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Dear Mr. Fields: 

The Investment Company lnstitute1 appreciates the opportunity to comment on the Securities 

and Exchange Commission's proposed new rule under Section 18 ofthe Investment Company Act of 

1940 (" 1940 Act").2 Although cast as an exemption, the proposed rule would break new ground in 

severely restricting funds' ability to use derivatives. The proposal would require regulated funds to 
adhere to one oftwo limits on derivatives use - a notional exposure-based limit or a risk-based limit. 

The proposal also would expand existing asset segregation obligations and require certain funds to 
establish a new derivatives risk management program. · 

The SEC articulates at least two goals in proposing the new rule. One goal is to modernize the 

guidance for funds' use ofderivatives and financial commitment transactions.3 We strongly support the 

1 The Investment Company Institute {ICI) is a leading. global association ofregulaccd funds, including mutual funds, 
exchange-traded funds C-ETFs•), closed-end funds, and unit investment trusts in the United States, and similar funds 
offered to investors in jurisdictions worldwide. I CI seeks to encourage adherence to high ethical standards, promote public 
understanding. and otherwise advance the interests of funds, their shareholders, directors, and advisers. ICl's U.S. fund 
members manage total assets of$16.9 trillion and serve more than 90 million U.S. shareholders. 

1 Use ofDtrivatives by &gisttred Investment Companies and Business Dtvelapment Companies, Release No. IC-31933, 80 Fed. 
Reg. 80884 {Dec. 28, 2015) {·Proposing Release·), available at hn.ps://www.gpo.gov/fJ£ys!pkg/FR-2015- l 2-28/pdf/20 I 5­
31 i04.pdf. The proposed rule would apply to open-end funds, closcd·end funds, business development companies 
(•Bncs·}. most ETFs, and exchange-traded managed funds. The proposed rule would not apply to unit investment trusts, 
including ETFs structured as unit investment trusts. 

1 The Commission uses the term •derivatives" to mean •any swap, security-based swap, futures contract, furward contraet, 
option, any combination ofthe foregoing. or a similar instrument ... under which the fund is or may be required to make 

https://wwft-.gpo.gov/fdsys/pkg/FR-201
http:www.lci.org
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SEC' s efforts in chis regard. To understand che expectations ofthe SEC and its staff in this area, funds 

currently muse look to an amalgamation ofdecades-old SEC guidance, staffno-action letters, and 

informal scaff comments about speciflc fund disclosures.4 Under the resulting regulatory framework, a 

fund investing in derivatives transactions avoids issuing a "senior security"5 in violation ofSection 18 of 

che 1940 Act if that fund segregates liquid assets or enters into offsetting positions co "cover" the 

cransaction.6 This asset coverage framework has served funds and fund investors quite well. It has 

helped ensure that funds have sufficient assets to meet their future payment obligations under 

derivatives transactions. Consolidating the multiple sources ofguidance, and modernizing where 

necessary co address specific identified problems, can help promote greater clarity ofregulatory 

obligations and stronger controls over funds' use ofderivacives.7 

A second goal expressed by the SEC is to ensure that funds are not "unduly speculative" - that 

they are not hazarding an excessive risk ofloss - as a result of their use ofderivatives.8 We also support 

this goal. Nevertheless, major aspects of the proposal would restrict funds far beyond the extent 

required for this purpose and would work to the clear detriment offund investors. Indeed, were the 

any payment or delivery ofcash or other assets during the life ofthe instrument or at maturity or early termination, whether 
as a margin or setdcmcnt payment or otherwise: See proposed Ruic 18f-4(c)(2). The proposed rule defines a •financial 
commitment transaction• as •any reverse repurchase agreement, short sale borrowing, or any firm or standby commitment 
agreement or similar agreement under which a fund has obligated itself, conditionally or unconditionally, to make a loan to a 
company or to invest equity in a company, including by making a capital commitment to a private fund that can be drawn at 
the discretion ofthe fund's general partner." See proposed Rule 18f-4(c)( 4). Unless the context otherwise requires, we use 
the term ·derivatives transactions· to encompass derivatives and financial commitment transactions. 

4 See, e.g., Securities Trading Practices ofRegisteredInvestment Companies, Release No. I C-10666, 44 Fed. Reg. 25128 (Apr. 
27, 1979} (•Release 10666•), available at hnp;//www.gc.gov/divisjons/jomrmenr/irngnjorn:curitics/jc. J0666.pd£ 

s Section 18(g) ofthe 1940 Act defines a ·senior security" as: 

any bond, debenture, note, or similar obligation or instrument constituting a security and evidencing 
indebtedness, and any stock ofa class having priority over any other class as to distribution of assets or 
payment ofdividends ••. 

6 Some legal cxpcru question the SEC' s authority to regulate derivatives under Section 18, noting that the section was clearly 
intended to regulate a fund's capital structure, and not fund investments or trading practices. Ste, e.g., Amy R. Doberman, 

SECProposalon Investment Company Use ofDerivatives - A Solution in Search ofa Problem?, REV. OF SEC. AND COMMOD. 

REG. (forthcoming May 2016) (athere is a question as to whether it is a "bridge coo far" to connect the plain language of 
Section 18 with a far-reaching. dense, and extremely burdensome set ofregulatory requirements as contemplated by [che 
proposed rulen. 
7 For excellent background on the proposal, see generally, SEC Proposes New Rule Concerning Rtgistered Funds' Use of 
Derivatives, Ropes & Gray Oan. 7, 2016). available at hups;//www.ropcsgray.com/newsroom/alerts/20 I 6/Ianuacy/SEC­
Prnposcs-Ncw· Rulc-Cooccrnjng·Reg.iscered-Funds-U sc·of. Dcrivatives.aspx. 

8 Section l(b}(7) ofthe 1940 Acc. 

http://wwvv.scc.gov/divisions/invcstment/iniseniorsccuritics/ic-10666.pdf
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rule adopted as proposed, funds and fund investors would lose the many benefits chat derivatives 

provide co them today, benefits having no relation to "undue speculation." 

As the Commission well knows, the success of the U.S. fund industry has depended on a core 

value proposition: by investing through a regulated fund, ordinary investors are able to gain access to 
professional asset management that otherwise would be unavailable co them. Today, the use of 

derivatives - to achieve efficiencies, enhance liquidity, and lower costs - is a critically important tool of 
asset management. Any rulemaking in this area must preserve this tool and the benefits it provides for 

fund investors. Otherwise, the SEC only will have "dumbed down" mutual funds, hobbled them in 

their ability co best serve U.S. investors, and made them less competitive as a result. By conti:ast, private 
funds, exchange-traded notes, separate accounts, collective investment trusts, and other investment 

products all would be free to use derivatives without restriction and without any ofthe protections of 

the 1940 Act.9 

Regrettably, the proposed percentage limits on the notional amount ofexposure a fund may 
obtain through derivatives transactions would hamstring funds' ability to use derivatives in ways that 

are very beneficial to U.S. investors. 10 We do not support adoption ofthese limits, particularly any limit 

based on notional amount, which is not an appropriate measure ofeconomic exposure or risk. 

One fundamental error in the proposed limits is reliance on gross notional exposure as a 

yardstick for determining whether a fund is unduly speculative. Notional amounts overstate a fund's 
obligation under, and the economic risks associated with, a derivatives transaction. Moreover, the 

9 The disparate regulatory treatment is even more troubling as private funds promise to become more available to ordinary 
investors and different technologies expand the availability ofseparate accounts to more and more investors. There arc a 
number ofregulatory and legislative efforts looking to expand significantly the universe ofpotential private fund 
investors. For example, the United States House ofRepresentatives recently referred a bill to the Senate that would codify 
the net worth and income requirements that the SEC set forth in 1982 for individuals who wish to qualify as accredited 
investors that can invest in private funds. The bill also would extend accredited investor starus to individuals licensed as 
brokers or financial advisors and those whom the SEC determines to have sufficient professional knowledge related to a 
particular investment. Stt, t.g.. Fair Investment Opportunities for Professional Expcns Act, H.R. 2187, l 14th Cong. 
(2016), available at hups;//www.congrcss.~v/bill/l 14th-congrcss/housc·bill/2187. Similarly, an SEC report recommends 
several possible updates to the accredited investor definition, including allowing individuals co qualify as accredited investors 
based on measures offinancial sophistication such as professional credentials, past investing or professional experience, or 
passing an accredited investor exam. Stt, e.g., Rtporl on tht Review ofthe Dtflnitio11 of"Accredittd Investor,• Securities and 
Exchange Commission (Dec. 18, 2015), available at https:/fwww.sec.~v/cocpfin/rcpompubs/spccial-smdies/reyjew· 
dcfinitjon·ofaccredited-jnvesmr-12-18-2015.pdf. Lowering the bar to private fund investment ironically would expose less 
sophisticated investors to derivatives without any of the protections ofthe 1940 Act. 

10 The proposal includes a limit of 150 percent ofa fund's net assets for most funds, and a limit of300 percent ofa fund's net 
assets for funds where the derivatives transactions, in aggregate, rcsulc in an invesanent portfolio that is subject to less 
market risk than ifthe fund did not use derivatives. Placing limits on funds that prevent them from entering trades, which 
may otherwise reduce or eliminate potential risk, could adversely affect fund investors. 

https://www.scc.gov/corpfin/rcpoi-tspubs/spccial-studics/rcvicw
https://www.congrcss.gov/bill/114th-congrcss/housc-bill/2187
http:areverybeneficialtoU.S.investors.10
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Commission's proposed value-at-risk ("VaR") limit serves little use and would never be workable for a 

fund that holds only cash and cash equivalents and derivatives. 

These proposed limits have every potential to eliminate an invaluable portfolio management 

tool that has sparked industry innovation and efficiency and has served U.S. investors so successfully for 

many years. As discussed below, the data backs up this concern. They point to outcomes that the SEC 

appears not to have contemplated when issuing the proposal. Indeed, the SEC evaluated relatively 
limited data when considering the proposal. We conducted a broader study analyzing data from 6,661 

funds, with a total of$13.6 trillion in assets under management, or about 80 percent ofthe assets of 

long-term registered funds industry-wide.11 Based on our analysis, at least 471 funds, with $613 billion 
in assets, would exceed the proposed notional exposure limit. More than forty percent ofthose funds 

arc taxable bond funds, which use derivatives to hedge interest rate risk or credit risk or use them to gain 
exposure to the fixed income markets. The bond funds so impacted represent $485 billion or 15 

percent ofthe industry-wide assets oftaxable bond funds. 

There is nothing before the Commission or in its proposing release to suggest that these bond 
funds arc engaged in "undue speculation" through their use ofderivatives. In fact, a fund can have 

nearly identical investment exposure by investing through derivatives as another that invests in the 

corresponding fixed income instruments, but the fund with the derivatives would be subject to these 

restrictions while the other fund would not. Thus, the rule, ifadopted as proposed, would have the 
practical effect offorcing a bond fund that invests through derivatives to liquidate or dramatically 
change its investment strategy.12 Such an outcome, with its adverse impact on bond funds and their 

investors, was not explored let alone justified in the SEC's proposing release or accompanying staff 
paper. 

A fund investor, when purchasing shares ofa regulated fund, could not possibly foresee the 

severe implications ofthe proposed limits, including tax consequences caused by funds' being required 
to de-register and most likely liquidate. 13 There are issues offairness here for funds and their sponsors 

11 See infta, Section IV.A.; ue also infta, Appendix A, for dctailc:d statistics summarizing the results ofthe study on the 
proposed portfolio limits. 

12 Causing existing funds to modify substantially their investment programs means that investors will no longer have access 
to the investment products that they sdectcd in accordance with their particular risk/return profiles. It also will be costly co 
fund investors and may alter fund risks in ways that investors neither expect nor desire. For example, a fund that no longer 
can obtain exposure to the bond market through a single holding in an index-based credit default swap c·cos") now may 
need to obtain exposure to the market by buying many bonds in a series of transactions, increasing transaction costs and 
potentially making the fund's portfolio less liquid. Requiring extensive changes to investment strategics therefore appears to 
us to be at odds with the Commission's desire to promote fund liquidiry. Moreover, if the investment strategies were a 
fundamental policy ofa fund, the fund would have to incur substantial costs to obtain shareholder approval to make those 
changes. 

13 In addition to potentially losing the abiliry to continue co invest in the de-registered funds, those investors may incur 
unexpected capital gains payments and other tax consequences. Investors that hold indirect interests related to the de­
registered funds also may be affected. For example, investors that hold options tied to an underlying ETF may hold near 

http:tode-registerandmostlikelyliquidate.13
http:strategy.12
http:industry-wide.11
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as well. Fund sponsors invest considerable time and resources to register with the SEC, and in some 
cases to obtain exempcive relic£ They fully disclose to the SEC staff and to investors the way in which 

they use derivatives in their investment strategies. The very regulatory agency that made their 

registration statements effective (or approved their exemptive orders) proposes that they must close 
their doors. 14 And the Commission has not provided the analysis that lead it to this proposed result ­

i.e., why the SEC was able to make investor protection and other findings when it issued orders 

authorizing some ofthese funds to operate but why it now proposes to deem them "unduly 
speculative." At a minimum, administrative law calls for an explanation ofthose conflicting positions. 

By contrast to the limits it proposes, the SEC is on a much sturdier foundation with its 

proposed asset segregation requirements.15 Appropriately risk-adjusted for the profiles of the 
derivatives in a fund's portfolio, asset segregation is an effective tool for limiting economic leverage and 

ensuring that funds have the means to make good on future payment obligations. 16 We commend the 
SEC's focus on this area and we support adoption ofthe proposed asset segregation requirements, with 

the changes we recommend below, primarily permitting highly liquid assets to be used to meet coverage 

valueless options ifthe ETF is forced to liquidate prior to the options' exercise dates. This effect will not be limited just to 
current fund investors and investors in related instruments. but to the entire market. Entire categories of the market that 
have recently developed (and accordingly might not have accumulated as many assets as other established categories} may no 
longer be offered in a 1940 Act structure, limiting investor choice or potentially increasing investor costs. For example, 
some investors may seek to use structured notes to obtain exposures similar to those ofa de-registered fund, which arc 
generally more costly, less regulated. and rely on the credit ofa bank countcrparty. 

14 There arc hundreds offully operational funds with billions ofdollars ofassets that may be required to liquidate because of 
the proposed rule even after those funds had worked through the proper ~cvicw and, in some cases, approval process to 
operate, during which those funds clearly noted the extent to which they would or could use derivatives. To our knowledge, 
the SEC did noc raise any Section 18 concerns or the need to obtain relief under that section during those processes. See also 
and Rajib Chanda & Sarah E. Cogan, Registered Funds Alert, Simpson Thacher (Feb. 2016} at 3, available at 
www.gblaw.com/docs/default-source/ dcfau!t-documem-1ibrary /rcgjstcredfimdsalcu fcbruacy20 I 6,pdf ("To our 
knowledge, the SEC has never before proposed a rule that was designed to force specific types offunds to deregister, 
effectively putting them out ofbusiness or moving them into regulatory regimes ocher than the 1940 Act·}. 

is A task force of the American Bar Association, at the request of the SEC staff. prepared a set ofrecommendations for the 
regulation offunds' use ofderivatives. The task force's recommendations focused primarily on asset segregation 
requirements. See The Report ofthe Task Force on Investment Company Use ofDerivatives and Leverage, Committee on 
Federal Regulation ofSecurities, ABA Section ofBusincss Law at 16-21, Ouly 6, 2010), available at 
http://meetings.abanet.org/webupbiaJ/commupload!CL4I0061/sitesoflnterest.Jiles!DerivativesTFJu/y_6 _20 IO.Jinalpdf 

1
' SEC Commissioner Michael Piwowar expressed similar sentiment in his statement concerning the proposal. See 

Dissenting Statement at Open Meeting on Use ofDerivatives by Registered Investment Companies and Business Devebipment 
Companies, Commissioner Michael S. Piwowar (Dec. 11, 2015), available at: 
htqzse//www.gc.ggv/ocws/statCWCOt/piwowar·disscotiog·statcment·l!~C·Ofderivativc:s·fund~.btm! c•commissioner 
Piwowar's Dissenting Statement"} (•[T]hc proposed asset segregation requirements should function as a leverage limit on 
funds and ensure that funds have the ability to meet their obligations arising from derivatives. Therefore, absent data 
indicating that a separate specified leverage limit is warranted, there is no justification for imposing any additional 
requirements or burdens on funds"}. 

https://ww\v.scc.pov/ncws/statcnicnt/piwowar-disscnting-sratcmcnttisc-of-derivarives-fund.s.html
http://meetings.abanet.org/webupload/commupload/CL4l006l/sitesofintnatJiUs/DmvativesTFJuly_6_20
www.stblaw.com/docs/dcfault-sourcc/default-document-library/registcrcdfiindsalcrt
http:ensuringthatfundshavethemeanstomakegoodonfuturepaymentobligations.16
http:proposedassetsegregationrequirements.15
http:theirdoors.14
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requirements. 17 We also support the adoption ofa derivatives risk management program, again with 
some recommended changes, especially relating to the SEC's expectations of the role ofdirectors. 

Combining risk-adjusted asset segregation with a derivatives risk management program will establish a 

stronger regulatory framework for funds' use ofderivatives, provide an appropriate limit on leverage, 

and prevent undue speculation. 

We explain our views in greater detail below. Section I explains the many benefits of 

derivatives and summarizes our comments. Section II discusses our recommendations on the proposed 

asset segregation requirements. Section Ill suggests modifications to the derivatives risk management 

program and provides our views on the proposed role ofdirectors in overseeing funds' use ofderivatives. 
Section IV explains our opposition to the prescriptive limits on derivatives exposure and provides the 

results ofan ICI study ofthe impact ofthose limits on existing funds. Section V discusses two general 
interpretive issues related to the proposed rule. We conclude our letter with comments on proposed 

new recordkcc:ping. reporting. and disclosure requirements in Section VI and on the compliance: 

period in Section VII. 

I. Background and Executive Summary oflCl's Comments 

When considering rulemaking relating to derivatives, it is critically important to keep their uses 

in mind, especially the beneficial ways in which funds use them. The benefits derivatives provide funds 
arc numerous and include the following: 

• 	 Hedging risk. Derivatives enable funds to manage a variety ofrisks, including credit risk 

and currency risk. Using derivatives, for example, a portfolio manager may seek to hedge 

the currency risk ofa Japanese portfolio security by purchasing a currency forward that pays 
the fund when the value of the yen falls against the U.S. dollar. This serves to eliminate or 

minimize currency risk- i.e., currency fluctuations between the U.S. dollar and the yen ­

on the fund's performance, providing investors only the return ofthe Japanese security. 

• 	 Managing interest rate risk andduration. Many funds use interest race derivatives co 

adjust interest rate exposure, offset risks posed by interest rate volatility, and increase or 

decrease the duration oftheir portfolios. These derivatives target specific risks funds want 
co take and can reduce a portfolio's volatility. For example, a portfolio manager holding a 

portfolio ofbonds may believe that interest rates will rise. To reduce volatility caused by 

the change, the portfolio manager may enter into interest rate swaps that pay the fund a 
floating race ofinterest based on daily interest rates in exchange for a fixed rate ofinterest. 

Entering into this swap could ease the expected effect that the increase in interest rates 
would have on the price ofbonds in the fund's portfolio. 

17 We appreciate that the SEC may wish to provide further guidance on asset segregation for greater standardization ofthose 
requirements, and we stand ready to assist the Commission in these efforts. 

http:requirements.17
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• 	 Enhancing liquUlity compared to other, more traditionalsecurities. Derivatives can 

enhance substantially the liquidity proflle ofa fund. They allow a fund to reduce market 

exposure efficiently in times ofstress. For example, a corporate bond fund often can sell 

treasury futures or index-based CDS more quickly and efficiently with one or a few 

transactions and with minimal impact on the bond market than it could ifselling corporate 

bonds individually. 

• 	 Gaining or reducing exposure, including when access by other instruments is difficult, 

costly, orpractically impossible. A fund can access certain asset classes, including some 

emerging market assets and currencies or commodities, more efficiently and at a lower cost 

through derivatives than through other means and without materially changing the risk 

proflle ofthe fund. Indeed, a fund might otherwise have no other access to these assets. A 

fund, for example, would have difficulty obtaining direct exposure to A-shares in China. A 

fund or other foreign investor typically must obtain a license to be a qualified foreign 

institutional investor, a process that may be costly and lengthy. Faced with this hurdle, a 

fund could obtain indirect exposure to the A-shares market by entering into a total return 

swap or other form ofderivatives contract.18 

• 	 Managing or equitizing C11Sh. A fund that receives varying amounts ofcash daily may 

invest that cash in derivatives almost immediately to gain exposure to a stock or bond 

market quickly while maintaining liquidity. Use ofderivatives in this manner puts cash to 

work faster, in line with investment objectives, and often reduces impact costs by allowing 

the fund to increase gradually its direct positions in stocks and bonds. Portfolio managers 

ofactively-managed equity funds with inflows, for example, could buy S&P 500 futures on 

a temporary basis to gain immediate exposure to the equity market. This portfolio 

management tool allows a fund manager to time stock purchases and accumulate shares 

while minimizing any adverse price impact caused from purchasing large bJocks ofshares. 

This strategy also minimizes any negative effect on a fund's performance caused by holding 

excess cash in lieu ofequities. 

• 	 Reducing costs ormanagingportfolios efficiently. A fund could use one derivative or a 

small number ofderivatives to obtain exposure to the return ofa broad-based stock or bond 

index without having to purchase each of the stocks or bonds in the index individually. 

The derivative contract likely costs substantially less than directly acquiring and holding the 

index constituents to achieve the return of the broad-based stock or bond index. Portfolio 

managers use index-based CDS as another means to gain exposure to a portfolio ofbonds. 

18 Chinese A·sharcs arc Rcnminbi {RMB)·denominated common stock listed and traded on the Shanghai or Shenzhen 
exchanges in China. They account for nearly 95 percent oftotal tradablc shares in the People's Republic ofChina stock 
exchanges. 

http:ofderivativescontract.18
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Index-based CDS have deep liquidity and generally cost less to trade than a basket ofcash 

bonds. 

To preserve these many benefits and to achieve the SEC's goals in issuing the proposal, we have 

the following recommendations: 

• 	 Asset segregation. The SEC should adopt the proposed asset segregation requirements 

with modifications. One critical modification is to allow funds to segregate highly liquid 
assets, not just cash and cash equivalents, especially for the new risk-based coverage amount. 

