’s 2016 opening, many U.S. AMs cannot use swing pricing 
• Closing time for NAV is 4pm 

• With swing pricing, NAV is a function of flows 
• In the presence of intermediaries exact flows are known only several hours later 

• For details see “Evaluating swing pricing: operational considerations” Investment Company 
Institute, Nov 2016 

• The problem affects partial and total swing pricing alike (not clear if also contingent fees) 
• A solution to the problem requires revisiting the entire U.S. fund industry distribution structure 
• Otherwise funds can only use flat mitigants (fixed fees, large redemption fees, levies, etc.) 



DILUTION DIAGNOSTICS 
Bid/ask effects only 

20 



MODELING CAPITAL FLOWS 
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• We assume that 𝜷𝜷 is known and constant 

• We model the joint distribution of flows (𝑺𝑺𝒕𝒕,𝑹𝑹𝒕𝒕) 
• Examples:  

• historical resampling 
• from absolute or relative flows…  
• exponentially weighted  

• parametric models, etc. 

• Model diagnostics: ex-ante, forward looking diagnostics 

• Replacing expectations with historical averages : ex-post, realized diagnostics 



DIAGNOSTICS: BID/ASK EFFECTS 
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• We propose the following diagnostics  
• Dilution rate: expected negative performance rate 

• Objective: should be set to zero by adoption of mitigants 
• Fair fee level: correct level of mitigants (expressed in form of flat fees) 

that neutralize dilution rate 
• Split into a redemption and a subscription component 

• Breakeven holding period beyond which an investment pays more 
transaction costs than it should, and subsidizes shorter investments 
• Objective: there should be no breakeven holding period at all 



DILUTION RATE 
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• Dilution rate: expected negative return from dilution effects 

𝜃𝜃 ≃ −
𝛽𝛽
2
𝔼𝔼

𝑆𝑆 − 𝑅𝑅
𝑁𝑁

+ 𝔼𝔼
𝑚𝑚𝑚𝑚𝑚𝑚𝑚𝑚𝑚𝑚𝑚𝑚𝑚𝑚𝑚𝑚𝑚𝑚

𝑁𝑁
 

• Large when: 
• 𝛽𝛽 is large 
• Net turnover is large 

• Herded collective behaviour  
• Investor base concentrated 
• Short average holding period 

• Possibly negligible for huge funds investing in liquid assets with 
diversified long term investor base, etc… 

Without any mitigants 



FAIR FEE LEVEL 
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• Fair fee level:      𝑓𝑓 = 𝑓𝑓𝑖𝑖𝑖𝑖 + 𝑓𝑓𝑜𝑜𝑜𝑜𝑜𝑜 

 

𝑓𝑓𝑜𝑜𝑜𝑜𝑜𝑜 =
𝛽𝛽
2

 
𝔼𝔼[𝑅𝑅𝑛𝑛𝑛𝑛𝑛𝑛]
𝔼𝔼[𝑅𝑅]

<
𝛽𝛽
2

 

𝑓𝑓𝑖𝑖𝑖𝑖 =
𝛽𝛽
2

 
𝔼𝔼[𝑆𝑆𝑛𝑛𝑛𝑛𝑛𝑛]
𝔼𝔼[𝑆𝑆]

<
𝛽𝛽
2

 

• “Fair” because  
• If adopted as flat fees, would make 𝔼𝔼[𝜃𝜃] = 0 exactly 
• All investors pay the same  

𝑓𝑓 = 𝑓𝑓𝑖𝑖𝑖𝑖 + 𝑓𝑓𝑜𝑜𝑜𝑜𝑜𝑜 ≤ 𝛽𝛽 
• regardless of holding period 
   

 



DILUTION DIAGNOSTICS – BID/ASK EFFECTS 
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• Breakeven holding period (in absence of mitigants) 

• Δ𝑡𝑡∗ =  𝑓𝑓
𝑖𝑖𝑖𝑖+𝑓𝑓𝑜𝑜𝑜𝑜𝑜𝑜

−𝜃𝜃
 

• Δ𝑡𝑡 > Δ𝑡𝑡∗ : loss 
• Δ𝑡𝑡 < Δ𝑡𝑡∗ : gain 

• If the actual level of mitigants is 
• too low: long term investors subsidize short term investors 
• too high: short term investors subsidize long term investors 
• just right: Δ𝑡𝑡∗ = 𝑁𝑁𝑁𝑁𝑁𝑁 ; nobody subsidizes anybody 



ARE FEES A COST? 
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• Equitable fees (from any type of mitigants) are an illusory cost. 
If everybody pays the right amount, nobody pays anything to 
anybody 
• Big education challenge for the industry: explain it to investors 