The SEC also should expand the situations in which a fund's obligations are netted to 

better reflect the true amounts funds might owe to counterparties. 

• 	 Derivatives risk management program. Similarly, the SEC should adopt the derivatives 

risk management program requirement with modifications. The most critical modification 
to this part of the proposal is a revision ofhow the SEC views the role ofdirectors. The 

proposal would have boards far too burdened with the minutiae ofportfolio management 

rather than exercising their more appropriate oversight function. Additionally. the SEC 

should permit funds to appoint either an individual or a group as the derivatives risk 
manager consistent with its approach in other areas. 

• 	 Portfolio limits. The SEC should discard the proposed portfolio limits based on notional 

exposure, focusing its efforts instead on the risk-mitigating role ofasset segregation and 

derivatives risk management programs. Ifthe SEC disagrees and pursues portfolio limits, it 
should do so only after analysis ofdata and the SEC should strongly consider the alternative 

approaches to portfolio limits that we describe in our letter. These approaches would: 

• 	 Adjust the notional amounts ofeach derivative contract based on the risk ofthe 
underlying reference asset and increase the adjusted exposure-based limit to 200 
percent; and 

• 	 Provide alternative VaR tests to permit funds to acquire additional derivatives contracts 
above the exposure-based limit when those additional derivatives reduce the risk ofthe 
portfolio or the risks ofderivatives in the portfolio are limited. 

• 	 Interpretive issues. Ifthe SEC adopts portfolio limits, it should confirm that funds need 

not look through other pooled investment vehicles when computing those 

limits. Additionally, the SEC should exclude derivatives transactions and financial 
commitment transactions that comply with the proposed rule from any other asset coverage 
requirements under Section 18. The proposed asset segregation requirements for those 
transactions render additional asset coverage requirements unnecessary. 
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• 	 Recordkeeping. We generally support the proposed recordkeeping requirements, but 

maintaining records showing compliance with a particular portfolio limit immediately after 

entering into each derivatives transaction is administratively burdensome and 

costly. Requiring funds to maintain records related to one test each bwiness day would ease 

these burdens, while helping to ensure that funds demonstrate compliance with any 

portfolio limits. 

• 	 ExistingguiJance and compliance dates. The SEC should give funds a transition period 

ofat least 30 months before rescinding its and its staff's existing guidance. 

II. Asset Segregation Requirements 

The proposed rule would require a fund to maintain a specified value of"qualifying coverage 

assets" for each derivatives transaction and financial commitment transaction, with the definition of 

qualifying coverage assets differing for the two categories of transactions.19 The qualifying coverage 

assets would be identified on the fund's books and records at least once each business day pursuant to 

board-approved policies and procedures.20 Under the proposed rule, the total amount ofa fund's 

qualifying coverage assets could not exceed the fund's net assets, and the assets a fund maintains as 

qualifying coverage assets could not be used to cover both a derivatives transaction and a financial 

commitment transaction. 

We strongly support the Commission's proposal to enhance the asset segregation requirements 

for derivatives transactions. We agree that the proposed means ofdetermining the risk-based coverage 

amounts provide an effective framework that would require funds to determine those amounts based 

on their specific derivatives transactions, investment strategies, and risks. The asset segregation 

requirements are designed to manage the risks associated with derivatives transactions and financial 

commitment transactions by better enabling a fund to meet its obligations arising from those 

transactions. In addition, the risk-based coverage amounts will provide an effective limit on leverage 

that should address the Commission's stated concerns about undue speculation. The limit on leverage, 

however, would be effectuated in a more risk-sensitive manner than portfolio limits because the risk­

based amount would be determined based on the specific risk profiles ofan instrument and its use 

within a fund's portfolio. 

We strongly disagree, however, with the extraordinarily narrow scope ofassets that may be used 

as qualifying coverage assets for derivatives transactions. The proposed restriction on the types ofassets 

eligible as qualifying coverage assets are unnecessary to ensure that funds are able to meet their 

19 Proposed Rule 18f-4(c)(8). 

20 Several ofproposed Rule l 8f-4' s requirements entail board approval, including approval by a majority ofthe independent 
directors. 

http:board-approvedpoliciesandprocedures.20
http:twocategoriesoftransactions.19
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obligations under derivatives transactions and arc out ofline with international standards and the 

standards ofother U.S. regulators. 

Below, we discuss our views on the asset segregation requirements in greater detail and make a 

number ofrecommendations, including: ( 1) expanding the scope ofasset types eligible as qualifying 

coverage assets for derivatives transactions; (2) modifying the calculation ofcoverage amounts for 

derivatives transactions; (3) modifying the calculation ofcoverage amounts for financial commitment 

transactions; and (4) confirming that certain instruments arc neither derivatives transactions nor 

financial commitment transactions. 

A. Derivatives Transactions 

1. Expand the Types ofAssets Eligible as Qualifying Coverage Assets 

The proposal would limit qualifying coverage assets for derivatives transactions to cash and cash 

equivalents.21 In the proposal, the Commission indicates that current U.S. generally accepted 

accounting principles would be used to determine what qualifies as "cash equivalcnts"22 and provides as 

examples certain Treasury bills, agency securities, bank deposits, commercial paper, and shares ofmoney 

market funds.23 Limiting qualifying coverage assets to cash and cash equivalents substantially narrows 

the categories ofliquid assets that funds may segregate to cover obligations under derivatives 

transactions under current Commission staff guidance. 24 

For some funds, including many equity funds, holding large quantities ofcash and cash 

equivalents for collateral purposes may conflict with their investment objectives and strategies. 

Restricting qualifying coverage assets to cash and cash equivalents can penalize investors by creating a 

"cash drag" on the performance ofa fund that otherwise would be fully invested. The increased demand 

for cash from funds under the proposed rule, combined with both the increased demand for cash under 

21 Proposed Rule 18f-(c)(8). In limited situations, chc proposal also would permit funds to use a particular asset for any 
transaction under which a fund may satisfy its obligation under the transaction by delivering chat asset. W c agree that this is 
an appropriate exception, as funds would owe no further obligation upon delivery ofthat asset. 

22 The proposal states that current U.S. generally accepted accounting principles Jenne cash equivalents as ·short-term. 
highly liquid investments that arc readily convertible to known amounts ofcash and that arc so near their maturity chat they 
present insignificant risk ofchanges in value because ofchanges in interest rares: Proposing Release at 80932. 

23 Proposing Release at 80932. 

24 See Release No. 10666, supra note 4 (permitting segregation ofcash, U.S. government securities, and other high-grade debt 
obligations); Merrill Lynch Asset Management, L.P., SEC Staff No-Action Letter Ouly 2, 1996), available at 
ha;p;//www.sec.gov/divisjons/investmenr/imseniorn:curjtjcs/mcrrilllvnch070 I 96.pdf (permitting segregation ofany 
"liquid assets; including equity securities and non-investment grade debt securities). 

http://www.scc.gov/divisions/invcstment/imseniorsccuritics/mcrrilllynch070196.pdf(permitting
http:staffguidance.24
http:marketfunds.23
http:equivalents.21
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proposed Rule 22e-4 and other regulatory requirements, may well strain the supply ofavailable cash 
equivalents and negatively impact capital markets.2s 

In the proposal, the Commission recognizes that the mark-to-market coverage amount and 

risk-based coverage amount are "conceptually similar" to variation margin and initial margin.26 We 

agree. The permitted types ofqualifying coverage assets for derivatives transactions under the proposed 

rule arc, however, substantially more limited than those U.S. regulators recently approved for initial and 

variation margin for certain derivatives.27 U.S. prudential regulators and the Commodity Futures 

Trading Commission ("CFTC") permit initial and variation margin for derivatives to include eligible 

collateral that align with the international standards for permitted assets for derivatives margin adopted 

by the Basel Committee on Banking Supervision ("BCBS") and the International Organization of 

Securities Commissions ("IOSCO"). 28 Those rules generally permit the following types ofassets, 

among others, to satisfy both initial margin and variation margin requirements: (i) high-quality 

government and central bank securities; (ii) high-quality corporate bonds; and {iii) equities included in 

major stock market indices.29 

25 See, e.g., Jorge Cruz Lopez, ct al.. The Marketfor Collateral: The Potential Impact ofFinancial Regulation, Bank ofCanada, 
Financial Systtm Rtview, Bank ofCanada Oune 2013), available at hnp://www.hankofcanada.ca/wp· 
content/uploads/2013/06/fsr-06 l 3-lopc7..pdf(analyzing the expected permanent increase in the demand fur cash and other 
high quality assets used as collateral in connection with OTC derivatives reform). The need fur cash equivalents may put 
additional pressure on the Treasury market, which will already be strained from recent money market reform rules. 
Requiring funds to sell portfolio securities to raise cash, especially in stressed markets, also may force funds to sell at low 
prices and may contribute to market turmoil. 

:u; See Proposing Release at 80932-80933 {9Given that the proposed rule's requirements relating to the mark-to-market 
coverage amount and risk-based coverage amount arc conceptually similar to initial margin (which represents an amount 
collected to cover potential future exposures) and variation margin (which represents an amount collected to cover current 
exposures). and that the proposed rule would permit the mark-to-market coverage amount and risk-based coverage amount 
to be reduced by the value ofassets that represent initial or variation margin, we believe that limiting qualifying coverage 
assets to cash and cash equivalents would be appropriate"). 

27 Margin and Capital Requirementsfor Covered Swap Entities, 80 Fed. Reg. 74840 (Nov. 30, 2015) {final rule), available at 
https;//www.gpo.&9v/fdsys/pkg/FR-2015-! !-30/pdf/2015-28671,pdf and 80 Fed. Reg. 74916 (Nov. 30, 2015) (interim 
final rule) (together "Prudential Regulators Margin Rules"), available at hups; //www.gpo.gov/fdsys/pkg/FR-20 l 5- I l • 
30/pdf/201 5-28670.pdf: Margin Requiremtntsfor Uncleared Swapsfor Swap Dealers andMajor Swap Participants, 81 Fed. 
Reg. 636 Qan. 2, 2016) ("CFTC Margin Rules"), available at hups; //www,gpo.&<>v/fd~ys/pkg/FR-2016-01-06/pdf/20 l 5­
;2320.pdf. 

28 Margin requiremtntsfor non-centrally ckared derivative5, Basel Committee on Banking Supervision and Board ofthe 
International Organization ofSecurities Commissions {Sept. 2013) ("BCBS/IOSCO Final Margin Policy Framework"). 
available at hrtp://www.his.or:g/publ/bcbs26 I ,pd£ As part ofthe G20 commitments to provide greater oversight and 
transparency ofthe derivatives markets, the BCBS and IOSCO undertook signifkant efforts to establish an international 
framework ofminimum margin requirements for uncleared derivatives. 

29 The Prudential Regulators Margin Rules, the CFTC Margin Rules, and the BCBS/IOSCO Final Margin Policy 
Framework include the following non-exhaustive list ofexamples ofeligible collateral that would meet this standard: {i) 

https://www.gpo.gOv/fdsvs/pk-g/FR-201S-ll-30/pdf/201S.28671.p.lfar.d
http:indices.29
http:IOSCO").28
http:variationmarginforcertainderivatives.27
http:margin.26
http:markets.25
www.gpo.gov/fdsys/pkg/FR-20
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In adopting those rules, both the U.S. prudential regulators and the CFTC acknowledged that 

limiting eligible margin assets as they initially proposed would not reflect market practice and would 

drain the liquidity ofend users by forcing them to hold more cash. 30 We see no regulatory purpose or 

investor protection that is furthered by limiting eligible collateral types beyond those limits imposed by 

these other regulatory bodies.31 

The SEC's proposed approach also is a marked departure from the international margin 

standards. Under the BCBS/IOSCO Final Margin Policy Framework, assets can serve as margin if they 

are "highly liquid and should, after accounting for an appropriate haircut, be able to hold their value in 

a time offinancial stress."32 This standard clearly aligns with the concerns ofthe Commission in 

ensuring that sufficient assets arc available to meet a fund's payment obligations, even in stressed 

conditions. 

The Commission says that it is not proposing to include a broader universe ofassets that 

constitute qualifying coverage assets because ofconcerns that such assets could decline in value at the 

same time a fund's potential obligations under its derivatives transactions increase, resulting in assets 

insufficient to cover the fund's obligations.33 A more effective and less harmful way to address this 

concern is by applying risk adjustments to the value ofnon-cash assets in calculating the amount ofa 

fund's qualifying coverage assecs, rather than by excluding such assccs from the universe ofqualifying 

coverage assecs altogether. Using a broader group ofqualifying coverage assccs, combined with 

appropriate risk adjustments, would allow funds to continue to hold assecs consistent with their 

cash; (ii) high-quality government and central bank securities; (iii) high-quality corporate bonds; (iv) high-quality covered 
bonds; (v) equities included in major stock indices; and (vi) gold. 

30 For example, the CFTC' s initial proposal would have limited the categories ofeligible assets for variation margin to cash in 
the form of U.S. dollars or a currency in which payment obligations under the swap arc required to be settled. Su Margin 
Rtquirmunts for Unckartd Swapsfor Swap Dtakrs and Major Swap Partidpants, 79 Fed. Reg. 59898 (Oct. 3. 2014) 
(proposed rule), available at https://www,gpo.gov/fd~ys/pkg/FR-201±10-03/p.if/2014-22962.pdf. Subsequently, the 
CFTC agreed with commenters (including the ICI) and expanded the list ofeligible collateral. 

31 The Prudential Regulators Margin Rules, the CFTC Margin Rules, and the BCBS/IOSCO Final Margin Policy 
Framework each relate to margin requirements for uncleared derivatives. There is no good rationale to have a more 
restrictive universe ofqualifying coverage assets for cleared derivatives. 

12 Set BCBS/IOSCO Final Margin Policy Framework, supra note 28, at 4. 

33 Proposing Release at 80932. As the Commission recognizes, with the current guidance requiring funds to segregate their 
daily mark-to-market value for all derivatives and the required variacion margin for cleared derivatives, the obligations truly 
at risk arc the intraday profits and losses associated with a derivatives transaction. Stt, t.g., Ust ofDtrivativts by /nvatmmt 
Companits undt1'tht lnvtstmtnl CompanyActoj/940, Release No. IC-29n6. 76 Fed. Reg. 55237 (Sept. 7, 2011) (·2011 
SEC Concept Release·), at n. 83 and surrounding text, available at https://www.gpo.~v/fiisyslpkg/FR-2011-09-
07/pdf/2011-22724.pdf. 

http:insufficienttocoverthefund'sobligations.33
http:bodies.31
https://www.gpo.~v/fiisyslpkg/FR-2011-09
https://www,gpo.gov/fd~ys/pkg/FR-201
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investment strategy to minimize cash drag while also addressing the Commission's concern that funds 

have sufficient assets available to meet their obligations even iftheir assets decline in value. 

Risk adjustments are used for the purposes ofcalculating initial margin and variation margin 

under the Prudential Regulators Margin Rules and CFTC Margin Rules. Those adjustments, which 

range from O.S percent for eligible government securities with a residual maturity ofless than one year 

to 25 percent for equity securities included in the S&P 1500 Composite or a related index, are listed in 

Appendix B to this lettcr.34 

In addition to the categories ofassets under the Prudential Regulators Margin Rules and the 

CFTC Margin Rules, the Commission should permit as qualifying coverage assets ETFs registered 

under the 1940 Act. Consistent with the rationale above, certain fund portfolios may hold a large 

percentage ofETFs as part of their investment strategy. Some funds, in particular, could implement a 

currency-hedged strategy by holding an underlying ETF investing in foreign securities, as well as 

currency derivatives intended to offset the currency risk ofthe underlying ETF. The Commission 

should permit these funds to we interests in underlying ETFs to cover their obligations under their 

derivatives investments to avoid disrupting a fund's investment strategy and requiring the fund to hold 

more cash and cash equivalents or other investments than it would otherwise. 

We strongly urge the Commission to expand its de6nition ofqualifying coverage assets. The 
revised set ofqualifying coverage assets should include, among other things, cash, high quality 

government and central bank securities {including those ofnon-U.S. governments), investment grade 

municipal securities, high quality corporate bonds, equities included in major stock market indices, and 

interests in money market funds and registered ETFs. The SEC should subject these non-cash assets to 

the same risk adjustments provided in the Prudential Regulators Margin Rules and the CFTC Margin 
Rules, with registered ETFs adjusted in the same manner as their underlying securities index.;s 

2. Modify Calculation ofCoverage Amounts 

Under the proposed rule, for each derivatives transaction, a fund would be required to maintain 

qualifying coverage assets in an amount equal to the sum of{i) a mark-to-market coverage amount and 

34 Although the S&P 500 Index and the S&P 1500 Composite Index arc listed specifically with the Prudential Regulators 
Margin Rules and the CFTC Margin Rules, those rules permit securities in other major stock indexes (including global and 
international stock indexes} to be used as coverage assets using similar risk adjustments. 

JS For example, ifan ETF has an underlying securities index with constituent securities that mainly arc part ofthe S&P 500 
Index, the ETF should receive a 15 percent adjustment. Ifan ETF has an underlying securities index with constituent 
securities that mainly arc part ofthe S&P 1500 Composite Index, the ETF should receive a 25 percent adjustment. Se~ 
infta, Appendix B. 

http:index.35
http:thisletter.34
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(ii) a risk-based coverage amount.36 The mark-to-market coverage amount for a particular derivatives 
transaction would equal the amount that would be payable by the fund ifit were to exit the derivatives 

transaction at the time ofdetermination.37 In the proposal, the Commission stated that the mark-to­

market coverage amount generally would be consistent with the fund's valuation ofthe derivatives 
transaction.33 The fund could reduce its mark-to-market coverage amount for a derivatives transaction 

by the value ofany assets chat represent variation margin or collateral posted co cover the fund's mark­

to-markec exposure with respect to that panicular transaction or for other transactions covered by a 

netting agreement. 39 

The risk-based coverage amount for a particular derivatives transaction would represent a 

reasonable estimate ofthe fund's potential obligation ifit were to exit the derivatives transaction under 

stressed conditions.40 This estimate would be determined in accordance with board-approved policies 

and procedures that account for, as relevant, the structure, terms, and characteristics ofthe derivatives 

transaction and the underlying reference asset.41 The proposed rule would allow a fund to reduce the 

risk-based coverage amount for a derivatives transaction by the value ofany assets chat represent initial 

margin or collateral posted to cover the fund's future obligations under that panicular derivatives 

transaction or for other transactions covered by a netting agreement.42 

Under the proposed rule, ifa fund has entered into a netting agreement that allows netting of 

payment obligations with respect to multiple derivatives transactions, the fund could calculate each of 

its mark-to-market coverage amount and risk-based coverage amount on a net basis for all derivatives 

transactions covered by the netting agreement.43 

36 Proposed Ruic 18f-4{a){2}. 

17 Proposed Ruic 18f-4{c}(6}. 

38 Proposing Release at 80926. 

37 Proposed Ruic 18f-4{c)(6}(ii}. lnitial margin could not be used to reduce a fund's mark-to-market coverage amount 
{although it could be used to reduce a fund's risk-based coverage amount). The SEC's view is that initial margin represents a 
security guarantee to cover potential future fund obligations under the derivatives transaction and therefore should not be 
used to cover a fund's mark-to· market exposure. Proposing Release at 80928. 

40 Proposed Ruic 18f-4(c}(9}. 

41 Proposed Rule 18f-4(c)(9}: Proposing Release at 80929. 

42 Proposed Ruic 18f-4(c}(9}(ii}. Variation margin could not be used to reduce a fund's risk-based coverage amount 
(although it could be used to reduce a fund's mark-to-market coverage amount). The SEC's view is that variation margin is 

used to satisfy current mark·to·markct liability and therefore should not be available to cover the fund's potential future 
liabilities under a transaction. Proposing Release at 80930, n. 360. 

41 Proposed Ruic 18f-4(c}(6}(i}, {c){9){i}. 

http:bythenettingagreement.43
http:othertransactionscoveredbyanettingagreement.42
http:asset.41
http:stressedconditions.40
http:agreement.39
http:transaction.31
http:ofdetermination.37
http:ii)arisk-basedcoverageamount.36
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a. 	 Net Calculation ofCoverage Amounts for Derivatives Transactions that 
Provide Offsetting Exposures 

The proposed rule would not permit a fund to take into account offsetting transactions for 

purposes ofthe proposed asset segregation requirements. The Commission expressed concern that, in 
the asset segregation context, a fund would remain subject to the risk that one councerparty would not 

perform, thereby potentially leaving the fund without sufficient assets to meet its obligations co another 

counterparty.44 

We disagree chat, for purposes of the asset segregation requirements, funds should have to 

assume the unlikely scenario that none oftheir counterparties will perform. Funds should be able to 

calculate coverage amounts by netting derivatives transactions with offsetting exposures ofthe same 

type with the same maturity and material terms. Two points justify our position. 

First, the risk that a counterparty does not perform is not remotely realistic with respect to 

offietting fucurcs, listed options, and swaps cleared through the same clearing house and the same 

futures commission merchant ("FCM,,) or broker. Those offsetting positions with the same party 

would reduce the net amount ofany obligation owed without increasing the risk that a counterparty 

will default. 

Second, the asset segregation provisions ofthe proposed rule are not the appropriate 

mechanism for addressing counterparty risk.45 Funds regularly monitor and address counterparty risk 
in other ways, such as the evaluation ofcounterparty creditworthiness,46 documentation oflegal rights 

and obligations in agreements with counterparties, exposure monitoring. and internal limits co help 
ensure diversification.47 These practices would be formalized under a required derivatives risk 

management program. 

44 Proposing Release at 80933. 

45 The proposal would require funds to assess and manage counterpany risk through the proposed derivatives risk 
managcmenr program. See proposed Rule 18f-4(a)(3)(i)(A). 

4li Many investment advisers subject their funds' counterparties to the same type ofcredit analysis applicable to fixed income 
investments. Advisers may attempt to limit counrerparcy risk by using counterparties with an investment grade credit 
rating. Credit analysis also can include an asscssmenr ofquantitative measures offinancial strength such as capital and 
leverage ratios. 

47 Some advisers have developed analytic and reporting tools that monitor net and gross exposures and risk-adjusted 
exposure to each counterparty. 

http:diversification.47
http:mechanismforaddressingcounterpartyrisk.45
http:counterparty.44
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b. 	 A Lack of"Termination" Rights and "Trading" ofa Derivatives Contract 

Should Not Increase the Risk-Based Coverage Amount 

The proposal assumes that the lack oftermination rights or the inability to trade a derivative 

should increase the risk-based coverage amount.48 Many derivatives transactions are not "traded" but 

arc entered into on a bilateral, over-the-counter basis. 

We request that the Commission state clearly in its final rules that termination rights and the 

tradeablc nature ofa contract arc only factors a fund can consider when determining the appropriate 

risk-based coverage amount for a transaction, but a fund need not segregate the full notional amount of 

a transaction merely because the derivatives contracts do not have these features. As the Commission 

recognizes in other parts ofthe proposal, counterparties can enter into offsetting transactions to 

terminate effectively a derivatives contract because they often do not have the unilateral right to 

terminate derivatives transactions.49 For example, a party typically may not terminate futures contracts 

or cleared swaps because the countcrparty to such transactions is the clearing house, and it is standard 

market practice to eliminate economic exposure ofsuch transactions by entering into an equally 

offsetting transaction. so Also, funds often do not have the unilateral right under derivatives transaction 

documentation to terminate over-the-counter swaps; the parties typically terminate by agreeing to a 

price at the time oftermination. Our understanding is that funds regularly eliminate their economic 

exposure under derivatives transactions by entering offsetting transactions or agreeing with their 

counterparty that the transaction will be terminated early or novated to another counterparty.51 

.g The proposal includes a list ofrelevant fuctors that a fund's policies and procedures could consider in determining a 
reasonable estimate ofthe potential amount payable by the fund if the fund were to exit a derivatives transactions under 
stressed conditions, including. for example, the terms ofthe transaction and the fund's intended use ofthe transaction in its 
investment strategy. In that context, the Commission notes• _that, ifa fund has a derivatives transaction that is not traded 
or has an underlying reference asset that is not traded (or, in either case, is not traded on a regular basis) or the fund does not 
have the ability to terminate the transaction, then a fund's policies and procedures should consider whether the risk·based 
coverage amount should, in certain circumstances. be increased to reflect the full potential amount that may be payable by 
the fund under the derivatives transaction." Proposing Release at 80929-80930. 

49 See, e.g., Proposing Release at 80906. 

so The Commission recognizes this approach with respect to certain futures and forward transactions. Proposing Release at 
80906. 

SI We understand that funds generally have the ability to enter into offsetting transactions even under stressed conditions. 
For example, a surge ofswap trading followed the Lehman Brothers Holdings Inc. bankruptcy in 2008 and into 2009, as 
former Lehman clients rebalanced their portfolios. Su Nick Sawyer, Trading volumes surge as Lehman dimts rthedge, Risk 
Magazine, (Oct. 1, 2008), available at hup;//www.risk.net/risk·mag;tzinc/ncws/ I 506294/mding-volumcs·sucgc·lc:hman· 
dicnrs·rchcdiy:; see also Michael Mackenzie, Negative 30-year rate swap spread linger, Fin. Times, (Sept. 9. 2009). available at 
bup:l/www.fc.comlind/cmsb/0/3be4c8b8·9d5c-1 !de·2f4a·OO144fcabdcO.brml (describing drivers ofextended swap 
demand the year after the Lehman bankruptcy). 

http://www.ft.eom/intl/cms/s/0/3bc4e8b8-9dSc-llde-9f4a-00144feabdc0.html
http:anothercounterparty.51
http:offsettingtransaction.50
http:transactions.49
http:amount.48


Mr. Brent Fields, Secretary 
March 28, 2016 

Page 17 of69 

When a fund reasonably determines chat it can exit a derivatives transaction without paying the 

full notional amount in stressed conditions, we believe that the fund should not have to segregate assets 

equal to the full notional amount ofthe transaction. 

c. 	 Interpretation of"Stressed Conditions" for Purposes ofDetermining the 
Risk· Based Coverage Amount Should Be Consistent with Other 
Regulatory Standards 

The Commission recognizes chat the risk-based coverage amount is "conceptually similar" to 
initial margin requirements. s2 The SEC should clarify chat funds can estimate stressed conditions in 

the same way that initial margin is determined. Boch the Prudential Regulators Margin Rules and the 
CFTC Margin Rules require models for determining initial margin to incorporate a method for 
stressed conditions.53 The data used to calibrate the model must be based on an observation period of 

at least one to A.ve years and must incorporate a period ofsigniA.cant financial stress.54 Clearing houses 
use a similar method to calculate initial margin.ss Systemically important clearing houses are required 

to conduct a periodic sensitivity analysis ofhow such margin coverage might be affected by highly 
stressed market conditions. 56 

The Commission should permit funds to interpret "stressed conditions" in accordance with 

this standard in the Prudential Regulators Margin Rules and the CFTC Margin Rules and the standard 
that the clearing houses use for calculating initial margin for purposes ofdetermining the risk-based 
coverage amount. 57 A consistent interpretation with these other regulatory standards would case the 

si Ste Proposing Release at 80932-80933. 

u Both sets ofrules require initial margin models to be an estimate ofthe one-tailed 99 percent con6dence interval for an 
increase in the value ofa swap (or portfolio ofswaps) due to an instantaneous price shock that is equivalent to a movement 
in all underlying risk factors, including prices, rates, and spreads, over a holding period equal to the shorter often business 
days or the maturity ofthe swap (or che portfolio ofswaps). See Prudential Regulators Margin Rules, supra note 27, at 
§_.8(d) and CFTC Regulation 23.l 54(b)(2). 

S4 /J. This formulation is consistent with the determination ofinitial margin requirements under the BCBS/IOSCO Final 
Margin Policy Framework. Su BCBS/IOSCO Final Margin Policy Framework, supra note 28, ac 11 (stating chat•[ t]he 
initial margin amount must be calibrated to a period that includes financial stress co ensure that sufficient margin will be 
available when it is most needed and to limit the extent to which the margin can be procyclical"). 

ss Their initial margin requirements arc required to be sufficient to cover the clearing house's potential future exposure with 
a 99-percent confidence interval based on price movements between the last collection ofvariation margin and the time the 
clearing house estimates it would cake to liquidate a position, which is generally 5 business days for swaps. CFTC 
Regulation 39.13(g). 

s& CFTC Regulation 39.36(b). 

s7 Undcr chc proposal, we believe chat funds in their policies and procedures could choose co calculate the risk-based 
coverage amount based on the initial margin requirements under the Prudential Regulators Margin Rules and the CFTC 
Margin Rules, even iffunds arc not obligated to make initial margin payments under those rules (e.g., FX forwards and 
swaps). 

http:coverageamount.57
http:conditions.56
http:useasimilarmethodtocalculateinitialmargin.55
http:fiveyearsandmustincorporateaperiodofsignificantfinancialstress.54
http:stressedconditions.53
http:initialmarginrequirements.52
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operational burden on funds {and lower costs for fund shareholders) by preventing funds from being 

required to calculate separately the risk-based coverage amount. 

d. Confirm Certain Trading Agreements are Standard "Netting Agreements,, 

Under the proposed rule, ifa fund has entered into a netting agreement that allows the fund to 
net its payment obligations under multiple derivatives transactions, the fund can calculate both its 
mark-to-market coverage amount and its risk-based coverage amount on a net basis with respect to all 

transactions covered by such netting agreement. Allowing a fund to segregate the net amounts owed to 

each counterparty {and the net risk-based coverage amount with respect to each counterparcy) better 

reflects the actual economic exposure of the fund to each counterparty under the derivatives 
transactions, and we therefore support the proposed approach. We request that the Commission 
clarify what constitutes an eligible netting agreement. 

The proposed rule is ambiguous because it does not specify which "payment obligations" may 

be determined on a net basis for an agreement to constitute a ..netting agreement." The form ofISDA 

Master Agreement, for example, which is a widely used standard form agreement used for trading over­

the-counter derivatives, provides that amounts owed upon an event ofdefault or other early 

termination ofthe agreement will be calculated on a net basis.58 Similarly, the form ofISDA Credit 

Support Annex, which market participants typically use to document their agreement to exchange 

collateral in connection with transactions under an ISDA Master Agreement, generally provides for net 

calculations and deliveries ofcollateral across transactions under the ISDA Master Agreement.59 

Amounts owed under an ISDA Master Agreement outside ofa default or early termination scenario are 

paid on a net basis ifthey are due on the same date, in the same currency, and under the same 

transaction. Parties to an ISDA Master Agreement can {and often do) agree that ordinary course of 

business payments are determined on a net basis ifthey are due on the same date and in the same 

currency, even ifthey are due under different transactions.60 

The Commission should confirm that the mark-to-market coverage amount and risk-based 
coverage amount for transactions under the same ISDA Master Agreement (or a similar trading 
agreement) can be determined on a net basis for all derivatives transactions - by confirming that an 

ISDA Master Agreement (or such other trading agreement} is a "netting agreement" for these purposes. 

ss Ste Section 6 ofboth the 1992and2002 forms ofISDA Master Agreement. 


s~ See Paragraph 3 ofthe 1994 form ISDA Credit Support Annex {Bilateral Form- New York Law). 


60 See Section 2(c) ofboth the 1992 and 2002 forms ofISDA Master Agreement. 


http:transactions.60
http:Agreement.59
http:basis.58
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This interpretation also would be consistent with derivatives market participants' common 

understanding ofthe term, "netting agreement. "61 

e. 	 Margin Provided Under a Standard Clearing or Escrow Receipt 
Arrangement Should Reduce the Mark-to-Market Coverage Amount and 

Risk-Based Coverage Amount 

The proposed rule does not appear to account for various common situations in which netting 

ofpayment obligations with respect to multiple derivatives is effectively permitted. For instance, in 
compliance with CFTC rules, certain interest rate swaps and index-based CDS are required to be 

cleared through a clearing house rather than held on a bilateral basis under an ISDA Master Agreement 

or similar agreement. Funds may elect to clear other types ofderivatives as well. Cleared positions held 
by a fund typically arc governed by applicable law, including certain CFTC rules, the rules of the 
applicable clearing house, as well as the terms ofthe fund's account documentation with an FCM that is 

a member ofthe clearing house and acts as the fund's agent with respect to the clearing house. A similar 

structure {with some differences} is typically used for futures contracts and for listed options. 

Although there is no "agreement" in place between the fund and a clearing house, payments to 

and from the clearing house through the FCM typically are determined on a net basis, similar to the 

treatment under a "netting agreement." Therefore, we request that the Commission clarify that 

positions held by a fund with the same clearing house through the same FCM or broker can be treated 

in the same way as transactions under a "netting agreement" for purposes ofdetermining the mark-to­

market coverage amount and the risk-based coverage amount. 

We also recommend that the Commission clarify that escrow receipts provided for the benefit 

ofa fund's listed options broker can be treated the same as margin to reduce such fund's mark-to­

markct coverage amount and risk-based coverage amount. Some registered funds provide their margin 

for certain listed options through escrow reccipts.61 Ifa fund writes an equity call option, for example, 

the custodian agrees to deliver the underlying stock to the broker when the fund is required to do so. 

Similarly, ifthe fund writes an equity put option, the custodian agrees to deliver the required cash when 

~• •Netting agreement" is a widely used term in the derivatives area. and typically refers to an agreement that allows a party co 
determine obligations on a nee basis in the event ofa default ofthe other party or early termination. Su infta, Section 
Il.8.1.a (discussing the netting ofobligations under 6nancial commitment transactions chat arc governed by a netting 
agreement}. If such netting is permitted, the Commission should clarify that each ofthe Master Securities Forward 
Transaction Agreement, Global Master Repurchase Agreement, and Master Repurchase Agreement is a ·netting agreement" 
as well. 

62 An ·escrow receipt" is an arrangement permitted under FINRA Rule 4210 and Options Clearing Corporation Ruic 610, 
under which the fund's custodian agrees to deliver certain assecs credited to the fund's account at the custodian co the fund's 
broker (or the Options Clearing Corporation) when the fund is required to perform. 

http:escrowreceipts.62
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the fund is required to do so. The custodian makes a deposit ofcertain permitted assets of the fund 

with a depository or pledges assets to secure the deposit.63 

One reason funds use escrow receipts is to mitigate the costs and time delays chat can be 

involved in establishing tri-party agreements at a fund's custodian. Ifa fund posts its margin to a tri­
party agreement at its custodian, the broker has to advance margin to the Options Clearing 

Corporation with respect to the fund's options positions without receiving an actual payment of 

margin from the fund and can charge the costs offinancing chat payment to the fund. Although the 
assets underlying an escrow receipt arc not delivered to the options broker, an escrow receipt serves the 

same purpose as margin - assets arc set aside to cover the fund's payment obligations and make the 
broker whole if the fund does not perform. We see no policy justification for the rule to treat escrow 

receipcs differently than margin. 

f. 	 Eliminate Distinction between Variation and Initial Margin for Reducing 
Mark-to-Market and Risk-Based Coverage Amounts 

Under the proposed rule, a fund can reduce the mark-co-market coverage amount for a 
derivatives transaction by the value ofany assccs that represent variation margin or collateral posted to 

cover the fund's mark-co-market exposure with respect to such transaction (or other transactions that 

are subject to a netting agreement that allows the fund co net its payment obligations with respect co 
such transactions).64 Similarly, a fund can reduce its risk-based coverage amount for a derivatives 

transaction by the value ofany assets that represent initial margin or collateral with respect co such 

transaction (or other transactions that are subject to a netting agreement chat allows the fund to net its 
payment obligations with respect co such transactions).6s The proposal, however, would prohibit 

posted variation margin from reducing the risk-based coverage amount and posted initial margin from 
reducing the mark-to-market coverage amount. 

The Commission proposes to restrict the reduction for the coverage amouncs in this manner 

because it believes "initial margin represencs a security guarantee to cover potential future amounts 

payable by the fund and is not used to settle or cover the fund's mark-to-market exposure ... ," except in a 

default.66 We do not believe that this is a valid distinction in practice or in concept. Under the form 

ISDA Credit Support Annex, one net payment ofmargin is typically made between the parties, rather 

than separate payments of initial margin and mark-to-market margin.67 A party also may require initial 

61 See Options Clearing Corporation Ruic 610. 

64 Proposed Ruic 18f-4(c}(6)(ii). 

6S Proposed Ruic 18f-4(c)(9)(ii). 

66 Proposing Release at 80928. 

67 See paragraphs 3(a} and 3{b} ofthe 1994 form oflSDA Credit Support Annex (Bilateral Form - New York Law}. We 
recognize that chis approach may be changing in new forms of the ISDA Credit Support Annex being developed in 

http:thanseparatepaymentsofinitialmarginandmark-to-marketmargin.67
http:default.66
http:transactions).65
http:suchtransactions).64
http:tosecurethedeposit.63
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margin for security when there is a change in the mark-to-market exposure in between margin calls (in 

which case the initial margin is in whole or in part designed to cover mark-to-market exposure). In 

general, except in the case ofdaily settlement offutures contracts, the posting ofmark-to-market 

margin does not settle a fund's payment obligations under a transaction (although the margin is 

available to the counterparty to cover such exposures in a close-out scenario ifthe fund fails to 

perform). There is no distinction between the uses ofvariation margin and initial margin for this 

purpose. Moreover, allowing a fund to combine the sum ofinitial margin and variation margin for this 

purpose would not appear to present any additional risk to the fund because, in each case, the initial or 

variation margin in question has been posted with the counterparcy and is therefore available to satisfy 

the fund's obligations arising under the derivatives transaction. Therefore, a fund should be permitted 

to combine the sum ofinitial margin and variation margin posted by the fund to reduce the sum ofsuch 

fund's mark-to-market coverage amount and risk-based coverage· amount (in the aggregate). 

B. 	 Financial Commitment Transactions 

I. Qualifying Coverage Assets for Financial Commitment Transactions 

Under the proposed rule, a fund would be required to maintain qualifying coverage assets equal 

to at least the amount ofthe "financial commitment obligation "68 associated with each ofits financial 

commitment transactions (i.e., essentially the notional value ofthe obligation).69 The fund's qualifying 

coverage assets for its financial commitment transactions would be required to be identified on the 

fund's books and records and determined at least once each business day.70 Board-approved policies and 

procedures would govern the fund's maintenance ofqualifying coverage assets for financial 
commitment transactions. 

a. 	 Permit Netting ofObligations under Financial Commitment Transactions 
Covered by a NettingAgreement 

Under the proposed rule, funds may not net transactions under the same netting agreement for 
purposes ofdetermining the amount ofqualifying coverage assets to be segregated with respect to 
financial commitment transactions. This prohibition differs from the treatment ofderivatives 

transactions; as described above, the mark-to-market coverage amount and the risk-based coverage 
amount for derivatives transactions can be determined on a net basis with other derivatives transactions 

preparation for compliance with the Prudential Regulators Margin Rules and CFTC Margin Rules but note that it remains 
a common market practice. 

68 The proposed rule dc6ncs ·snancial commitment obligation· as the ·amount ofcash or other assets that the fund is 
conditionally or unconditionally obligated to pay or deliver under a 6nancial commitment transaction.· Proposed Rule 18f­

4(c)(S). This includes, in the case where a particular asset is to be delivered, the value ofthat asset. 

fll Proposed Ruic 18f-4(b)(l). 

70 !hid. 

http:leastonceeachbusinessday.70
http:essentiallythenotionalvalueoftheobligation).69
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covered by a netting agreement. The Commission docs not explain, and we cannot discern, any reason 
for treating financial commitment transactions differently from derivatives transactions for purposes of 

netting ofobligations. 

Similar to derivatives transactions, various types of"financial commitmenc obligations" arc 
often entered into under netting agreements. For example, reverse repurchase agreements may be 

entered into under the form Master Repurchase Agreement published by the Securities Industry and 

Financial Markets Association {"SIFMA "),or the form Global Master Repurchase Agreement 

published by SIFMA and the International Capital Markets Association. Similar to the form oflSDA 
Master Agreement, these forms provide for amounts owed upon default or other termination to be 
determined on a net basis across transactions, as well as for net calculations and delivery ofcollateral.71 

Also, these forms provide that payments between the parties under the agreement are to be made on a 
net basis in a manner similar to ISDA Master Agrecmcnts.72 Because netting agreements for financial 

commitment transactions net payments in a manner similar to that ofnetting agreements for 
derivatives transactions, netting should be permitted equally for both types of transactions. The fund's 
obligations under these agreements are determined on a net basis, so in both cases, the amount of 

qualifying coverage assets required to be segregated by the fund should be determined on a net basis. 

b. Clarify Types ofAssets Eligible to Serve as Qualifying Coverage Assets 

Under the proposed rule, qualifying coverage assets for financial commitment transactions 
would include: (1) cash and cash equivalents; (2) assets that may be delivered to fulfill a fund's 
obligations under a financial commitment transaction; (3) assets that have been pledged with respect to 

the financial commitment obligation and can be expected to satisfy the obligation; and ( 4) assets that 

71 &e Sections 4, 11 and 12 ofthe form Master Repurchase Agreement and Sections 4 and 10 of the 2011 form ofGlobal 
Master Repurchase Agreement. 

72 See, e.g., Section 12 of the form ofMaster Repurchase Agreement: "(iii) [each ofthe parties agrees] that payments, 
deliveries and other transfers made by either ofthem in respec~ ofany [transaction under the agreement] shall be deemed to 
have been made in consideration ofpayments, deliveries and other transfers in respect ofany such [transaction] hereunder, 
and the obligations to make such payments, deliveries and other transfers may be applied against each other and netted.• See 

also Section 6(h) ofthe form Global Master Repurchase Agreement: ·subject to paragraph l O. all amounts in the same 
currency payable by each party to the other under any [transaction under the agreement Jor otherwise under [the 
agreement) on the same date shall be combined in a single calculation ofa net sum payable by one party to the other and the 
9bligation to pay that such shall be the only obligation ofeither party in respect ofthose amounts. 0 

http:MasterAgreements.72
http:fornetcalculationsanddeliveryofcollateral.71
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are convertible to cash or that will generate cash, equal in amount to the financial commitment 
obligation, prior to the date on which the fund can be expected to be required to pay the obligation.73 

The phrase "assets convertible to cash or that will generate cash"74 is ambiguous and could be 

subject to conflicting interpretations. We seek confirmation that the term "convertible to cash" 
encompasses fund portfolio securities or assets that may be sold or otherwise disposed ofin return for 

cash prior to the date on which the fund's obligation is due. The Commission should not limit the 
assets to those that mature or otherwise convert to cash under the terms ofthe instrument. So long as 

an asset with sufficient value could be liquidated for cash in hand before the fund is required to make a 
payment under its financial commitment transaction, the fund should have little risk that it would not 
be able to meet its payment obligations. Accordingly. we recommend adding a new definition to the 

proposed rule as follows: "Assets convertible to cash means any asset that the fund's investment adviser 

reasonably believes may be converted, sold or otherwise disposed ofin return for cash or cash 
equivalents received by the fund prior to the date on which the fund's financial commitment obligation 

is due." 

C. 	Conflnn that Certain Instruments are Neither Derivatives Transactions nor Financial 
Commitment Transactions 

According to the proposal, the Commission largely seeks to maintain the distinction between 

derivatives transactions and financial commitment transactions set forth in Release 10666.75 We 

generally agree with this approach and also request that the Commission clarify whether certain 
instruments would be considered a derivatives transaction or a financial commitment transaction under 

the proposed rule. 

The proposed rule would define a ..derivatives transaction" as: 

any swap, security-based swap, futures contract, forward contract, option, any 

combination of the foregoing or any similar instrument ... under which the fund is or 

n Proposed Ruic 18f-4(c)(8}(ii) and (iii). The definition ofqualifying coverage assets for financial commitment 
transactions appears to permit collateral posted for a financial commitment transactions to be considered assets that have 
been pledged and therefore ·segregated" for purposes ofthe asset segregation requirements. Ste Proposing Release at 80949 

c·Assets that a fund has transferred to its counterparcy in connection with a reverse repurchase agi-ccmcnt could be regarded 
as having been pledged by the fund for purposes ofparagraph (c}(8)(iii} ofthe proposed rule. Ifsuch assets can be expected 
to satisfy the fund's obligations under such transaction, the fund could, ifconsistent with its policies and procedures relating 
to qualifying coverage assets, segregate such assets on its books and records as qualifying coverage assets for such 
transaction"}. 