• Importantly 
• Fees are bounded. At worst an investor pays bid/ask spread 
• Dilution effects are unbounded. A cumulative invisible “daily 

fee” has no upper limit in the economic effects of a long term 
investor 

• Conclusion: investors should be afraid of dilution, not of fees 

Fees are an entrance 
ticket to a fair game 

No fees make the 
game rigged 



EXAMPLE 
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𝜷𝜷 = 𝟏𝟏𝟏𝟏𝟏𝟏 bps, 𝑵𝑵 = 𝟏𝟏𝟏𝟏.𝟎𝟎𝟎𝟎𝟎𝟎 shares 



LESS MATCHING EFFECTS 
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𝜷𝜷 = 𝟏𝟏𝟏𝟏𝟏𝟏 bps, 𝑵𝑵 = 𝟏𝟏𝟏𝟏.𝟎𝟎𝟎𝟎𝟎𝟎 shares 



SMALLER TURNOVER 
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𝜷𝜷 = 𝟏𝟏𝟏𝟏𝟏𝟏 bps, 𝑵𝑵 = 𝟏𝟏𝟏𝟏𝟏𝟏.𝟎𝟎𝟎𝟎𝟎𝟎 shares 



NON-PRO RATA LIQUIDATIONS 
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• 𝜷𝜷 is not necessarily the bid/ask spread of a pro-rata slice of the fund 

• But rather the effective roundtrip cost of cheapest liquidity 

• Example strategy:  
• Redemptions are met liquidating a chosen liquid subportfolio 

• E.g. as determined by a “highly liquid” bucket 
• Effective roundtrip cost must include also rebalancing transaction costs 

• Complex exercise requiring modeling of all assets liquidity surfaces 



DILUTION DIAGNOSTICS 
Adding market impact effects 

 

31 



DIAGNOSTICS: MARKET IMPACT EFFECTS 
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Fund 1-day liquidity surface cross section 
• Fund “Normal market size”: quantification 

of “large flows” threshold 
• Swing threshold(s), dilution levies 

threshold, etc. 
• Quantification of market impact at large 

sizes 
• Swing factor(s), dilution levies amount, 

etc. 
• Fund overall market depth 

• Exceptional tools: gates, suspensions, etc. 



CONCLUSIONS 
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CONCLUSIONS 
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• Bid/ask dilution effects can be quantified clearly and robustly 
• Dilution rate, fair fees level, breakeven investment horizon 

• Ex ante: forecast dilution 
• Ex post: realized dilution 

• Useful content for Liquidity Risk Management Program reporting  
• Diagnostics help setting mitigants (fees, total swing pricing, etc.) and discussing their 

effectiveness 

• Contingent fees are a more efficient tool than swing pricing  
• If used as actual tools could be a useful mitigant  
• They may also overcome current operational impediments to swing pricing adoption (to be 

checked) 

 



CONCLUSIONS 
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• Market impact effects require more significant modeling  
• Suitable analytics help setting appropriate mitigants (partial swing pricing, large redemption 

fees, etc.)  

• Equitable levels of fees are just an entrance ticket to a fair game 
• Educational challenge: explain it to investors 

 



ABOUT MSCI 
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For more than 40 years, MSCI’s research-based indexes and analytics 
have helped the world’s leading investors build and manage better 
portfolios.  Clients rely on our offerings for deeper insights into the 
drivers of performance and risk in their portfolios, broad asset class 
coverage and innovative research.  

Our line of products and services includes indexes, analytical models, 
data, real estate benchmarks and ESG research.   

MSCI serves 99 of the top 100 largest money managers, according to the 
most recent P&I ranking.  

For more information, visit us at www.msci.com. 

http://www.msci.com/
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This document and all of the information contained in it, including without limitation all text, data, graphs, charts (collectively, the “Information”) is the property of MSCI Inc. or its subsidiaries (collectively, “MSCI”), or MSCI’s licensors, direct or indirect suppliers or any third party involved in making or 
compiling any Information (collectively, with MSCI, the “Information Providers”) and is provided for informational purposes only.  The Information may not be modified, reverse-engineered, reproduced or redisseminated in whole or in part without prior written permission from MSCI.  

The Information may not be used to create derivative works or to verify or correct other data or information.   For example (but without limitation), the Information may not be used to create indexes, databases, risk models, analytics, software, or in connection with the issuing, offering, sponsoring, 
managing or marketing of any securities, portfolios, financial products or other investment vehicles utilizing or based on, linked to, tracking or otherwise derived from the Information or any other MSCI data, information, products or services.   

The user of the Information assumes the entire risk of any use it may make or permit to be made of the Information.  NONE OF THE INFORMATION PROVIDERS MAKES ANY EXPRESS OR IMPLIED WARRANTIES OR REPRESENTATIONS WITH RESPECT TO THE INFORMATION (OR THE RESULTS TO BE OBTAINED 
BY THE USE THEREOF), AND TO THE MAXIMUM EXTENT PERMITTED BY APPLICABLE LAW, EACH INFORMATION PROVIDER EXPRESSLY DISCLAIMS ALL IMPLIED WARRANTIES (INCLUDING, WITHOUT LIMITATION, ANY IMPLIED WARRANTIES OF ORIGINALITY, ACCURACY, TIMELINESS, NON-INFRINGEMENT, 
COMPLETENESS, MERCHANTABILITY AND FITNESS FOR A PARTICULAR PURPOSE) WITH RESPECT TO ANY OF THE INFORMATION. 