74 Proposed Ruic 18f-4(c)(8)(iii). 

75 The Commission chose to define ·derivatives transactions" and "financial commitment transactions" using lists of 
instruments rather than using a more technical definition because the scope ofany other definition could be too broad or 
more difficult to apply, and could capture instruments that arc not intended to be deemed senior securities. 

http:10666.75
http:requiredtopaytheobligation.73
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may be required to make any payment or delivery ofcash or oth~r assers during the life 

ofthe instrument or at maturity or early termination, whether as a margin or settlement 

payment or otherwise.76 

According to the Commission, the term "derivatives transaction" is intended to cover senior 

securities that obligate a fund to make future payments or delivery ofassetS to a fund's 

counterparty.77 

The proposed rule would define a "financial commitment transaction" as: 

any reverse repurchase agreement, short sale borrowing, or any firm or standby 

commitment agreement or similar agreement (such as an agreement under which a fund 

has obligated itself. conditionally or unconditionally, to make a loan to a company or to 

invest equity in a company, including by making a capital commitment to a private fund 

that can be drawn at the discretion ofthe fund's general partner).78 

Under the proposal, financial commitment transactions would not include fund obligations to 

deliver cash or assets "as part ofa regular-way settlement ofa securities transaction (rather than a 

forward-settling transaction or transaction in which settlement is deferred)."79 We agree. As the 

Commission recognized in Release 10666, regular-way settlement transactions are unlike financial 

commitment transactions because those transactions merely require delivery ofcash or assets and 

generally only require a briefperiod to settle a security.80 The Commission also should confirm that, 

similarly, when parties to a transaction do not agree by contract for a future delivery or settlement ofan 

asset and settlement generally is within the customary period oftime for that market, those transactions 

would not be financial commitment transactions or derivatives transactions. 

The proposal also indicates that existing staff positions under Section 17(£) requiring that a 

fund not have on loan, at any given time, securities representing more than one-third ofthe fund's total 

asset value, together with other guidance concerning securities lending, already may address any 

16 Proposed Ruic 18f-4(c)(2). 

n Stt Proposing Release at text surrounding nn. 142-43. Stt proposed Ruic 18f·4(c)(2). 

7B Proposed Ruic 18f-4{c)(4). 

.,., Stt Proposing Release at n. 147. 

1111 CJ Release 10666, supr11 note 4, at n.11 ("The Commission recognizes that, for example, in the ordinary purchase of 
cquiry securities there is often a delay ofa few days between the purchase ofthe security, and clearance and settlement. This 
general statement ofpolicy respecting Section 18 ofthe [ 1940JAct is not intended to address arrangements involving the 
purchase ofequity securities where the delay in delivery involves, for example, only the brief period usually required by the 
selling party and its agent solely to locate appropriate stock certificates and prepare them for submission for clearance and 
settlement in the customary wa(). 

http:security.80
http:generalpartner).78
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potential Section 18 concerns raised by a fund's obligation to return collateral received in connection 

with loaning securities. 81 We agree with the Commission's view that the one-third limit practically 

constrains the amount ofcollateral the fund can receive and its corresponding obligation to return such 

collateral.82 

Funds typically receive cash, and less frequently U.S. government securities and letters ofcredit, 

as collateral for loaned securities. The type ofcollateral, the availability ofthe securities on loan, and 
the fund's remaining assets address any concern that the fund would be unable to meet its obligations to 

return the collateral. Therefore, we request that the Commission confirm in any adopting release that 

an obligation to return securities lending collateral does not constitute a derivatives transaction, 
financial commitment transaction, or any other senior security for purposes ofSection 18 (provided the 
applicable no-action guidance is followed}. 

III- The Proposed Risk Management Program 

Depending on the extent and complexity ofits derivatives usage, a fund may be required under 
the proposed rule to adopt and implement a board-approved, written derivatives risk management 

program reasonably designed to assess and manage the risks associated with the fund's derivatives 
transactions. We support the SEC's adoption ofthe requirement for a fund to develop and maintain a 
formalized derivatives risk management program ifthe fund engages in significant amount of 

derivatives or highly complex derivatives, as specified in the proposed rule. 83 A formalized derivatives 

risk management program coupled with a robust asset segregation requirement (e.g., with risk-based 

coverage amounts} should ensure that funds meet their obligations, while addressing concerns about 

the potential for undue speculation. 

Under the proposed rule, a fund that engages in any derivatives transaction84 must adopt a 

written derivatives risk management program, unless the fund complies with a portfolio limit under 

which (i) the aggregate exposure associated with the fund's derivatives transactions (based on the 

notional value ofthe derivatives} does not exceed 50 percent of the value ofthe fund's net assets 

11 &e Proposing Release at text surrounding n. 149. The requirements set forth in the staffs no-action positions under 
Section 17(£) should address any Section 18 concerns relating to chc collateral. See, e.g., Brinson Funds, SEC ScaffNo· 
Action Letter (Nov. 25, 1995), available at 
https:/lwww.sec,gov/divjsjoos/inymmcnc/noaction/ 1997/hrinsonfunds 112597.pdf. 

81 See Sections 18(a) and 18(£) ofthe 1940 Acc. 

83 Proposing Release at 80935. 

114 A fund's use offinancial commitment transactions or other senior securities chat do not constitute a •derivatives 
transaction" would noc trigger the derivatives risk management program requirement. 

https://www.scc.gov/divisions/invcstmcnt/noaction/1997/brinsonfundsl
http:derivativesorhighlycomplexderivatives,asspecifiedintheproposedrule.83
http:collateral.82
http:withloaningsecurities.81
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immediately after entering into any derivatives transaction;8s and {ii) the fund does not enter into any 

complex derivatives transactions.86 The proposed rule would require the program to include various 

elements, including written policies and procedures reasonably designed to segregate the fund's 

derivatives risk management functions from the fund's portfolio management and to assess and manage 

the risks associated with the fund's derivatives transactions. These risks include leverage risk, market 

risk, counterparty risk, liquidity risk, and operational risk, as applicable, and any other risks considered 

relevant. In addition, the fund would be required to review and update the program periodically {at 

least annually). including any models (e.g., any VaR calculation models used by the fund during the 

period covered by the review), measurement tools or policies and procedures that are part of. or used in, 

the program to evaluate their effectiveness and reflect changes in risks over time. 87 

Regulated funds have made derivatives risk management an important focus offront, middle 

and back office operations. As a continuation ofthese efforts, requiring funds that use a significant 

amount ofderivatives or invest in complex derivatives to adopt a written, principles-based derivatives 

risk management program has the potential to benefit the industry by standardizing and making more 

consistent the parameters around which such funds monitor derivatives risk. 

We agree with the Commission that the risk management program should apply to derivatives 

transactions only, and not to financial commitment transactions and/or other senior security 

transactions. Further, we generally agree with the proposed elements ofa derivatives risk management 

program regarding the assessment and management ofrisks and, except as discussed below, periodic 

review and segregation offunctions, as set forth in the proposal. We commend the Commission for 

proposing a robust principles-based program rule, which allows each fund to implement a program that 

is customized to manage the risks posed by the fund's use ofparticular types ofderivatives and in the 

manner in which the derivatives relate to the fund's investment portfolio and strategy. 

15 In our study, 1,089 funds { 16 percent ofour sample) had notional exposures from their derivatives positions in excess of 
50 percent oftheir net assets. 

86 A complex derivatives transaction is dc6ncd as •any derivatives transaction for which the amount payable by either party 
upon settlement date, maturiry or exercise: (i) is dependent on the value of the underlying reference asset at multiple points 
in time during the term ofthe transaction; or {ii) is a non-linear function ofthe value ofthe underlying reference asset, other 
than due to optionality arising from a single strike price: &e proposed Ruic 18f-4{c){1). The requirement to adopt a 
program applies on a fund-by.fund basis. As a result, some funds within a complex might be exempt from the requirement 
while others would be required to adopt a program. 

tf1 The proposed rule provides that an annual review is a minimum requirement, and chat a fund should consider whether 
more frequent reviews arc appropriate depending on the circumstances. The proposed rule suggests that the written policies 
and procedures to manage the risks ofa fund's derivatives transactions might include portfolio tracking systems, exception 
reporting and other mechanisms designed to monitor derivatives risks and deliver current information to the relevant risk 
management personnel. The proposed rule also notes that the management ofderivatives risk could involve the evaluation 
ofcounterparcies, maintenance ofcontingency plans and communication between derivatives risk management personnel 
and the fund's portfolio managers or board members. 

http:complexderivativestransactions.86
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We recommend, however, a number ofmodifications to the specific elements ofthe derivatives 

risk management program. The revisions stay true to the Commission's regulatory objectives and also 
would ease associated burdens on funds. We discuss below our specific comments on the proposed 
derivatives risk management program, including recommendations regarding: {I) inadvertent crossing 

ofthe threshold used to determine which funds would be required to adopt the program; (2) 

implementation ofa de minimis threshold with respect to the use ofcomplex derivatives; (3) proposed 

improvements to the risk manager requirement, including permitting a group or committee to serve as 
the derivatives risk manager and permitting portfolio management personnel to serve on such a 
committee; and (4) the role ofa fund's board. 

A. Scope ofthe Derivatives Risk Management Program 

I. Cure Periods for Inadvenent Crossing ofNotional Threshold 

The proposed rule docs not make dear whether a fund that seeks to limit its exposure to 
derivatives to 50 percent or less ofthe net assets of the fund, but temporarily exceeds that threshold 
would be required to adopt a derivatives risk management program. We recommend that the 

Commission provide in any flnal rule that a fund that temporarily exceeds the 50 percent limit will not 
be required to adopt a derivatives risk management program.88 A fund could temporarily exceed the 50 

percent threshold solely due to market developments and the fluctuation ofthe fund's net assets. Such 

a temporary violation event does not warrant a fund and its board having to expend the resources to 
adopt a formal derivatives risk management program if the fund falls under the threshold within a 

reasonable cure period, such as 30 days. As we discuss below, the Commission suggests a 30-day cure 
period for inadvertent breaches ofthe proposed rule's portfolio limits. We believe a similar period of 

time should be granted when a fund temporarily exceeds the 50 percent threshold.119 

2. De Minimis Amounts ofComplex Derivatives 

The proposed rule would require a fund to adopt a derivatives risk management program ifit 

enters into any complex derivatives transactions, i.e., the use ofeven a single complex derivative, 

regardless ofits size or relationship to a fund's portfolio or net assets, would require that a program be 
adopted. The definition ofa complex derivatives transaction90 is broad enough that a wide range of 

funds may find it consistent with their investment strategies to enter into such transactions to a limited 
extent for investment, hedging. or other purposes. 

118 As we further discuss below, notional amounts arc not a good measure ofrisk or leverage. To the extent the SEC 
dctennincs to retain any limit or condition that relics on notional amounts, we strongly recommend that the SEC base those 
limits or conditions on risk-adjusted notional amounts. See infra, Section IV.D.l. 

87 See infra, Section IV D.5.b. 

~See supra, note 86. 

http:threshold.89
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We request that the Commission modify the proposed rule to permit a fund to use a de minimis 

amount ofcomplex derivatives transactions without giving rise to the risk management program 
requirement. Although we acknowledge the potential for greater risk ofloss and exposure to market 
risks from complex derivatives transactions,91 funds should not have to incur the expense and burdens 

associated with implementing a full derivatives risk management program if they engage in only a de 
minimis amount ofsuch transactions. For these purposes, we would recommend setting such de 

minimis threshold at 1 percent ofa fund's net assets {based on the complex derivatives transactions' 

risk·adjusted notional value. calculated in accordance with proposed Rule 18f4(c)(7)(iii)(C}), which is 
a levd that would result in minimal impact to a fund's portfolio. 

B. 	 Role ofthe Derivatives Risk Manager 

For a fund required to adopt a derivatives risk management program, the proposed rule would 

require the fund to designate, and the board to approve. a single person {not a group or committee) to 
administer the program. Such person would be required to be an employee or officer ofthe fund or its 
investment adviser or sub·adviser and could not be a portfolio manager ofthe fund. We generally 

support the concept ofspecifically tasking personnel to perform this function. but recommend a 
different approach to aspects ofthe proposed requirement. as discussed below. 

1. 	 Funds Should Be Able to Appoint Either an Individual or a Group/Committee 
As Derivatives Risk Manager 

We recommend that the Commission provide funds the flexibility to appoint either an 
individual or a group or committee to fill the role ofderivatives risk manager. Oversight ofderivatives 

risk management is complicated and requires some level ofexpertise in a number ofareas. including 
trading. liquidity, leverage, risk, documentation and legal concerns. Funds should have the flexibility to 

task a group or committee with responsibility for administering their derivatives risk management 
programs ifthat would lead to a more effective and workable result. Groups or committees often direct 

91 The Commission cites chc following concerns relating to the use ofcomplex derivatives transactions in specifying an 

alternative approach for determining the notional amount for a complex derivatives transaction: (i} that che notional 

amount for some complex derivatives. ifdetermined without regard to this provision, may not appropriately reflect the 
fund's underlying market exposure for purposes ofthe portfolio limit, and (ii} chat complex derivatives can have market risks 

that arc difficult to estimate due to the presence ofmultiple forms ofoptionality or other non-linearities, which similarly 

may not be adequately reflected in a notional amount calculated without separately considering each ofthe risks as wich the 

special provision for complex derivatives transactions in the proposed rule. Proposing Release at 80905. 
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other "complex and significant" fund functions. such as day-to-day implementation offund valuation 

decisions.92 

The Commission also notes that it believes that "having a designated individual responsible for 

managing the program should enhance its accountability and effectiveness. "93 Unlike other areas of 

oversight where the Commission has deemed it appropriate to require a single individual to oversee an 

aspect offund operations (e.g., the provision in Rule 38a-l that requires the fund's CCO to provide the 

board an annual written report on the fund·s compliance program), derivatives risk management falls 

within the scope ofa fund's investment management and risk monitoring operations, both ofwhich are 

the general responsibility ofthe fund's investment adviser. Derivatives risk management presumably 

would fall within the overall assessment ofrisk within an adviser. and each organization will have its 

own approach to managing all risks together (including derivatives risk, liquidity risk, operational risk, 

and any number ofothers). It would be artificial and potentially counterproductive to require a firm 

that determines a committee approach to risk management is the most appropriate to isolate derivatives 

risk management under a different control structure. 

The sheer diversity across the industry with respect to firm size. extent and nature ofderivatives 

use, investment strategies and risk profile, among other distinguishing factors, supports a conclusion 

that a rule on derivatives risk management should give a degree offlexibility to funds in establishing the 

contours and leadership oftheir derivatives risk management programs. 

Permitting a fund and its board to choose among different structures for a derivatives risk 

manager, such as an individual or groups/committees comprised ofadvisory personnel, sub-advisory 

personnel and/or fund officers, would be more consistent with the SEC's approach in the proposal for 

liquidity risk management.94 Under that proposal, a fund would be required to designate its investment 

adviser or officers, as opposed to an individual, as responsible for administering a fund's liquidity risk 

management program. The Commission states that the requirement in proposed Rule l 8f-4 differs 

~2 W c note that Ruic 38a-1 imposes a requirement that a single individual be appointed as chief compliance officer (•ccO") 
ofa fund. co avoid •balkanizc[ing) responsibility for fund compliance and isolate fund boards from compliance personnel, 
thus impeding boards' abilities to exercise their oversight responsibilities effectively." Compliance Programs oflnvesnncnc 
Companies and Investment Advisers, Release No. IC-26299, 68 Fed. Reg. 74714, 74721 (Dec. 24. 2003) (·Rule 38a-1 
Adopting Release·). The Commission noted in that case that Ruic 38a-1 •provides fund boards with direct access co a single 
person with overall compliance responsibility for the fund who answers directly to the board.• Jtl. at 74722. However, 
because ofthe existence ofRuic 38a- I, we do not think the same concerns arise in the context ofa derivatives risk 
management program, as any such program will be part ofa fund's compliance program and therefore will be under the 
ultimate oversight ofthe fund's CCO, who is required to report directly to the board. 

93 Proposing Release at 80943, n. 438. 

94 See Open-End Fund Liquidity Risk Management Programs; Swing Pricing; Re-Opening ofComment Period for 
Investment Company Reporting Modernization Release, Release No. I C-31835. 80 Feel Reg. 6227 4 (Oct. 15, 2015) 
(•Liquidity Management Proposal·). available at www.gpo.gov/fds.,vs/pkg/FR-2015-1O-l5/ptif!20 I 5-24507,pd£ 

http:No.IC-31835.80
http:liquidityriskmanagement.94
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from the approach taken in the Liquidity Management Proposal, noting chat "the risks ofderivatives 

transactions are complex and signiflcant."95 As explained immediately above, it is precisely for this 

reason that oversight ofderivatives could benefit signiflcandy from shared responsibility and day-co-day 

oversight by a group or committee ofindividuals with varied experience and expertise regarding 

derivatives. 

In addition, the Commission does, as it should, distinguish the derivatives risk manager from a 

fund's CCO, noting certain ways in which the roles diffcr.96 The Commission also notes that this 

distinction is consistent with the designation process the Commission proposed in the Liquidity 

Management Proposal.97 W c agree with this distinction, which supports the conclusion ·that it is 

unnecessary for a derivatives risk manager to be limited to an individual with sole responsibility for the 

program. 

Tasking an individual as a fund's derivatives risk manager particularly would be difficult for 

sub-advised funds. The proposed rule would permit the derivatives risk manager to be an officer or 

employee (other than a portfolio manager) ofa fund's sub-adviser.98 Although we agree in principle 

that sub-advisory personnel should be permitted to participate in overseeing the derivatives risk 

management program, we note that appointing an individual to oversee a derivatives risk management 

program, especially at a sub-adviser, may be particularly difficult in the context ofsub-advised funds. As 

the Commission knows, sub-advisory arrangements take a variety of forms throughout the industry. 

For example, a fund's adviser may be responsible for the fund's administrative and compliance 

functions and may engage a sub-adviser to manage the fund's investments. A fund may use one or more 

sub-advisers to manage particular sleeves ofa portfolio (e.g., a sub-adviser may be engaged to manage the 

commodity sleeve ofa portfolio while the adviser manages the fund's other assets). There also arc 

various iterations ofthe use ofboth affUiated and unaffiliated sub-advisers with varying degrees of 

interaction with, and knowledge ofthe activities of. the adviser and/or any other sub-adviser. 

Because ofthe various forms that sub-advisory arrangements may take, and given that 

derivatives risk management programs must be observed on a fund-by-fund basis, it may be unrealistic 
and/or unduly complex to require a single individual, especially at a sub-adviser, to be responsible for 

overseeing a fund's derivatives risk management program in the subadvisory context. For example, one 

" Proposing Release at 80943, n. 438 

% /ti. The Commission states: •Unlike the chief compliance officer under Ruic 38a- l, proposed Ruic l 8f-4 would not 
require that a derivatives risk manager only be removable by the board, nor would the board need co approve the derivatives 
risk manager's compensation. While we expect chat aderivatives risk manager would play an important role, we do not 
believe that his or her removal or compensation would in all cases be so central co the fund's investment activities or 
compliance function to require that risk managers should generally be appointed or removed only by the board." Id. 

'"Id. at n. 223. 

98 Id. at n. 440. 

http:manager)ofafund'ssub-adviser.98
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or more sub-advisers may not have access to the necessary trading. operational and compliance 
information available to the adviser or other sub-advisers to oversee effectively the program. It also may 

be impractical for a single individual to be able to report to the board in the context ofa fund that uses 

one or more sub-advisers. For these reasons, it is imperative that a fund retain the flexibility to 

designate the appropriate person or committee to serve as the derivatives risk manager, and that the 

fund and the appropriate sub-adviscr(s) retain the ability to negotiate derivatives risk management 

responsibilities. 

2. 	 Clarify Good Faith Decisions Do Not Create Liability for Derivatives Risk 
Managers 

W c strongly urge the Commission to make clear in any final rule that any good faith decisions 

made by the derivatives risk manager {whether an individual or group/committee) would not result in 

liability. As with risk management relating to investments generally, decisions regarding derivatives risk 

management arc fundamentally forward-looking in nature. So long as a derivatives risk manager is 

qualified to serve in such capacity and performs his, her or its duties in good faith, the Commission 

should make clear in any flnal rule or its adopting release that the derivatives risk manager would not be 

liable for the performance ofderivatives transactions or their effects on a portfolio, nor would the 

derivatives risk manager be targets ofCommission enforcement actions, in the event that a good faith 

decision ultimately turns out to be wrong. 

In addition, we urge the Commission to state expressly that a derivatives risk manager's 

supervisory and other duties only extend to overseeing the derivatives risk management program and do 

not relate to portfolio management decisions, such as approving individual transactions or investment 

decisions.99 

The guidance we recommend will advance che Commission's presumed goal ofensuring highly 

talented, well qualified, sufficiently senior professionals are willing to accept designation as derivatives 

risk managers. Without this guidance, the Commission would create an incentive, at best, to devote 

resources and attention away from derivatives risk management toward managing the high risk ofbeing 

second-guessed. At worst, the Commission would create a dramatic disincentive to serve as derivatives 

99 At least one Commissioner has expressed concern that unclear distinctions between responsibility for compliance and 
business policies might create perverse incentives for CCOs under Ruic 206(4)-7. Su Statement on Recent SEC Settlements 

Charging ChiefCompliance Officers With Violations ofInvestment Advisers Act Rule 206( 4 )-7, Commissioner Daniel M. 
Gallagher Uune 18, 2015). available at https://www .sec.govI ncws/statemcnc/scc·cco·sctdemcnts·iaa·rule·206-4-7 .html 
{stating that ·there is a significant risk that by caking ownership ofthe implementation ofthe policies and procedures, 
CCOs could unwittingly also be taking ownership of business functions, subjecting them co strict liability whenever there is 
a violation ofthe securities laws·). Without clarification as co potential liability, the same concerns would apply to 
derivatives risk managers. 

http:decisions.99
https://www
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risk managers. For similar reasons, the Commission should extend che guidance to liquidity risk 

managers, compliance officers, and fund trustees and directors. 

3. 	 Portfolio Management Personnel Should be Able to Serve as Part of 
Derivatives Risk Manager Committee 

To the extent any final rule permits a group or committee to ace as the derivatives risk manager, 

as discussed above, we believe that exclusion offund portfolio managers from participation in such 

group or committee would be unnecessary and counterproductive. Portfolio managers may have key 
insights and substantive knowledge regarding the use ofderivatives and the roles those derivatives play 

in a portfolio's risk proflle. Automatically excluding such individuals from serving on a group or 

committee responsible for derivatives risk management would limit its effectiveness. Indeed, one ofthe 

advantages ofallowing a group or committee to ace as the derivatives risk manager is to allow that 

function to draw on the diverse range ofinternal expertise relating to derivatives and their attendant 

risks. 

We recognize chat the Commission is concerned chat conflicts ofinterest may arise between the 

objectives ofthe derivatives risk manager and a fund's portfolio managers, as discussed in the proposal. 

The Commission should not prohibit the beneficial participation ofportfolio managers in a derivatives 
risk management group or committee entirely but should require each fund to institute policies 

reasonably designed to address any potential conflicts ofinterest. Funds, for example, could adopt 

policies providing that a portfolio manager may be a part ofa group or committee but may not have 

voting or ocher decision-making authority or serve as chairperson. Funds could consider requiring 

portfolio managers to recuse themselves from voting or other decision making authority with respect to 
derivatives portfolios they actively manage. Funds alternatively could consider limiting the percentage 

(e.g., 25 percent) of the group or committee that may be portfolio management personnel. On balance, 

having the benefits ofportfolio management expertise on such a group or committee would outweigh 

any potential risks ofundue influence ifappropriately structured. 

C. Board Responsibilities 

The proposed rule would require that a fund's board ofdirectors be responsible for general 

oversight ofthe derivatives risk management program. The Commission notes that this responsibility 

would resemble the board's proposed oversight role described in the SEC's Liquidity Management 

Proposal. The proposed rule would require a board, including a majority ofthe independent directors, 

initially to approve each fund's derivatives risk management program, as well as any material changes 

thereto, to approve the designation (but not the compensation or removal) ofthe derivatives risk 

manager, and to review at least quarterly a written report from the derivatives risk manager concerning 
the adequacy and effectiveness ofthe program. 

We generally agree with how the Commission has framed the role ofthe fund board within the 

proposed rule, i.e., as one ofoversight. We are concerned, however, that certain responsibilities that 
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would be required ofthe board go beyond oversight and require decisions that should be made by the 

investment adviser as part ofits obligation to provide an investment program for the fund. We support 

the detailed comments provided by the Independent Directors Council regarding responsibilities ofa 

fund board100 and note a few key points in this letter. 

Specifkally, we urge the Commission to avoid requiring the board to approve specific limits on 

derivatives transactions, models {including any VaR calculation models used during the period covered 

by the review), and measurement tools that are pare of. or used in, the program. 101 Instead, the adviser 

should be responsible for making such determinations, subject to the board's oversight and general 

principles and parameters set forth in the written program. It is inappropriate for the board to have to 

make determinations regarding the adequacy ofany specific risk monitoring techniques, which are 

more appropriately within the adviser's purview. Instead, a board should be required to determine that 

the derivatives risk management program as a whole is adequately designed to assess and manage risks, 

which could be a component ofits approval of the fund's overall compliance program. 

We also question the requirement that the board "review"_a fund's derivatives risk management 

program, which is inconsistent with the wording ofRule 38a-l setting forth analogous board 

responsibilities. Rule 38a- l requires the board to receive a copy ofthe CCO's annual written report 

concerning the adequacy ofa fund's compliance policies and procedures and the effectiveness oftheir 

implementation. We request that the Commission revise the proposed rule to be consistent with the 

language in Rule 38a-l to avoid any confusion about differences in meaning. 

Further, consistent with the requirement under Rule 38a-l and the Liquidity Management 

Proposal, we recommend that the SEC only require the derivatives risk manager's written report 
assessing the adequacy and effectiveness ofa program to be delivered to boards annually. rather than 
quarterly. This timeframe better aligns with how boards and risk managers should be allocating their 

time and efforts. Specifically, derivatives risk managers should spend more time managing the 
derivatives risk management program rather than writing reporcs. Ofcourse, material issues should be 
brought to the board's attention, as needed, and funds and boards could choose to adopt more frequent 
reporting. 

100 Letter from Amy B.R. Lancellotta, Managing Director, Independent Directors Council, to Brent J. Fields, Secretary, 
Securities and Exchange Commission, dated March 28, 2016. 

101 As recommended below in Section IV, funds should not have to identify in advance the portfolio limit to which they 
would adhere. Ifthe Commission adopts this recommendation, the board ofdirectors would not need to approve a 
particular portfolio limit but approve the policies and procedures thac che fund would use co comply with either portfolio 
limit. See infra, Section IV.D.5.c. 
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IV. 	 The SEC Should Not Adopt the Portfolio Limits, which Serve Only to Hann Funds 
and Their Shareholders 

The SEC proposes to require every fund that invests in derivatives transactions to comply 
either with a 150 percent notional exposure limit ("Exposure-Based Limit") or a 300 percent risk-based 
limit ("Risk-Based Limic").102 The Commission says its intent in proposing these limits is to address 

concerns that funds are not "unduly speculative." 

We disagree with these limits. Our views are expressed below, and we also demonstrate below 

that notional exposure has little to no relationship to the return volatility ofa fund. Ifthe SEC 
nonetheless determines to adopt portfolio limits, we recommend an alternative framework that would 
retain exposure and risk-based limits, but would do so in a manner that accounts for differences in risk 

in derivatives and would better preserve the benefits derivatives provide to fund investors. 

A. 	 ICI Study Demonstrates that the Portfolio Limits will Result in Adverse and 
Unintended Consequences for a Large Number ofFunds and Their Shareholders 

We do not believe the Commission was able co evaluate fully the impact ofthe Exposure-Based 

Limit or the Risk-Based Limit on funds because ofdata limitations.'03 The SEC's rationale in 

proposing the portfolio limits, in part, was based on the SEC's Division ofEconomic and Risk Analysis 
("DERA ")conclusion that only 4 percent oflong-term funds would exceed the Exposure-Based Limit 

and therefore be impacted by the proposed portfolio limits. 104 This conclusion was based on a study of 
approximately 10 percent ofthe funds and assets in the fund industry (approximately 1,200 funds with 

$1.7 trillion in assets under management). 

To supplement the record, we conducted our own analysis ("ICI Scudy") - Attachment A to 
this letter - and concluded that the rule, ifadopted, would have a more substantial impact than the 

SEC suggested. The ICI Study analyzed data from 82 complexes with 6,661 funds and $13.6 trillion in 

assets under management. I Cl's analysis represents 59 percent ofthe industry-wide number and 80 
percent ofthe industry-wide assets oflong-term mutual funds (including variable annuities and funds­

102 See proposed Rule l Sf-4(a}( l }. 

103 For example, the Commission noted that it did not have sufficient information to allow its staff to understand fully the 
impact ofthe risk-based limit on funds but noted that it has proposed to obtain additional information regarding derivatives 
transactions in the Fund Reporting Proposal. See Proposing Release at n. 313 and surrounding text. In this regard, we agree 
with Commissioner Piwowar that the Commission should have waited until it could analyze the data obtained pursuant to 
the new rules on fund reporting to propose any new requirements on the funds' use ofderivatives. See Commissioner 

Piwowar's Dissenting Statement, supra note 16. The data would have provided the Commission with more pertinent and 
concrete information on which to base its policy decisions. 

l<M See Daniel Deli, Paul Hanouna. Christof Stabel, Yue Tang & William Yost. Use ofDerivatives by Registered Investment 

Companies, SEC Division ofEconomic and Risk Analysis {2015} ("DERA White Paper"}, available at 
hctp://wwwscc.gov/dcra/staffpapcrs/wbjcc-papcrs/dcrivatim I 2· 20 I 5.pd£ 

http://www.sec.gov/dcra/starT-papcrs/whitc-papcrs/dcrivativcs


Mr. Brent Fields, Secretary 
March 28, 2016 

Page 35 of69 

of-funds), closed-end funds, and 1940 Act registered ETFs.105 We make the following observations 
regarding the DERA White Paper and the Commission's proposal based on the ICI Study. 

The DERA White Paper estimated that about 4 percent ofthe existing funds would exceed the 
150 percent exposure limit and about I percent would exceed the: 300 percent exposure: limit.106 These 

figures, however, failed to focus on the absolute number offunds that would be affected and their total 

assets. 

The ICI Study determined that at least 471 funds with $613 billion in assets would exceed the 
150 percent exposure limit and at least 173 funds with $338 billion in assets would exceed the 300 

percent exposure limit. It is important to note: that the ICI Study, like the DERA White Paper, reflects 
only one point in time and notional values relative to assets can vary widely over the course ofthe 

year.107 Indeed, the ICI Study also may underestimate the impact ofthe portfolio limits for two 

reasons. First, the calculations only measured exposure at one point in time - in this case, the end of 
2015, and the limits would operate on a continuous basis. Second, we elected not to extrapolate our 

findings to the industry as a whole and as a result, these figures should be viewed as lower bound 
estimates ofthe number offunds and assets the proposed rule affects. 

The ICI Study indicates that the proposed portfolio limits would have significant and perhaps 
unintended consequences on taxable bond funds. This flnding is in contrast to the D ERA White 

Paper, which did not note any particular impact on bond funds. 108 Taxable bond funds often use 

derivatives to mitigate risks (e.g., to hedge interest rate risk or credit risk) or gain exposure to the flxed 

income markets. The ICI Study shows that42 percent or 198 ofthe 471 funds with exposures relative 

to their assets greater than 150 percent were taxable bond funds. These bond funds represent 79 
percent (or $485 billion) ofthe $613 billion in assets over the 150 percent exposure limit. Overall, 
these funds represent 10 percent ofthe industry-wide number oftaxable bond funds and 15 percent of 

ios See infta, Appendix A. for a detailed comparison to the industry-wide number offunds and assets by type offund and by 
type ofinvestment objective. 

1°' The Commission seems to place emphasis on a presumption that a small percentage offunds ( 4 percent) would have to 
modify their investment strategics to satisfy the I SO percent Exposure-Based Limit (mainly certain alternative strategy funds 
and leveraged ETFs). In the ICI Study, for 96 percent offunds to pass the Exposur~·Bascd Limit, the threshold would have 
to be raised to 2SO percent. 

107 We note that 312 funds with $271 billion in assets under management had exposures between 100 percent and I SO 
percent ofnet assets. Funds' notional exposures will fluctuate depending on the market, and funds that arc below the l SO 
percent exposure limit may exceed l SO percent at some point. This group offunds will likely have to monitor their 
derivatives usage closely as they potentially could exceed the l SO percent exposure limit on a different date or over a different 
time period. In addition, many ofthese funds will have to manage their portfolios with a •cushion• sufficiently below the 
1SO percent exposure limit to ensure compliance. 

IOJI Ste Proposing Release at 80911 ("Based on this analysis we believe that, except for alternative strategy funds and certain 
leveraged ETFs. most funds should be able to comply with a I SO percent exposure portfolio limitation without modifying 
their portfolios·). 
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the industry-wide assets of those funds. 

The 300 percent exposure limit also has the greatest impact on taxable bond funds, as a group ­

64 percent or 111 ofthe 173 funds with exposure greater than 300 percent were taxable bond funds. 
These funds represented 80 percent {or $269 billion) of the $338 billion in assets over the 300 percent 

exposure limit. These funds represented 6 percent of the industry-wide number and 8 percent ofthe 

industry-wide assets oftaxable bond funds. 

Fixed income derivatives, such as interest rate swaps, shore-term interest race futures, and CDS, 

are important tools that many bond fund managers use to manage risks, gain exposure, or reduce 

exposure. Also. they generally arc more liquid and less costly co trade than cash bonds. Yet, under the 

proposed rule, taxable bond funds' use ofthese instruments would be limited, making bond portfolios 

more difficult and costly co manage - to the detriment oftheir shareholders. 

For example, consider a bond fund manager chat wants co lower the duration ofthe fund's 

portfolio temporarily. The manager uses 3-month Eurodollar futures to accomplish this because they 

are short-term, very liquid, and have an extremely low volatility ( 10-ycar annualized daily volatility of 

0.3 percent). Currently. the fund has $10 million, all in bonds each with a duration of 10 years. The 

fund manager's new duration target is 9 years and the manager could achieve this by selling $40 million 

in Eurodollar furores {Figure 1 ). After this transaction, the fund would have notional exposure of400 

percent. Because the transaction reduces the fund's duration, it is "risk-reducing." Nevertheless, under 

the proposed rule, this fund would not be allowed to conduct this transaction because it would be above 

300 percent notional exposure. 

Ifprecluded from using derivatives in this manner, the fund could still reduce its duration by 

selling some ofits 10-ycar bonds and buying bonds with shorter maturities. This strategy almost 

certainly drives up transaction costs for shareholders. In addition. if the fund is in the corporate bond 

space, it may be difficult to flnd bonds with the maturities and credit proflle necessary to meet the 

manager's objective. 



Mr. Brent Fields, Secretary 
March 28, 2016 

Page37 of69 

Figure I: Taxable Bond Fund Lowers Duration, But Exceeds 300% Notional Exposure 

Total assets = $10 million 

Current portfolio duration target= 10 years 

New portfolio duration target = 9 years 

Asset type Duration Weight Value 
(years) 

Bonds (long) 10 1 $10 million 

Eurodollar fi.Itures (short) 0.25 4 $40 million 

Value ofNotional Test= ($40 million/$10 million)= 400% 

Note: The duration ofthe portfolio (D,} is the weighted average ofthe duration ofthe positions in the portfolio (D1 and 
0 2). The formula is Op= w1D1 + w2D2. The new target portfolio duration (Dp) is 9, the weight on the bonds (w1}in the 
portfolio equals 1{$10 million/$10 million}, the duration of the bonds (D1} is 10, and the duration (02) ofthe Eurodollar 
futures is 0.25. Solving (9 =10 + .25 w2), we obtain W2 =-4. As a result, the manager sells short $40 million ( 4 "$10 million) 
in Eurodollar futures. 

In another situation, a fund manager may wish to increase temporarily the duration ofthe 

portfolio by six months. Assume as before that the fund has $10 million in assets, all in bonds each with 

a duration of 10 years. The fund manager's new duration target is 10.5 years. As shown in Figure 2, to 

achieve this target. the fund manager could take a long position of$20 million in Eurodollar futures. 

After this transaction, the fund would have notional exposure of200 percent. 

In this case, because the fund is increasing its duration, under the proposed rule, the fund could 

not consider this transaction to be "risk-reducing." As a result, this transaction would be prohibited 

because it would place the fund over the 150 percent Exposure-Based Limit. The fund, ofcourse, could 

extend its duration by selling some ofits bonds and, in turn, buy bonds with a duration greater than 10 

years. As before, buying and selling bonds in the cash market, rather than using derivatives, results in the 

same economic outcome for the fund's portfolio, but at potentially greater cost to the fund and its 

shareholders. 

http:futuresis0.25
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Figure 2: Taxable Bond Fund Increases Duration and Fails VaR Test 

Total assets = $10 million 

Current portfolio duration target = 10 years 

New portfolio duration target =10.S years 

Asset type Duration 

{years) 
Weight Value 

Bonds {long) 10 1 $10 million 

Eurodollar futures (long) 0.25 2 $20 million 

Value ofNotional Test= ($20 million/$10 million)= 200% 

Note: The duration ofthe portfolio (Dp) is the weighted average ofthe duration ofthe assets in the portfolio (D1 and D2). 
The formula is Op= w101 + w2D2. The new target portfolio duration (Op) is 10.5, the weight on chc bonds (w1) in the 
portfolio equals 1 ($10 million/SI0 million), the duration ofthe bonds (01) is 10, and the duration (Dz) ofthe Eurodollar 
futures is 0.25. Solving (10.5 = 10 + .25 wz), we obtain wz =2. As a result, the manager buys $20 million (2"$10 million) in 

Eurodollar futures. 

The ICI Study also found, as did the DERA White Paper, that the portfolio limits will have a 

significant impact on alternative funds- 47 percent or 221 ofthe 471 funds with notional values 

greater than 150 percent relative to their assets were alternative funds. These alternative funds 

represented 13 percent {or $79 billion) ofthe $613 billion in assets over the 150 percent exposure limit. 

Overall, these funds represented 34 percent of the industry-wide number and 37 percent ofthe 

industry-wide assets ofalternative funds. 

In sum, based on our analysis, at least 369 funds, with $458 billion in assets under management, 
either will have to de-register or substantially change their investment strategics to continue their 

businesses as registered funds. 109 We urge the Commission to consider more fully and carefully the 
necessity for, and consequences of. the portfolio limits it has proposed. 

109 The 369 funds and $458 billion estimates arc based on survey responses indicating chat a fund exceeded 300 percent 
notional exposure or had notional exposure between 150 percent and 300 percent and failed the VaR test or indicated the 
fund would fail the VaR ccst. Certain funds could not perform the VaR test, did not respond to the question, or indicated 
that they could pass the V aR test. Those funds and their related assets under management were not included in these 
figures. 

http:foturesis0.25
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B. The Portfolio Limits Inappropriately Rely on Gross Notional Exposure 

Both the Exposure-Based Limit and the Risk-Based Limit would cap a fund's notional amouncs 

attributable to derivatives.110 The proposed rule would require a fund to limit to specified percentages 
ofits net assets ics exposure from: {i) derivatives transactions (based on notional exposure); (ii) 
"financial commitment transactions" (based on obligation amount); and {iii) any senior security (based 

on total indebtedness). The proposed rule would define "notional amounts" generally to mean either: 

(i} the market value ofan equivalent position in the underlying reference asset for the derivatives 
transaction (expressed as a positive amount for both long and short positions}; or (ii) the principal 

amount on which payment obligations under the derivatives transaction arc calculatcd.111 

We urge the Commission not to adopt portfolio limics based on notional exposure. A fund 
with high notional exposure may be more risky, less risky, or equally as risky as a fund that has no 

exposure whatsoever to derivatives. As the Commission well recognizes, notional amounts typically 
overstate the risks that a fund may incur from derivatives.112 

Using notional amouncs as a basis for determining whether a fund is unduly speculative is 

flawed because notional exposures do not measure economic risk or leverage adequately. Consider, for 

example, two taxable bond funds that track the Barclays Aggregate Bond Index (shown in Figure 3). 
Each fund has $500 million in assets. Fund A invests in physical bonds and has no derivative positions. 
Fund B, on the other hand, holds nearly all ofits assets in cash and also invests in 5-ycar Treasury 

futures with a notional value of$500 million to gain interest rate exposure and 5-year index-based CDS 

with a notional value of$500 million to gain credit exposure. According to the proposed notional test 
("Notional test"), Fund A is unlevered, while Fund B has "leverage" of200 percent ($1 billion gross 

notional value divided by $500 million in assets, expressed as a percentage). These two rather different 
strategies have essentially identical economic risks and rewards, yet the proposed portfolio limics would 

prohibit Fund B's investment strategy, implicitly deeming it more speculative than Fund A. 

110 Set proposed Rule lSf-4(c )(3 }(i} (defining• exposure• to include •the aggregate notional amounts of the fund's 
derivatives transactions"}. 

111 Set proposed Rule 18f-4(c)(7}(i} and (ii}. 

IlZ Set Proposing Release at 80903 c·...WC recognize chat a derivative. s notional amount docs not reflect the way in which the 
fund uses the derivative and the notional amount is not a risk measure. An exposure-based test based on notional amounts 
therefore couJd be viewed as a relatively blunt measurement in that ditTcrent derivatives transactions having the same 
notional amount but ditTcrcnc underlying assets .•. may expose a fund to very different potential investment risks"}. 
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Figure 3: Two Funds with Different Strategies, Yet Essentially Identical Return Risk 

Fund A 

Portfolio composition 
3-Y car annualized daily 

return volatility 

Bonds in Barclays U.S. Aggregate Bond Index= $500 million 3.4% 

Notional value ofderivatives = $0 0% 

Value ofNotional Test= {$0/$500 million)= 0% Portfolio volatility1= 3.4% 

FundB 

Portfolio composition 
3-Year annualized daily 

return volatility 

Cash= $500 million 

Total notional value ofderivatives = $1 billion 

5-yearTreasury futures= $500 million 

5-year investment grade indexed CDS = $500 million 

0% 

3.0% 

1.3% 

Value ofNotional Test= {$1 billion/$500 million)= 200% Portfolio volatility2= 3.3% 

I. Because this portfolio holds bonds that replicate the Barclays U.S. Aggregate Bond Index, the portfolio's return volatility 
(u,) will be the same as that ofthe Barclays U.S. Aggregate Bond Index. 
2. Because this portfolio holds three different asset classes {asset class A {cash), asset class 8 {Treasury futures), and asset class 
C (indexed CDS)), the portfolio's return volatility (up) will be determined by the weight ( w) ofeach asset class in the 
portfolio, return volatility ( a2) ofeach asset class, and covariances { Cov) ofreturns ( r) between the different asset classes. 

This is mathematically represented as O'p = ./ a2,, where a2, = w2.a2. + w1ba2b + w1. a2, + 2w.wbCov{r••I'b) + 2w.w,Cov(r.,r.) 
+ 2Wbw,Cov(I'b,r,). Given that the total asset value ofthe portfolio is $500 million, each asset class has a weight of1 ($500 
million/$500 million). The variance ofthe returns on cash and covariance ofreturns on cash with Treasury futures and 
with indexed CDS is zero. For simplicity. we have assumed that the covariance ofreturns on Treasury futures and indexed 

CDS also is zero. This reduces the formula down to./a2P=./(<r2b + a-2,) =./(32+ l.32) = ./ 10.69 =3.3. If the covariance of 
returns between Treasury futures and indexed CDS had been taken into consideration, the realized 3-year return volatility 
would be 3.1 percent. Over the past 10 years, the annualized daily volatility of the Barclays U.S. Aggregate Bond Index was 
3.9 percent versus 3.8 percent for the synthetic portfolio (Fund B). 

Using notional amounts could produce an anomalous result by prohibiting a fund from 

creating a portfolio using derivatives that has the same economic risks and exposure as a portfolio of 

securities. W c question why two funds with economically the same return risk and exposure should be 

treated so differently - one prohibited and one permitted - based on whether a fund uses derivatives. 