Without limiting any of the foregoing and to the maximum extent permitted by applicable law, in no event shall any Information Provider have any liability regarding any of the Information for any direct, indirect, special, punitive, consequential (including lost profits) or any other damages even if notified 
of the possibility of such damages. The foregoing shall not exclude or limit any liability that may not by applicable law be excluded or limited, including without limitation (as applicable), any liability for death or personal injury to the extent that such injury results from the negligence or willful default of 
itself, its servants, agents or sub-contractors.   

Information containing any historical information, data or analysis should not be taken as an indication or guarantee of any future performance, analysis, forecast or prediction.  Past performance does not guarantee future results.   

The Information should not be relied on and is not a substitute for the skill, judgment and experience of the user, its management, employees, advisors and/or clients when making investment and other business decisions.  All Information is impersonal and not tailored to the needs of any person, entity or 
group of persons. 

None of the Information constitutes an offer to sell (or a solicitation of an offer to buy), any security, financial product or other investment vehicle or any trading strategy.  

It is not possible to invest directly in an index.  Exposure to an asset class or trading strategy or other category represented by an index is only available through third party investable instruments (if any) based on that index.   MSCI does not issue, sponsor, endorse, market, offer, review or otherwise 
express any opinion regarding any fund, ETF, derivative or other security, investment, financial product or trading strategy that is based on, linked to or seeks to provide an investment return related to the performance of any MSCI index (collectively, “Index Linked Investments”). MSCI makes no assurance 
that any Index Linked Investments will accurately track index performance or provide positive investment returns.  MSCI Inc. is not an investment adviser or fiduciary and MSCI makes no representation regarding the advisability of investing in any Index Linked Investments. 

Index returns do not represent the results of actual trading of investible assets/securities. MSCI maintains and calculates indexes, but does not manage actual assets. Index returns do not reflect payment of any sales charges or fees an investor may pay to purchase the securities underlying the index or 
Index Linked Investments. The imposition of these fees and charges would cause the performance of an Index Linked Investment to be different than the MSCI index performance. 

The Information may contain back tested data.  Back-tested performance is not actual performance, but is hypothetical.  There are frequently material differences between back tested performance results and actual results subsequently achieved by any investment strategy.   

Constituents of MSCI equity indexes are listed companies, which are included in or excluded from the indexes according to the application of the relevant index methodologies. Accordingly, constituents in MSCI equity indexes may include MSCI Inc., clients of MSCI or suppliers to MSCI.  Inclusion of a 
security within an MSCI index is not a recommendation by MSCI to buy, sell, or hold such security, nor is it considered to be investment advice. 

Data and information produced by various affiliates of MSCI Inc., including MSCI ESG Research LLC and Barra LLC, may be used in calculating certain MSCI indexes.  More information can be found in the relevant index methodologies on www.msci.com.  

MSCI receives compensation in connection with licensing its indexes to third parties.  MSCI Inc.’s revenue includes fees based on assets in Index Linked Investments. Information can be found in MSCI Inc.’s company filings on the Investor Relations section of www.msci.com. 

MSCI ESG Research LLC is a Registered Investment Adviser under the Investment Advisers Act of 1940 and a subsidiary of MSCI Inc.  Except with respect to any applicable products or services from MSCI ESG Research, neither MSCI nor any of its products or services recommends, endorses, approves or 
otherwise expresses any opinion regarding any issuer, securities, financial products or instruments or trading strategies and MSCI’s products or services are not intended to constitute investment advice or a recommendation to make (or refrain from making) any kind of investment decision and may not be 
relied on as such. Issuers mentioned or included in any MSCI ESG Research materials may include MSCI Inc., clients of MSCI or suppliers to MSCI, and may also purchase research or other products or services from MSCI ESG Research.  MSCI ESG Research materials, including materials utilized in any MSCI 
ESG Indexes or other products, have not been submitted to, nor received approval from, the United States Securities and Exchange Commission or any other regulatory body. 

Any use of or access to products, services or information of MSCI requires a license from MSCI.  MSCI, Barra, RiskMetrics, IPD, InvestorForce, and other MSCI brands and product names are the trademarks, service marks, or registered trademarks of MSCI or its subsidiaries in the United States and other 
jurisdictions.  The Global Industry Classification Standard (GICS) was developed by and is the exclusive property of MSCI and Standard & Poor’s.  “Global Industry Classification Standard (GICS)” is a service mark of MSCI and Standard & Poor’s. 
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