In such instances, the proposal appears to prefer form over substance. 
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Moreover, elevated notional exposures are not indicative ofthe level ofexpected return risk. 

Alternative funds tend to make more use ofderivatives in their investment strategies and as a result, will 

tend to have higher notional exposures than other types offunds. Managed futures funds are an 

example ofa type ofalternative fund that makes extensive use ofderivatives. These funds generally 

provide investors a way to invest in trend-following strategies that are diversified across multiple 

markets and most have an overall target for return volatility to help limit portfolio risk.113 In Figure 4, 

we illustrate through a simplified example how a hypothetical managed futures fund can have high 

notional exposure, but relatively low expected return risk. 

Our hypothetical fund has $100 million in assets (cash) and an expected portfolio volatility 

target of7 percent. The fund invests across five asset classes: equity, fixed income, commodities, 

currency, and short-term interest rates wing derivatives. Managers generally decide how much risk, ex 

ante, each asset class is expected to contribute to the overall volatility target. In our simple example, 

equity, fixed income, commodities and currency each contribute 23.75 percent and combined they 

contribute 95 percent to the volatility target. Short-term interest rates contribute 5 percent. 

Once the risk contributions for each asset class are decided, we can determine the risk target of 

each asset class. Because equity, fixed income, commodities, and currency have the same risk 

contribution, they also have the same risk targets; whereas short-term interest rates, which have a 

smaller contribution to the overall target volatility have a lower risk target. To translate these risk 

targets into dollars for each type ofderivative contract, the risk targets for each asset class are scaled by 

their respective historical volatilities to obtain notional weights. These notional weights are then 

multiplied by the total assets ofthe fund ($100 million) to obtain the notional value ofthe derivative 
contract. 

As seen in the example, because Eurodollar futures have extremely low historical volatility, they 

must have a large notional amount to contribute their small- 5 percent - share to the fund's overall 

volatility target of7 percent. Our hypothetical fund would have notional exposure of677 percent of 

net assets, ofwhich roughly three-quarters is from exposure to short-term interest rates. 

m Trend-following strategics involve going long markets that have been rising and going short markets chat have been 
falling. betting chat chose trends continue. 
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Figure 4: Hypothetical Managed Futures Fund 

Total assets= $100 million 


Expected portfolio volatility target1 = 7% 


Asset class 

1. Equity: 
S&P 500 e-mini 

2. Fixed income: 
5-year Treasury futures 

3. Commodities: 
WTI crude oil futures 

4. Currency: 
Euro/U.S. forwards 

5. Short-term interest: 

Eurodollar futures 

Risk 

contribution 

23.75% 

23.75% 

23.75% 

23.75% 

5.0% 

Risk 

target2 

3.4% 

3.4% 

3.4% 

3.4% 

1.6% 

Historical 

volatility3 

21.0% 

4.0% 

36.4% 

10.2% 

0.3% 

Notional 

weight4 

0.162 

Notional 
amounts 

$16.2 million 

0.85 $85 million 

0.093 $9.3 million 

0.333 $33.3 million 

5.33 $533 million 

Total notional6 = $676.8 million 


Value ofNotional Test = { $676.8 million/$100 million) = 677% 


1. T argct expected standard deviation of the portfolio represented by D"p = ./a1p• 

2. T argct expected standard deviation ofeach asset class. For simplicity, we have assumed all covariances between asset classes 

arc zero. As a rcsulc,assecclass risk cargccs arc determined by solving up= ../(w1rrp + w1rrp+ w3rrp+ w4cr, + w5rrp) where the 

weight (w) is the risk contribution from the asset class (w1 = w1= W3 = W4 = .2375 and W5 = 0.05) and crp = 72• In this case, 

the formula reduces down co 7 = ./{4•0.2375•72 + 0.05'72
). The risk target for equity, flxcd income, commodities, and 

currency asset classes is 3.4 and the risk target for short-term interest is 1.6. 

3. Historical volatility is the annualized daily return volatility ofthe spcciflcd derivative concracc over the past 10 years. 
4. Notional weight determined by dividing the asset class risk target by its historical volatility. 
5. Calculated by multiplying $100 million by notional weight. 

6. Sum ofnotional amounts ($16.2 million+ $85 million+ $9.3 million+ $33.3 million+ $533 million). 
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Empirically, we can demonstrate that a fund's notional exposure has little to no relationship to 

its return volatility {often used in finance as an indicator of"risk"). In Figure 5, we plot the value ofa 

fund's Notional test as proposed against its twelve-month trailing volatility (annualized daily standard 

deviation ofa fund's returns over the previous year} for the alternative funds and taxable bond funds, 

respectively, that exceeded the 150 percent Exposure-Based Limit in our sample. 114 For alternative 

funds (top panel), the correlation between their return volatility and their notional exposure is a mere 

0.09 {essentially zero). We also compare these funds' return volatilities to that ofcwo widely used cash 

equity and bond benchmarks: the S&P 500 Total Return Index and the Barclays Aggregate Bond 

Index. The vast majority ofalternative funds with notional exposure exceeding 150 percent were 

between the two benchmarks. In every case but one, these funds had return volatility less than that of 

the S&P 500; thus, by this measure, these funds were less "risky" than plain vanilla large-cap equity 

funds. Indeed, some alternative funds had return volatility that was less than that ofthe Barclays 

Aggregate Bond Index. 

We obtain similar results for taxable bond funds. There is little, ifany, relationship between a 

taxable bond fund's notional exposure and the variability ofits returns. The correlation between their 

return volatility and their notional exposure is only 0.09 (bottom panel). About halfoftaxable bond 

funds with notional exposure exceeding 150 percent had return volatility that was less than that ofthe 

Barclays Aggregate Bond Index, including more than one-third that had notional exposure in excess of 

300 percent. 

11
• As noced earlier, these cwo cacegories offunds were impacced che mosc by the proposal. 
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Figure 5: Return Volatility ofFunds with Notional Exposure Greater Than 150 Percent 

Percent, year-end2015 
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1Excludes leveraged/inverse funds. 

2Mcasured as the annualized standard deviation ofthe fund's daily return over the previous twelve months. 

1Fund has annualized volatility range of7·20 percent with a target of 15 percent. 

4Fund has substantial shon-tenn interest derivatives. 


Sfunds that reported they fuiled the proposed VaR test or ifthey could not calculate VaR. reported that the return volatility 

ofthe fund's full portfolio was greater than the return volatility ofits securities portfolio. 
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Given these data, we disagree with the suggestion that a fund is "unduly speculative" simply 

because the fund exceeds arbitrarily drawn portfolio limits based on notional exposure. Other 

regulators recognize the drawbacks ofa notional exposure calculation in providing any meaningful 

information about leve.rage and risk. A report recently issued by the Office ofFinancial Research 

("OFR"), for example, explained the weaknesses ofdata based on notional exposure.115 Other 

regulators likewise have questioned whether notional amounts are appropriate measures for triggering 

regulatory oversight.116 

C. The Risk·Based Limit Alternative is ofLittle Value 

As discussed above, as an alternative to the 150 percent Exposure-Based Limit, the proposal 

would require a fund to comply with a Risk-Based Limit under which a fund can have notional 

exposures ofup to 300 percent ofthe fund's net assets ifthe fund meets a V aR test that measures 

whether the fund's aggregate use ofderivatives reduces, rather than magnifies, potential risk from 

market movements. The Commission apparently views an outer limit to exposure to be desirable, even 

for funds whose derivatives are determined to be "risk reducing," because funds otherwise could have 

large derivatives exposures that could increase unduly the speculative character ofa fund. 117 

Under the VaR test, funds would measure the VaR oftwo components: {i) the fund's entire 

portfolio, including securities, other investments, and derivatives transactions {"full portfolio VaR"); 

and (ii) the fund's portfolio ofsecurities and other investments, excluding any derivatives transactions 

("securities VaR"). A fund would satisfy the proposed VaR test, thus making it eligible for use of the 

300 percent Risk·Based Limit, if the fund's full portfolio VaR is less than the fund's securities VaR 

immediately after entering into any senior securities transaction. The shortcomings ofthe Risk-Based 

Limit were revealed in our analysis offunds' portfolio holdings. 

The proposed VaR test does not provide a meaningful alternative to the 150 percent Exposure­

Based Limit for two reasons. First, ifa fund exceeds the 150 percent Exposure-Based Limit, all ofthe 

derivatives transactions entered into by such fund in the aggregate must be risk reducing. which is not a 

115 OFR expressed two primary concerns with the use ofthese metrics: (i) different position types may present different 
risks; and (ii} gross notional exposure docs not account for netted positions. Specifically, OFR noted that, M(o)nc 
shortcoming ofboth [gross notional exposure) and aggregate derivative metrics is that they do not differentiate between 
different types ofderivatives, making it difficult to identify a hedge fund's portfolio risks by position type or notional size. 
For example, the notional values ofa CDS and an interest rate swap do not pose equivalent risk. [Gross notional exposure) 
also docs not account for netted positions, because it is based on summed absolute long and shore values." See Office of 
Financial Research, 2015 Financial Stability Report {Dec. 15. 2015) at 38, available at 
https:l/6nancialrcsearch,gov/6nancial-stahilitv·rcpom/6!cs/OFR 2015-Financial-Stability·Reporc 12-15-201 ;,pdt: 
116 Su Remarks ofCFTC Chairman Timothy Massad before the 2016 P.R.l.M.E. Finance Annual Confi:rcncc Oan. 25. 
2016), available at http:l/www.cftc.l."v/Prcs.~Room/Spi:c:Cbc:ffmimonr/opammad-38. 

117 See Proposing Release at 80923. The Commission also noted that a limit was included to address concerns regarding the 
effectiveness ofVaR. Id. 

https://financialresearch.gov/financial-stabilitv-reports/files/OFR
http:l/www.cftc.l."v/Prcs.~Room/Spi:c:Cbc:ffmimonr/opammad-38
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requirement for funds whose notional exposures do not exceed the Exposure-Based Limit. Indeed, the 
proposed V aR test would create the incentive for a fund to obtain within its investment mandate all its 

risk exposure through physical securities to maximize its securities VaR and only enter into derivative 
transactions that are risk-reducing. This outcome has potentially negative consequences if the physical 
securities trade in markets that are less liquid and more costly to transact in than the markets for the 

derivatives a fund would use as a substitute to obtain that same exposure. 

Second, for funds that hold cash and U.S. Treasury securities (rather than other types of 

investments) in addition to derivatives, the securities VaRgenerally would be dose to zero {because the 
VaR ofcash and U.S. Treasury securities is so low). It would be very difficult, ifnot impossible, for the 

full portfolio V aR to be lower than the securities VaR.118 

Our empirical analysis highlights these flaws in the proposed VaR test. In Figure 5, we also 
identified whether a fund passed the VaR test (blue dot), failed the VaR test {red dot), or did not 

provide a V aR test result {yellow dot) in response to the survey. At least two important findings stand 
out in both the alternative category and the taxable bond fund category. First, there are funds that have 
notional exposure over 300 percent, but passed the proposed VaR test. These funds have risk reducing 

derivatives in the aggregate, yet because their notional exposure exceeds an ad hoc limit, they are deemed 

to be unduly speculative by the SEC. Second, there are funds that have less than 300 percent notional 
exposure and pass the VaR test, but have return volatilities that are greater than those offunds with 

higher notional exposures that fail the proposed VaR test. It is impossible to determine which funds are 
"riskier" based on the results of the proposed VaR test. In looking at our full sample across all 

investment objectives, of the 298 funds that were between the 1 SO percent and 300 percent notional 

limits, only48 percent (143 funds) could calculate the VaR test and, of those, 72 percent (104 funds) 
failed it.119 

D. An Alternative Approach ifthe SEC Continues to Consider Limits 

Notwithstanding these significant concerns, if the Commission determines to adopt portfolio 
limits, it should make a number ofmodifications to minimize the negative impact ofthe rule. In 
particular, we recommend requiring a risk-based calculation ofnotional exposure, increasing the 

Exposure-Based Limit to 200 percent, and refining other parameters for calculating exposure. We 

further urge the Commission to remove the proposed requirement for funds to adopt one ofthe two 
alternative portfolio limits and instead require funds to comply with a new approach that would permit 

118 Although the Commission acknowledged that funds holding cash and cash equivalents and derivatives would not be able 
to satisfy the V aR test, we could not ascertain any basis for the Commission to permit such funds to exist up to the 
Exposure-Based Limit but, unlike with other types offunds, automatically prohibit those funds from gecring any exposure in 
excess ofthe Exposure-Based Limit. Ste Proposing Release at n. 314. 

119 Ofthe funds chat could not perform the VaR ccsc, 126 funds indicated that the return volatility ofthe fund's portfolio 
was greater than the return volatility ofits securities portfolio. Presumably, these funds also would have failed the VaR test. 
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funds to easily transition from one limit to the other.120 This new approach consolidates the limits 
allowing a fund to exceed its Exposure· Based Limit only if the fund is using those additional derivatives, 

in the aggregate, to reduce or limit risk. We discuss the elements ofour recommended alternative 

below. 

I. Adjust Notional Amounts ofDerivatives for Risk 

a. Conversion Factors 

As discussed above, the notional amounts for derivatives transactions with different underlying 

reference assets translate to very different risks and obligations yet they all are treated the same for 
purposes ofcalculating compliance with the portfolio limits. Actual risk posed by derivatives varies 
considerably not just based on notional amount but also the characteristics ofthe derivatives' 

underlying assets. 

Simply adding up the notional amount ofderivatives with different underlying reference assets 

provides an inaccurate picture ofthe amount ofleverage and risk within a fund portfolio. A fund that 

enters into interest rate derivatives, for example, is obligated to make only interest rate payments based 

on the notional amount ofthe contract, not payments equal to the entire notional amount of the 

contract. Similarly, as shown in Figure 6, a futures contract on an underlying asset with low volatility 

(e.g., two·year U.S. Treasury futures) historically has had significantly less return risk.than a futures 

contract on an underlying asset with higher volatility (e.g., the S&P 500 e·mini). 

120 Su proposed Ruic 18f-4{a){5)(i). 



Com futures 21.6% 23.5% 

WTI crude oil futures 48.5% 35.6% 

Gold futures 18.0% 

Euro/U.S. dollar forwards 11.9% 9.0% 

Yen/U.S. dollar forwards 9.8% 9.5% 

British pound/U.S. dollar forwards 9.2% 7.4% 

S&P 500 index 16.7% 13.7% 

Barclays U.S. aggregate bond index 3.7% 3.4% 

• Period ending March 18, 2016. 
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Figure 6: Historical Annualized Daily Volatilities ofVarious Types ofDerivatives 

. R •· 

2-year U.S. Treasury note futures 1.1% 0.8% 1.5% 

5-year U.S. Treasury note futures 3.2% 4.0%3.0% 

10-year U.S. Treasury note futures 5.2% 4.9% 6.3% 

U.S. Treasury long bond futures 12.5% 9.8% 10.7% 

U.S. Treasury ultra bond futures 14.3% 12.4% 14.5% 

1.6%5-year investment grade COX 1.3% 2.5% 

8.4%5-year high-yield COX 6.3% 5.7% 

Sources: Barclays/Lehman, Bloomberg. Citigroup. DataStream. IFS,JP Morgan. RBS, Standard & Poor's, and 
WMCO/Reuters 
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Focusing on notional exposure also systematically disadvantages certain types offunds that use 
categories ofderivatives thac have high notional amounts hue lower risk profiles. Prime examples ofthis 

are taxable bond funds thac use interest rate derivatives and global equity funds that hedge currency 
risk. 

To remedy some ofthe inaccuracies (and the overstatement ofrisks) inherent with the use of 

notional amounts, the Commission should allow funds to adjust the notional amounts attributable to 
derivatives based on the underlying asset classes. Regulators and market participants well understand 

the concept that derivatives with different underlying asset classes present different risk profiles.121 

The SEC and other regulators have allowed for adjustments to notional exposures by an 
appropriate factor to address concerns about relying on notional values. In setting the standardized 

"look-up table" ofinitial margin requirements for uncleared swaps, for example, the U.S. prudential 
regulators and the CFTC set the initial margin requirements as different percentages ofnotional 

amounts for each underlying asset class to better reflect the varying risk profiles for derivatives with 
different underlying asset classes.122 U.S. prudential regulators also use different risk factors for various 
categories ofderivatives in determining prudential capital requirements for U.S. banks that use 

derivatives.123 

Moreover, the SEC differentiated between different types ofswaps when it adopted its joint 

rules with the CFTC defining which entities would be required to register with the CFTC and/or the 
Commission in connection with their swaps activities.124 In chose rules, the Commission and the 
CFTC established a test that recognizes that using notional amounts without adjusting for the 

potential risks ofdifferent swaps was not an appropriate measure for determining whether an entity has 
a "substantial position" in those swaps and would therefore be required to register as a "major security­

based swap participant" with the Commission or a "major swap participant" with the CFTC.a2s The 

test appreciates that not all notional amounts should be treated equally and allows adjustments to 

121 The DERA White Paper provides similar reservations about using notional amounts, noting that ·because ofdifferences 
in expected volatilities of the underlying assets, notional amounts ofderivatives across different underlying asset[ s) (sic) 
generally do not represent the same unit ofrisk. For example, the level ofrisk associated with a $100 million notional 
amount ofan S&P 500 index futures is not equivalent to the level ofrisk ofa $100 million notional amount ofinterest rate 
swaps. currency forwards or commodity futures: Stt DERA White Paper, supra note 104, at 10. 

122 Stt infra, Appendix C; ste also Prudential Regulators Margin Rules, supra note 27, at Appendix A; CFTC Margin Rules, 

supra note 27. at Section 23.l 54(c). 

•u Ste iJ; sttalso 12 C.F.R. 3, app. C, S32 (Office ofthe Comptroller of the Currency bank capital standards). 

124 See Further Definition of.Swap Dtaler, • ·stcurity·Based Swap Dealer," "Major Swap Participant,• ·Major Security·Bastd 

Swap Participant" and Eligible Co11tract Participa11t, "77 Fed. Reg. 30596 {May 23, 2012) {*Final Major Swap Participant 
RuJe•), available at hups://www.gpo.gov/fdws/pkg/FR-20 I2-05-2-Vpdf/20! 2-10562.pdt: • 

12sSet id. 
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notional amounts depending on the underlying asset dass.126 Speciflcally, the Commission and CFTC 

rules allow an entity to determine its potential outward exposure to a category ofswaps or security­

based swaps by multiplying the total notional amount of the entity's positions in each such category by 
certain enumerated risk conversion factors to reflect the different potential risks ofthe different asset 
dasses.127 

We understand that the SEC and CFTC's risk conversion factors for swap registration status 
might reflect conversion factors for certain types ofderivatives that may not be the perfect flt for these 

purposes (e.g., short-term interest rate derivatives with one year or less residual maturity would have a O 

percent notional amount under the SEC and CFTC conversion factors). The conversion factors and 
the other regulators' "look-up tables" do reflect the SEC's and other regulators' dear understanding 
that notional amounts should be adjusted for different instruments when used to assess risk. 128 

b. Duration Weighting for Interest Rate Derivatives 

The Commission should normalize the duration weighting for interest rate derivatives if it docs 
not provide risk adjustments for notional amounts.129 As the ICI Study shows, the proposed rule would 
affect taxable bond funds disproportionately as compared to other categories offunds. Many "plain 

vanilla" taxable bond funds use derivatives to adjust the interest rate risk to their portfolios, often to 

achieve a shorter average portfolio duration to reduce overall portfolio risk. Allowing funds to reduce 

the notional amounts for these derivatives would better reflect their potential obligations and risks 

126 "The exposure measures in general would be based on the total notional principal amount ofthose positions, adjusted by 
certain risk factors that rcRcct the type ofswap or security-based swap at issue and the duration ofthe position.~ Further 
Dtflnition of"Swap Dealer," ''Stcurity-Bastd Swap Dtakr," ''Major Swap Participant," "Major Security Bastd Swap 
Participant"and "Eligible Contract Participant,• 75 Fed. Reg. 80174, 80192 (Dec. 21, 2010), available ac 
hccp~d/www.gpo.gov/fdsys/pkg/FR-2010-12-21/pdf/2010-3!I30.pdf. 

117 Stt infta, Appendix 0; stt also CFfC Regulation§ l.3(hhh){6)(iii)(B){2); Ruic 3a67-9{a)(3){i){B){2) under the 
Securities Exchange Ace of 1934. The risk conversion factors incorporate and build upon the risk multipliers used by U.S. 
bank regulators for purposes ofsetting prudential capital requirements and were designed co be consistent with chat 
approach. Su Final Major Swap Participant Ruic, supra note 124, at 30668-30669. In declining co implement certain 
changes to the risk conversion factors suggested by commcnccrs, the CFfC noted that it was •.•. building upon an existing 
regulatory approach that is comparatively simpler co implement and leads to reproducible results, rachcr than seeking to 
develop a brand new approach.• 

123 For operational case, ifthe Commission adopts a set ofrisk;adjustcd conversion factors, ic should clarify that a fund may 
determine to comply with chc Commission-established portfolio limits using the full notional amounts ofits derivatives 
contracts, rather than applying any conversion factor co adjust for risk. 

11' Normalizing the duration for interest rate derivatives is conceptually similar co risk-adjusting notional amounts across all 
asscc types. In essence, a fund would adjust the notional amount ofchc interest rate derivative based on its remaining 
duration. Lower duration derivatives would have higher adjustments. 

https://www.ppo.eov/faV/pkg/FR-2010.1
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while providing additional flexibility to taxable bond funds to adjust the duration oftheir portfolios for 
the benefit offund shareholders. 

Under the proposed rule, an interest rate derivative with a short duration and an interest rate 

derivative with a longer duration are treated the same for purposes of the Exposure-Based Limit and the 

Risk-Based Limit although the two derivatives transactions could resole in very different interest rate 
exposures. Conversely, the proposed rule would treat two separate methods ofachieving the same 
interest rate exposure differently for purposes ofcalculating notional exposure. A fund. for example, 

could achieve the same interest rate exposure by purchasing four 3-month, $1 million Eurodollar 

futures contracts, or by entering into an interest rate swap with a $1 million notional amount and a 12­
month term. The four 3-month futures contracts, however, would count four times as much toward 
the Exposure-Based Limit and the Risk-Based Limit under the proposed rule. Funds would therefore 

have an incentive to enter into the interest rate swap rather than the futures contracts even though the 

fund otherwise might prefer futures contracts for counterparty credit risk, liquidity, or other reasons. 

We recommend that notional amounts for interest rate derivatives be normalized, as suggested 

by the Commission in the proposal, to ten-year bond equivalents.130 The notional exposure ofthe 

three-month, $1 million Eurodollar futures contract, for example, would be adjusted to approximately 
$25,000 ($1 million divided by 40, converting a three-month contract into a ten-year bond equivalent). 

Normalizing interest rate derivatives to ten-year bond equivalents would be consistent with the manner 
in which the Commission permits private funds to report their gross derivatives exposure on Form PF 

and would reflect the relative risk ofinterest rate derivatives based on durations. 131 

c. Adjust Shon-Term Interest Rate Derivatives 

Ifthe Commission determines to adopt neither a risk-adjusted notional schedule nor a 

normalized duration weighting for interest rate derivatives, we urge at a bare minimum that the 

notional amounts for short-term interest rate derivatives (one year or less) be divided by an appropriate 
divisor for a twelve-month period. Ifa fund held $200 million in notional amount of3-month 

Eurodollar futures contracts, for example, the notional amount would be divided by four, resulting in 

an adjusted notional exposure of$50 million. This reduction in notional amount again would better 
reflect the risk ofinterest rate derivatives and would be consistent with the treatment ofshort-term 
futures contracts in the DERA White Paper. As the Commission discussed in the proposal (and as 

recognized by DERA), calculating the notional amounts for these shorMerm interest rate derivatives 
without adjusting to a 12-month period could overstate the magnitude ofthe fund's investment 

130 See Proposing Release at 80908. Because funds typically would not owe more than the notional amount on any 
derivatives contract, bonds that have a duration longer than ten years should have a notional amount equal to the full 
notional amount ofthe contract. and not higher. 

m See Item 26 ofForm PF (permitting funds to report for a IO-year bond equivalent). 
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exposure.132 We urge the Commission to adopt more than this minimum adjustment, which alone 
likely will not be sufficient to bring many funds below the 150 percent Exposure-Based Limit.133 

2. 	 Other Revisions to Calculating Notional Exposure 

a. Exclude Direct Hedging Transactions from Portfolio Limits 

The Commission did not propose adjusting notional amounts to exclude derivatives that 
arguably may be used to hedge or cover other transactions. The Commission states that it would be too 

difficult to develop a suitably objective standard and that confirming compliance with any such 

standard would be difficult, both for fund compliance personnel and Commission staff. 134 The 
Commission reasoned that hedging relationships may be difficult to describe effectively in an exemptive 
rule and that many hedges are imperfect.135 

We agree that describing various hedging scenarios may be difficult and could be subject to 
varying interpretations. That said, we believe that certain narrowly tailored exclusions can and should 

be crafted in an objective manner so as to limit the concern about differing interpretations or unclear 
delineation between a hedge and leveraged transactions thereby permitting confirmation ofcompliance. 
We therefore recommend that the Commission permit the notional amount ofderivatives transactions 

entered into for very discrete hedging purposes to be excluded from the calculation ofthe Exposure­

Based Limit and the Risk-Based Limit. Providing these limited exclusions for certain direct hedging 

transactions would not be at odds with the Commission's policy objective ofassuring that funds are not 

unduly speculative due to derivatives use. In this regard, we recommend that the Commission permit 
funds to exclude the notional amount ofderivatives transactions that reduce the specific risk exposure 

ofa portfolio security or its currency that is directly related to such security or currency and is limited to 

the total amount ofthe long position being held. The hedging exclusion would be limited to the 

following circumstances: 

• 	 A currency derivative that provides short exposure to a currency in which a security 
held by the fund 

0

is denominated, and the short exposure does not exceed the value of 

the security; 

• 	 A written call option on securities in the fund's portfolio; and 

132 See Proposing Release at 80908. 

m According to the ICI Study, ofthe 471 funds with $485 billion in assets that exceed the 150 percent Exposure-Based 

Limit, only 28 funds with $74 billion would pass the limit after a short·term interest rate adjustment. 


134 See Proposing Rdcasc at 80909. 


us See Proposing Release at 80914. 
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• 	 A purchased single-name CDS that provides credit protection on the issuer ofa security 
held by the fund with a notional exposure that docs not exceed the principal amount of 
the security. 

These hedges arc akin to direct offsets that reduce or eliminate economic exposure. Limiting 
the reduction to notional value ofa direct hedge to the value or principal amount ofa security held by 

the fund further ensures that the derivative does not provide speculative exposure. 

b. 	 Exclude Financial Commitment Transactions from Ponfolio Limits 

Under the proposed rule, funds would be required to include financial commitment 

transactions in the exposure calculation for the portfolio limits.136 Funds also would be required to 

segregate qualifying coverage assets equal to the full amount of their financial commitment obligations. 

Segregation ofqualifying coverage assets substantially limits any leverage that may be obtained 

through financial commitment obligations. Including financial commitment transactions in the 

calculation ofnotional amounts for purposes of the Exposure-Based Limit and the Risk-Based Limit is 
therefore unnecessary to limit leverage or "undue speculation." We therefore urge the Commission to 
exclude financial commitment transactions from the exposure calculation for the portfolio limits 

because the proposed asset segregation requirement for such transactions would address the 

Commission's concerns about both avoiding undue speculation and ensuring that funds have sufficient 

assets to make their payment obligations. 

Our recommendation is consistent with other parts ofthe.proposal, which exclude financial 

commitment transactions from certain or most ofthe other requirements ofthe proposed rule. For 

example, the proposal requires funds to adopt derivatives risk management programs only ifthey exceed 
a 50 percent exposure limit on derivatives, regardless ofwhether or not financial commitment 

transactions arc used. In fact, the portfolio limits and the derivatives risk management program would 

not apply at all to a fund that engages in financial commitment transactions but uses no derivatives. 
We assume the Commission chose to treat financial commitment transactions differently than 

derivatives in these important respects because, even though the Commission considers financial 
commitment transactions to be senior securities, the concerns underlying Section 18 are sufficiently 

addressed through the proposed asset coverage requirements. 

Ifthe Commission does not agree with this approach, we ask that the Commission instead 

require funds to segregate a mark-co-market amount and risk-based amount rather than the full 
notional amount ofthe financial commitment obligations and that, for purposes ofthe portfolio limits, 

it permit funds to net financial commitment transactions in the same manner as derivatives 

transactions. 

136 Stt proposed Ruic l 8f-4(b)( 1 ). Su also proposed Ruic 18f-4(c)(S) (defining "financial commitmcnc obligationsn). 
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c. Permit Netting Across Different Instruments for Ponfolio Limits 

The proposed rule would permit funds to net notional amounts from any directly offsetting 
derivatives transaction that is the same type ofinstrument and has the same underlying reference asset, 
maturity, and other material terms (although permitting different councerparties).137 The netting 

exception is extremely limited and is designed to apply only to those situations in which a fund 

effectively would use an offsetting transaction to settle all or a portion ofa transaction prior to its 
expiration or maturity.138 

We support the proposed netting provision but request that the Commission remove the limits 

on netting to transactions involving the same type ofinstrument. Funds may find it more efficient and 
less costly to eliminate the economic exposure oftheir positions through the use ofan instrument that 
is different from the one it is holding. For example, a fund may hold a long currency future but decide 

to eliminate the position with a short currency forward having the same underlying reference 
currencies, maturity, and other material terms. A short currency forward provides the same exposure to 

the underlying currencies as a short currency future. Offsetting positions in different instruments that 
have the same material terms could be reasonably expected to eliminate market risk. 

Similarly, we request confirmation on the treatment ofrolling forward contracts. We 

understand that a fund would be permitted to net a short forward contract with a long forward 

contract having the same underlying reference asset, maturity, and material terms. We understand, 

however, that funds often offset outstanding currency forward contracts with "spot" contracts with 

offsetting positions in the same underlying currencies.139 Spot contracts offset the currency exposure in 
the outstanding currency forward contract in the same way as an offsetting long forward transaction. 
Therefore, a fund should be able to net a short forward contract with a long"spot" contract having the 

same underlying reference currencies, maturity, and material terms. Given that the "spot" transactions 

economically would be offsetting the forward contracts, we seek confirmation that a fund could net 

both instruments under the proposed rule. 

d. Clarify Calculation ofNotional Amounts for Cross-Currency Forwards 

The proposal provides a table listing different types ofderivatives transactions and methods by 
which funds typically would calculate a transaction's notional amount.140 For FX forwards, the table 

indicates that the notional amount would be the notional contract value ofthe "currency leg(s)." For 
currency forwards in which one ofthe legs is U.S. dollars (or the base currency of the fund), we request 

m Stt proposed Rule 18f-4(c)(3)(i). 

138 See Proposing Release at 80906. 

B? These contracts typically arc referred to as ·spot" contracts rather than •forward" contracts because they sctde within the 
typical setdement period for delivery ofthe underlying currencies {for most currencies, two business days}. 

140 See Proposing Release at 80902, Table 1. 

http:offsettingpositionsinthesameunderlyingcurrencies.13
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that the Commission clarify that the notional amount is the notional value ofthe U.S. dollar (or base 
currency) leg.141 

Moreover, the Commission should explain how a fund should calculate the notional amount of 
a currency forward when both legs arc in non-U.S. currencies. Ifthe contract is a cross-currency 

contract and neither currency is U.S. dollars {nor the base currency ofthe fund), for example, the 

Commission should clarify whether the notional amount should include both legs ofthe currency 

forward or only one leg. The method used for determining the notional amount ofthese contracts 

could have a material impact on the calculation ofthe Exposure-Based Limit and Risk-Based Limit for 
some funds, and therefore it is important for the Commission to clarify which method should be used. 
Doing so will assure that funds determine the amounts in a consistent manner. 

c. Clarify Calculation ofNotional Amounts for Complex Derivatives 

To calculate the notional amount ofcomplex derivatives, the proposal would require funds to 
compute the aggregate notional amount(s) ofone or more instruments, excluding other complex 

derivatives transactions, reasonably estimated to offset substantially all of the market risk ofthe 
complex derivatives transaction at the time the fund enters the transaction.142 This portion ofthe 
proposal seems particularly unclear and could lead to vastly different estimates ofnotional amounts 

based on subjective determinations. In addition, we understand that some derivatives contracts may 

not be able to be replicated using non-complex derivatives to determine notional values (e.g., Asian 

options). We therefore recommend that the Commission adopt a more objective approach measuring 

the exposure ofan investment in the underlying instruments.14> Employing a single objective 

determination would eliminate variability and subjectivity and promote consistent methodologies. 

3. Raise the Exposure-Based Limit to 200 Percent 

We urge the Commission to raise the Exposure-Based Limit to 200 percent. A 200 percent 

Exposure-Based Limit would help ensure that the new regime is not unduly restrictive nor fraught with 

141 JJ. at Table I. U ndcr the Undertaking for Collective Investments in T ransfcrablc Securities c·ucrrs•) framework, the 

notional amount would be the notional amount ofthe contract in the base currency. See Committee ofEuropean Securities 

Regulators, CESR sGuidelines on Risk Measurement anJ the Calculation ofGlobalExposure anJ Counterparty Riskfar 
UC/TS (Apr. 19. 2010), available at https://www.esma.europa.cu/sitcs/dcfault/61cs/library/2015/l l/l0_108.pdf. Thus, if 

the base currency in the USD/curo forward contract is U.S. dollars, then the notional amount would be the notional 

amount of the U.S. dollar portion ofthe contract. 

142 See proposed Ruic 18f-4{c}{7}(iii){C}. 

143 For example, the method ofcalculating notional exposure under the Alternative Investment Fund Managers Directive 

(" AIFMDD) may be a possible approach for certain complex derivatives transactions. The AIFMD provides, for instance, 
that the notional exposure ofso-called barrier (knock·in, knock·out) options is determined by the following formula: 

number ofcontracts • notional contract size • market value ofunderlying equity share • delta. The AIFMD also provides 

conversion methodologies for determining the notional exposure ofvolatility and variance swaps. See European 

https://www.esma.europa.cu/sitcs/dcfault/61cs/library/2015/l
http:instruments.14
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unintended consequences-i.e., requiring a signifkant percentage offunds to adjust their investment 

programs potentially to the detriment ofshareholders. We believe the Commission could adjust the 
limit in this way, without compromising its objective ofensuring that funds are not unduly speculative. 

The Commission stated that it considered a number offactors in setting the Exposure-Based 

Limit at I SO percent. First, the Commission considered that the amount represents the level ofmarket 

exposure that would be possible through securities investments augmented by borrowings permitted 
under Section 18. Second, the Commission considered the extent to which different exposure limits 

would affect funds' ability to pursue their strategies. Third, the Commission considered that funds 

using any derivatives can experience derivatives-related losses, including with exposures below the limits 

proposed. In connection with these considerations, the Commission noted that a I SO percent limit 
would permit funds and their advisers generally to continue to operate and pursue a variety of 

investment strategies, including alternative strategies.144 

Although these factors may be helpful, the selection ofany percentage limit, including the 150 
percent Exposure-Based Limit, seems to involve more art than science. Further, because funds likely 

will have internal compliance systems that will impose a lower limit than the Exposure-Based Limit to 
ensure that the funds do not exceed the limit, 145 raising the threshold to 200 percent will give funds 

some greater flexibility. Given that market conditions or redemption activity can affect net asset value 

{and therefore compliance with the Exposure-Based Limit even without a change in the notional 

amount ofderivatives transactions), ~e believe raising the threshold by our recommended amount is 

reasonable. 

4. Revise the VaR Test 

We recommend two alternative VaR tests to replace the proposed V aR test that is, as discussed 

above, oflimitcd use to funds. If the Commission raises the Exposure-Based Limit to 200 percent of 
net assets, the "additional" amount ofnotional exposure that a fund could take on under the Risk-Based 

Limit using one ofthe two tests described below should remain at 150 percent. The Risk-Based Limit 

therefore would be 350 percent ofnet assets. 

Commission Ddcgatcd Regulation {EU) No. 231/2013 of 19 Dec. 2012, supplementing Directive 2011 /6l /EU ofthe 
European Parliament and ofthe Council, Articles 8 and 10, and Annex II at items 3 and 4, available at http://cur· 
lex.europaeu/legal-contcnt/EN/TXT/PDFI ?uri=CELEX:320 l 3R023 l&from=EN. 

144 Stt Proposing Rdcasc at 80909-10. Still, the Commission recognized that particular funds would need to modify their 
portfolios to reduce their use ofderivatives to comply with a 1 SO percent Exposure·Based Limit. 

l4S W c bdicvc funds will likely have a lower internal limit particularly if the tests arc conducted on a daily basis as 
recommended below to avoid breaching the limit. 

http://cur
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a. Require Derivatives Above the Exposure-Based Limit to be Risk Reducing 

The Commission should modify its proposed VaR test, used for purposes ofthe Risk-Based 
Limit, to address certain deficiencies. Our recommendations also would make it possible for a fund to 
avail itself ofeither the Exposure-Based Limit or the Risk-Based Limit at any particular time. 

We recommend that, ifa fund's notional exposures exceed the Exposure-Based Limit, only the 
notional amount ofthe fund's derivatives transactions that are in excess ofthe Exposure-Based Limit 

would have to be risk-reducing in the aggregate. Rather than the comparison in the proposed rule, our 
recommended approach would compare the VaR ofthe fund's portfolio with notional exposure equal 

to the Exposure-Based Limit to the VaR ofthe full portfolio, including the additional notional 
exposure (in excess ofthe Exposure-Based Limit). In other words, funds would be required to compare 
the full portfolio VaR to the VaR of(i) all securities and other assets ofthe fund, exclusive of 
derivatives; plus (ii) derivatives transactions and senior securities whose aggregate exposures equal the 
Exposure-Based Limit ('"exposure-limit VaR ") .146 Ifa fund's full portfolio V aR is less than its cxposurc­

limit VaR, then the fund should be entitled to obtain exposure up to the Risk-Based Limit. For 

operational reasons and as further discussed below, we recommend that the exposure test be computed 
once each business day. 147 

Under the proposal, a fund could invest in any securities and derivatives, whether those 
derivatives increase exposure or are "risk reducing," so long as the fund's exposure docs not exceed the 

Exposure-Based Limit. Consistent with this approach, only the additional derivatives chat increase a 
fund's notional exposure above the Exposure-Based Limit should be required co be, in the aggregate, 

risk-reducing. This proposed approach would maintain the structure ofthe Commission's Risk-Based 

Limit framework while allowing more funds to qualify for use ofthe Risk-Based Limit through a more 
rational application ofthe VaR test. 

Comparing the full portfolio VaR to the exposure-limit VaR would allow funds to benefit 

from both ofthe Commission's two tests and allay the concerns offunds that are close to the Exposure­
Bascd Limit that they can transition to the Risk-Based Limit. As we noted earlier, the data from both 

the DERA White Paper and the ICI Study show funds' compliance with the limits as ofone particular 
point in time. Funds' use ofderivatives varies daily and, over longer periods oftime, a fund's aggregate 
exposures could have broad ranges. Therefore, a fund that has notional exposure of 145 percent ofnet 

assets (or 195 percent under our proposed Exposure-Based Limit) holding derivatives that are not, in 
the aggregate, risk reducing could proceed to enter into new derivatives or senior securities transactions 

by availing themselves ofthe Risk-Based Limit rather than changing its investment strategy as soon as 

146 As discussed above, among other things, the aggregate notional exposure should exclude financial commitment 
transactions and adjust derivatives' notional amounts based on the risk arising from the category ofderivatives transaction. 
Ste supra, Sections IV.D.2.b and IV.D.l. 

147 Ste infta, Section IV.D.5.a. 
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its exposure exceeds 150 percent. The fund only would need to determine whether any additional 
derivatives entered into above the Exposure-Based Limit would increase the fund's VaR. 

b. Use an Absolute VaR Test with Portfolio Limits 

Alternatively to the recommendation above, the Commission should consider replacing the 

proposed VaR test with an absolute VaR test. Under the absolute VaR test, a fund would be permitted 

to have notional exposures up to the Risk-Based Limit if the VaR ofthe fund's portfolio is equal to 20 

percent or less ofthe fund's net assets. In employing an absolute VaR test, the Commission could 

consider standardizing certain specific VaRcomponents or methodology to ensure greater uniformity 

across the industry or to address any concerns about the variability and subjectivity ofthe test. 

An absolute V aR test would limit the amount ofportfolio risk chat funds could incur with 
derivatives. Additionally, funds would be limited in the notional amount ofexposure they could incur 

consistent with the SEC's proposed VaR test. Funds {particularly those with advisers that have 

experience complying with the absolute VaR test in Europe) also would have familiarity with its 

operation and one common VaR calculation could be used globally, which has the benefit of 

operational ease and efficiency.148 

c. Require V aR to Be Reported as a Percentage ofAssets 

The proposed rule would define VaR as "an estimate ofpotential losses on an instrument or 

portfolio, expressed as a positive amount in U.S. dollars, over a specified time horizon and at a given 

confidence level" {emphasis added).149 

Using a V aR calculation based on dollar amounts could lead to perhaps unintended results.150 

A fund that has $100 million in net assets with 60 percent ofchose assets in securities and 40 percent of 

those assets in unrealized gains from derivatives would show a V aR with a base dollar amount of$60 

million for the securities V aR and a VaR with a base dollar amount of$100 million for the full portfolio 

VaR.151 If the fund determines that its securities VaR {measured as a percentage) is 5 percent but its full 
portfolio VaR {measured as a percentage) is 4 percent, then the fund should be able to use the Risk­

Based Limit because derivatives are reducing the risk of the fund's portfolio. If the VaR needs to be 

148 Firms have spent considerable sums developing V aR systems to comply with UC ITS and other global regulations. For 
operational efficiency, we urge that any new framework seek to build off the processes that firms already have in place. The 
operational efficiencies ofan approach that fits with existing processes will make market risk monitoring more efficient in 
the long run. 

149 See proposed Ruic 18f-4(c)(l l). 

150 These concerns may not apply to funds that only invest in futures that settle each day. 

151 W c understand that, for purposes ofdetermining net assets, funds do not reflect the notional amounts ofderivatives 
contracts but unrealized gains and losses from those contracts. Nevertheless, unrealized gains and losses on derivatives could 
be a significant part ofa fund's net assets. · 

http:added).14
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expressed in terms ofU.S. dollars {rather than a percentage), however, the securities VaR would be 

equal to $3 million (5 percent of$60 million) and the portfolio VaR would be equal to $4 million (4 
percent of$100 million). Thus, even though the full portfolio VaR is lower than the securities VaR 

measured as percentages, the full portfolio VaR would be higher than the securities V aR ifmeasured by 
dollar amount. W c urge the Commission to use the calculation ofVaR as a percentage ofassets rather 
than a dollar amount.152 

S. Other Matters Related to Portfolio Limits 

a. Permit Funds to Compute Portfolio Limit Tests Once Each Business Day 

The proposal would require funds to compute the portfolio limit tests immediately prior to 
entering into each senior securities transaction.151 W c recommend that, in lieu ofimposing these 

difficult real-time operational burdens on funds, the Commission permit funds to test for compliance 

with exposure limits and the VaR test once each business day to provide funds with sufficient time to 

monitor appropriately and review their senior securities transactions. The daily checks would provide 
frequent enough monitoring and enable funds to ensure that their computations are performed with a 
more exacting result and remain compliant on a daily basis. 

To ensure that funds do not run afoul ofthis proposed requirement, a fund would need to keep 
track ofits derivatives exposures and net assets on a real-time basis throughout each business/trading 

day. For instance, ifa portfolio manager determines to place a trade to enter into a swap agreement, he 
or she would need to know the fund's precise derivatives exposure and net assets immediately prior to 

the transaction to determine whether the trade is permissible. A fund also would have to undertake 

potentially complicated V aR calculations on a real-time basis throughout the trading day to comply 

with the Risk-Based Limit. 

Calculating these tests on a real-time basis throughout the trading day would be operationally 

impossible for very many at the current time. Many funds would have to develop systems to aggregate 
and monitor in real time a fund's complete derivatives holdings, including aggregate notional amounts 
as ofa certain point in time, as well as other senior securities transactions. The data for these 

instruments arc often kept within different departments at the investment adviser and are not 

necessarily maintained with the rest of the fund's portfolio holdings, especially in the case ofover-the­
counter instruments or fund borrowings. Therefore, systems would have to be updated to access and 
provide this data in real time, which would be costly, increasing fund shareholder expenses significantly. 

More problematic are similar systems issues associated with making VaRcomputations in real 

time. The contributions ofa fund's various senior securities and other holdings to a full portfolio VaR 

In Ifthe Commission follows our recommended alternative approach, for the same reasons, VaR should be: reported as a 
percentage ofassets. 

is3 See proposed Rule 18f-4(a)(l). 
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and securities VaR will constantly change throughout the trading day, so computations as ofone 

minute could change by the next. VaR models, for example, using a Monte Carlo simulation perform 

I 00,000 random scenarios, requiring a complex process involving loading positions, checking that 
positions are modeled correctly, running calculations through the model, loading the results into a 

database, then publishing the results. Currently, this process takes hours, runs overnight, and cannot be 
done easily before and after a contemplated trade, especially iffunds have to execute this process for 
multiple derivatives trades a day. Many funds (particularly smaller funds) use third-party vendors for 

VaR information. To comply with the proposed rule's requirements, funds will have to request and pay 
for these repons on an exponentially more frequent basis. 

Subadvised funds will have further practical issues with these requirements. Fund advisers may 

delegate portfolio management ofparticular sleeves ofa portfolio to subadvisers that likely do not 
manage the sleeves using the same systems as the fund adviser or other subadvisers. Access to these 
holdings may be through custodial or accounting systems that do not reflect up-to-the minute trades, 
and, thus, there likely is no real time, integrated reporting ofall holdings. Funds would presumably 

have to delegate to subadvisers the task ofmonitoring the portfolio limits and/or conducting the VaR 
test for the particular sleeve for which the subadviser is responsible. 

For multi-manager funds, the portfolio limits or VaR from each subadviser would need to be 

reported real time to all other managers in a manner that would enable monitoring consistent with the 
rule's requirements with respect to the fund's entire portfolio. In some cases, subadvisers also may have 

the ability to trade on behalfofthe fund under ISDA Master Agreements or other trading 

documentation that has been negotiated by the subadviser and may he confidential so gathering 

information required for determinations, such as when netting is permitted under such agreements, 

may be problematic at the fund adviser level.154 

b. 	 Permit Funds that Exceed the Portfolio Limits to Acquire Additional 
Derivatives When the Derivatives Reduce the Notional Amount 

The proposed rule requires that funds that use derivatives comply with either an Exposure­
Based Limit or a Risk-Based Limit "immediately after entering into any senior security transaction."155 

We support a similar once-daily approach, which recognizes that funds may passively exceed their 
selected portfolio limit or VaR test during the day due to market movements and other factors, which 
should not be treated as a limits violation.156 Upon this occurrence, however, the proposed rule would 

11-1 To the extent that a primary adviser docs not have the information necessary to monitor compliance with the ponfolio 
limits or asset segregation requirements in sub-advised funds or sleeves ofa fund (because, for example, ofconfidentiality ofa 
subadviser' s trading agreements), we suggest that the SEC provide guidance that the primary adviser could rely on a 
subadviscr' s representations and warranties as an alternative to monitoring compliance directly at the fund level. 

in Proposed Ruic 18f-4(a)(l). 

1s6 As described immediately above in Section IV.D.5.a, we recommend that these limits be tested once each business day. 
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restrict a fund from entering into any additional senior securities transactions. The Commission asks 
whether it should permit funds to engage in a series ofderivatives transactions in which those 

transactions ultimately would reduce the fund's exposure as a percentage ofnet assets, even if the fund's 

exposure immediately after giving effect to such transactions is in excess ofthe applicable limit.157 

We support_ such an approach. Any final rule should not prohibit such funds from entering 
into any additional senior securities transaction unless such transaction brings them under the limits.158 

A fund may find that it would be most advantageous to conduct those exposure-reducing transactions 

over time rather than in one transaction. For example, a fund may choose to enter into a series ofnew 
derivatives transactions to reduce its outstanding derivatives positions (or a ponion ofits outstanding 

derivatives transactions) pro rata to bring the fund below the applicable limit. Likewise, in the event 

funds inadvertently exceed the VaR requirements, funds should be able to reduce the VaR oftheir 

portfolio in a series oftransactions within a similar timeframe. We see no reason to deny funds this 

flexibility. 

For similar reasons, under these circumstances, the Commission also should not prohibit funds 
that want to "roll" their derivatives positions from one expiring contract to another. Under the 

proposed rule, such "rolls" ofexisting derivatives transactions would not be permitted ifthe fund 

exceeded the applicable limit at the time ofthe "roll." 

The Commission could address concerns that a fund could try to extend its period ofnon­

compliance by imposing an outer-limit of30 days, which the Commission suggests for inadvertent 
breaches, after which a fund would no longer be permitted to engage in any further derivatives 

transactions unless the fund reduces its exposure below its applicable limit or reduce its VaR 

immediately after the transaction.159 The 30-day period would ensure that funds bring their portfolios 
back into compliance within a limited period and provide both the fund and the Commission with 

objective criteria against which to test such compliance. 

c. 	 Permit Funds to Satisfy Either Exposure-Based Limit or Risk-Based Limit 
at Any Time 

The proposed rule would require funds to adopt, and boards to approve, one of the two 

alternative portfolio limits.160 A fund, for example, that has adopted an Exposure-Based Limit may find 

it prudent to enter into additional risk-limiting derivatives transactions that would take it over the 

is7 See Proposing Release at 80925. 

•SS Passive breaches during which a fund docs not acquire additional derivatives positions would not require a cure period 
because there would be no breach ofthe proposed rule's conditions until the fund acquires additional senior securities. 

ts9 See Proposing Release at 80925. 

tr.o Set Proposed Ruic 18f-4{a}{5}{i}. 
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Exposure·Based Limit but would satisfy a Risk· Based Limit. Under the current proposal, this fund 

could not do so until its board adopts a Risk· Based Limit. Conversely, a fund that adopted a Risk· 
Based Limit would have to continue to run a V aR test even ifit were clearly under the Exposure· Based 

Limit until its board adopts an Exposure·Based Limit. We do not believe these types ofcompliance 
burdens and costs are necessary. Funds should be permitted to observe either limit at any particular 

time and without prior board approval.161 We see no reason why funds should be required to choose a 

particular limit with which it must comply ifthe derivatives risk management program specifkally 

allows a fund to comply with either limit. Removing the requirement to choose a portfolio limit in 
advance would appear to be consistent with the purposes ofthe proposed rule. 

d. 	 Permit Closed·End Funds and BDCs to Use Higher Exposure·Based 
Limits 

The proposed rule would require all funds using derivatives to limit their senior securities 
exposures to 150 percent or 300 percent ofnet assets regardless of the type offund. Under Section 18 

ofthe 1940 Act, Congress authorized the capital structures ofboth closed·end funds and BOCs to vary 
from other types offunds to enable them to engage in more leverage, thereby increasing the potential 

for generating capital growth compared to other funds and investments. Although open-end funds and 
ETFs can borrow from banks so long as they maintain 300 percent asset coverage, closed·end funds may 

issue a separate class ofsenior securities representing indebtedness, so long as the class has asset coverage 

ofat least 300 percent ofthe obligation (among other requirements).162 Additionally, closed·end funds 

can issue a separate class ofsenior securities representing equity (e.g., preferred stock) so long as the 

fund maintains 200 percent asset coverage (among other requirements). 16
l 

BDCs have even more flexibility to obtain leverage. BDCs, like closed-end funds, can issue 

senior securities representing debt and equity in addition to bank borrowings. Unlike closed-end funds, 
however, BDCs need only maintain asset coverage of200 percent for each ofthe obligations. 

Congress intentionally permitted closed~nd funds and BDCs to issue senior securities and 
obtain leverage in excess ofthat permitted for open-end funds. Accordingly, the Commission should 

recognize these statutory distinctions by permitting closed-end funds and BDCs to comply with higher 

exposure limit thresholds than open-end funds. 

161 See supra, Section III.C. 


162 See Scctic;m 18(a}(l)(A) ofthe 1940 Act. 


163 See Section 18(a}(2)(A) ofthe 1940 Act. 
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V. Other Interpretive Issues 

A. Confirm No "Look Through" is Required to Other Pooled Vehicles 

The proposal does not provide clear guidance whether or in what circumstances a fund may 

have to look through to its investments in another investment company or other pooled vehicle for 

purposes ofcalculating its portfolio limit, asset segregation requirements, derivatives exposure threshold 

for determining whether a derivatives risk management program is required, or with respect to other 
aspects of the proposed rule. 

As part ofits Economic Analysis, the proposal provides that "[s}ome funds may also use fund of 

funds investment structures to seek leverage through investments in other funds, although the 
underlying funds in these arrangements also would be subject to the limitations in Section 18 and the 

requirements ofthe proposed rule if those underlying funds arc registered funds. "164 This statement 
would suggest that no look through would be required with respect to a fund's investments in another 

1940 Act registered fund. We request that the Commission clarify that funds are not required to look 
through other 1940 Act registered funds in connection with its adoption ofa final rule. 

We further request that the Commission confirm that funds need not look through to the 
investments ofother pooled vehicles in which they may invest, including private funds, for purposes of 

the proposed rule. As a general matter, the proposed rule applies by its terms to investments in 
"derivatives transactions," "financial commitment transactions" and other "senior securities." An 

investment in a pooled vehicle would not appear to fall within the applicable definitions provided the 

investment is non-recourse and does not involve a future payment obligation or evidence of 

indebtedncss.165 Although an investment in a private fund or other pooled vehicle may expose a fund 
indirectly to the performance ofderivatives and related leverage in the underlying vehicle's portfolio, 

the investment would not constitute a senior security. Therefore, the Commission should not require 
any look through if the investment in another pooled vehicle does not require the fund to make any 

payments in the future.166 In addition, there may be substantial operational challenges in managing a 

IM Proposing Release at 80960. 

1~s We acknowledge dtat the definition of•financial commitment transaction· in the proposed rule includes as an example 
ofa •similar agreement• an ·agreement under which a fund has obligated itself, conditionally or unconditionally, to make a 
loan to a company or to invest equity in a company, including by making a capital commitment to a private fund thac can be 
drawn as the discretion ofthe fund's general partner: Ste proposed Ruic 18f-4(c}(4}. We believe an invcstmcnc in a pooled 
vehicle chat has been funded would not be a financial commitment transaction. 

166 The Commission recognizes this distinction in the proposal: ·we recognize, however, that not every derivative will 
involve che issuance ofa senior security because not every derivative imposes a future payment obligation on the fund. A 
fund that purchases an option, for example, generally will make a non-refund.able premium payment co obtain the righc to 
acquire (or sell} securities under the option but generally will not have any subsequent obligation to deliver cash or assets to 
the countcrparty unless the fund chooses co exercise the option. A derivative that docs noc impose a future payment 
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fund-of-funds to an exposure-based limit ifsubject to a real-time look-through requirement, including 
but not limited to challenges involved when the underlying fund is unaffiliated or advised by an 

unaffiliated subadviser. 

We recognize that Section 48(a) ofthe 1940 Act generally prohibits a fund from doing 
indirectly what it may not do directly under the 1940 Act.167 To avoid interpretive questions and 

related uncertainties, we recommend that the Commission set forth clear/objective guidance as to 
when a look through would be required, ifat all. 

B. 	 Do Not Apply Statutory Asset Coverage Requirements to Senior Securities Entered 
into Pursuant to the Proposed Rule 

In the proposal, the Commission requests comment on whether any final rule should address, 

or whether the Commission should provide guidance concerning, funds' compliance with other aspects 
ofSection 18 in connection with funds' use ofderivatives transactions or financial commitment 

transactions.168 We believe that the Commission should provide guidance in this area. 

In particular, we seek confirmation that Section 18 asset coverage requirements do not apply to 
the derivatives and financial commitment transactions that comply with proposed Rule 18f..4. Because 

asset segregation requirements ofthe proposed rule apply to a fund's derivatives and financial 

commitment transactions, application ofthe separate statutory asset coverage requirements ofSection 

18 would be unnecessary for those senior securities that comply with proposed Rule l 8f-4. Moreover, 
as the Commission identifies in the proposal, requiring funds also to apply the Section 18 asset coverage 
requirements would be complicated and lead to numerous interpretive issues, such as how a fund 

should treat derivatives and financial commitment transactions, and the liabilities associated therewith, 

for puq;oses ofcalculating "asset coverage" for senior securities representing indebtedness or stock 

under Section l 8(h) ofthe 1940 Act. 

VI. Recordkeeping. Reporting, and Disclosure 

A. 	 Recordkeeping 

Under the proposal, funds would be required to maintain certain written records, including 
records relating to the fund's selection ofa portfolio limit and the fund board's initial determination to 

obligation on a fund in this respect generally resembles non-derivative securities investments in that these investments may 
lose value but will not require the fund to make any payments in the future.· Proposing Release at 80891-80892. 

167 Section 48(a) of the 1940 Act provides ·re shall be unlawful for any person, directly or indirectly, to cause to be done any 
act or thing through or by means ofany other person which it would be unlawful fur such person to do under the provision 
of[the 1940 Ace] or any rule, regulation, or order chereunder.n 

163 Proposing Release at 80901. 
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comply with the portfolio limit and any subsequent changes;169 records demonstrating that immediately 
after the fund entered into any senior securities transaction, the fund complied with the applicable 

portfolio limit; 170 board-approved policies and procedures regarding the fund's maintenance of 
qualifying coverage assets; 171 records reflecting the fund's daily mark-to-market and risk-based coverage 
amounts for derivatives transactions; records relating to a fund's flnancial commitment obligations and 

the qualifying coverage assets maintained by the fund to cover these amounts; 172 board-approved 

policies and procedures regarding the fund's derivatives risk management program;173 records of 

materials and reports provided to the fund's board; and records describing periodic reviews and updates 
to the derivatives risk management program. The records would be required to be kept for five years 
(the first two years in an easily accessible place) and arc designed to allow Commission examiners or a 

fund's board or compliance personnel to evaluate the fund's ongoing compliance with the conditions of 

the proposed rule. 

We generally support the Commission's proposed requirements to maintain such records and 

believe that they would help to ensure and document compliance with the rule. Consistent with our 

recommendations above, however, a fund should have the ability to choose the ponfolio limit that it 

relies on at any panicular time as long as it complies with one ofthe two alternative ponfolio limits. 

Accordingly, the Commission should not require a board to approve a portfolio limit and, in turn, no 

records ofrelated board determinations should be required. 

Also, consistent with our recommendations above, the Commission should not require funds 

to maintain records indicating that immediately after entering into any senior securities transaction a 

fund complied with its chosen portfolio limit. Maintaining those records is administratively 

burdensome and costly and provide little practical value. 

B. Form N-PORT 

The proposal would require funds that must implement a derivatives risk management program 

to report on proposed Form N-PORT the gamma and vega ofderivatives with optionality, including 

'"See proposed Rule 18f-4(a)(6)(i). 

170 See proposed Ruic 18f-4(a)(6)(iv). These would reflect the fund's exposure, the value of the fund's net assets and, if 
applicable, the fund's full portfolio V aR and securities VaR. Id. 

171 See proposed Rules 18f-4(a)(6)(ii) (derivatives transactions) and 18f-4(b)(3) (financial commitment transactions). 

an See proposed Rules 18f-4(a)(6)(v) and 18f-4(b)(3)(ii). For derivatives transactions, these amounts would not need to 
identify the qualifying coverage assets maintained in respect ofeach specific derivatives transaction. For financial 
commitment transactions, funds would identify the specific qualifying coverage assets used to cover each financial 
commitment transaction. Id. 

173 Ste proposed Rule 18f-4(a)(6)(iii). These would include materials and written reports provided to che board, as well as 
records documenting periodic updates and reviews required as part ofthe program. Id. 
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options, warrants, and swaptions.174 Gamma measures the sensitivity ofdelta in response to price 

changes in the underlying instrument and, together with delta, is intended to provide the Commission 

and others with a more precise estimate ofthe effect ofunderlying price changes on a fund's 

investments.175 Vega measures the amount that an option contract's price changes in relation to a one 

percent change in the volatility ofan underlying asset and is intended to assist the Commission and 
others estimate changes in a portfolio based on changes in market volatility, as opposed to asset prices. 

As with other information on Form N·PORT, information reported for the; third month ofthe fiscal 

quarter would be disclosed publicly after a 60-day lag. 

We do not object to the requirement that funds report the additional risk metrics information 

on proposed Form N·PORT although we question whether they will provide accurate information 

regarding a fund's relative price and volatility risk. Ifthe Commission determines to retain this 

requirement, we strongly recommend that the information be kept non·public. As we noted in our 

response to the Fund Reporting Proposal and, as acknowledged by the Commission, risk metrics for 

derivatives with optionality, particularly delta and any related measures, are extremely subjective and 

could be confusing to investors.176 Determining delta and related measures is highly dependent on a 

variety ofassumptions and inputs that differ depending on the option model used, which will lead to 

comparability issues among funds. Although these differences may be smaller for certain derivatives, 

they can be large for others depending on the instrument (e.g., exotic options} and, ifapplicable, the 

instrument's time to maturity. 

Many third parties, including shareholders and potential investors, will not understand or may 

misinterpret the information because they do not have the background information regarding 

assumptions to compare appropriately the holdings across funds. Moreover, disclosure of these risk 
metrics could potentially harm fund shareholders by expanding the types ofproprietary information 
about funds' portfolio positions and investment strategies that are publicly disclosed and, as conceded 
by the Commission, could increase opportunities for third parties to engage in predatory trading 

174 Su proposed Item C.11.c.viii ofproposed Form N-PORT. 

175 Delta measures the sensitivity ofan option's value to changes in the price ofa reference asset. The Commission has 

proposed requiring funds to report the tklta for options and warrants on proposed Form N-PORT. See proposed Item 
C.l l.c.vii ofproposed Form N-PORT. Su also Investment Company Reporting Modernization, 80 Fed. Reg. 33590 Oune 
12, 2015), available at https://www.gpo.gov/fdsys/pkg/FR-2015-06-12/pdf/2015-12779.pdf ("Fund Reporting Proposal"). 

176 Su Letter from David W. Blass, General Counsel Investment Company Institute, to Brent}. Fields, Secretary, Securities 
and Exchange Commission, dated August 11, 2015. at pp. 41-42 and 46-47, available at http:/ /www.sec.govIcomments/s7­
08- l 5/s708 l 5-315.pdf ("ICI Fund Reporting Comment Letter"). The Commission appears to acknowledge this potential 
to confuse investors by noting that •certain inputs that go into computing gamma and vega inherently involve some level of 
judgment.• Proposing Release at n. 503. 

http:www.sec.gov
https://www.gpo.gov/fdsys/pkg/FR-2015-06-12/pdf/2015-12779.pdf
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practices.177 We therefore recommend that the Commission find that public disclosure of thegamma 

and vega for derivatives is neither necessary nor appropriate in the public interest or for the protection 

ofinvcstors.178 

C. Form N-CEN 

The proposal also would require funds that engage in derivatives transactions to disclose on 

proposed Form N-CEN whether the fund relied on che Exposure-Based Limit or the Risk-Based Limit 

during the reporting period.179 The proposed Form N-CEN information is intended to allow the 
Commission to identify funds that rely on the proposed cxemptive rule. 

We support the Commission's proposed approach that would require a fund to report on a 
historic basis the portfolio limit that it relied on during the reporting period. As discussed above, we 
recommend that the Commission permit funds co satisfy either portfolio limit without board 

approval.180 We therefore suggest that a fund be required to disclose whether it observed the Exposure· 
Based Limit, the Risk-Based Limit, or both limits during the reporting period. 

VII. Existing Guidance and Compliance Dates 

Ifthe proposed rule is adopted, the Commission intends to rescind Release 10666 and related 

staffno-action letters addressing derivatives and financial commitment transactions. A fund would be 
permitted to rely on the new rule any time after its effective date, but the Commission expects to 

provide a transition period during which funds could continue to rely on Release 10666 and related 

guidance. 

Relying on one cxemptive rule that sets forth reasonable and appropriate conditions that 

address the Commission's concerns is far preferable to relying on a host ofno-action positions and 

informal staffguidance. The exempcive rule would provide a clear and uniform means ofmeeting 

leverage restrictions and asset coverage requirements and give funds assurance that they are meeting the 

Commission's standards. 

In See Proposing Release at 80972 ( disclosinggamma and vega could harm fund shareholders by •expanding the 
opportunities for professional traders to exploit this information by engaging in predatory trading practices, such as 'front· 
running' and 'copycatting/reverse engineering oftrading strategics'·). 

171 Ste ICI Fund Reporting Comment Letter, supra note 176, at pp. 25-30 (discussing methods for keeping reported 
information on proposed Form N-PORT chat is neither necessary nor in the public interest or for the protection of 
investors non-public). 

179 Stt proposed Items 31(k} and 31 (I) ofproposed Form N-CEN. 

180 Stt supra Sections 111.C and IV.D.S.c. 
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Ofcourse, there are operational challenges funds will encounter when transitioning to the 

exemptive rule. Although many funds that use derivatives have derivatives risk management programs 

in place already, funds will need time to develop systems to comply with the conditions ofthe proposed 

rule, including with respect to speci6c portfolio limits, asset segregation requirements, board reporting 

and recordkeeping. disclosures, financial reporting. and appointment ofa derivatives risk manager. 

With the significant new regulatory requirements with which f\ind complexes had to comply (e.g., 

money market reform) and additional requirements that may be finalized before the derivatives rule 

(e.g., new fund reporting and liquidity management requirements), the Commission should provide 

funds with a reasonable amount of time to implement any new requirements. 181 

We recommend a 30-month transition period, which would be consistent with the amount of 

time the Commission proposed giving certain funds in connection with the Fund Reporting Proposal 

and the Liquidity Management Proposal. 

181 In this regard, and as we noted in our comment letter to the Liquidity Management Proposal, we urge the Commission to 
consider each ofthe Fund Reporting Proposal, the Liquidity Management Proposal and this proposal together and impose 
consistent compliance dates to ensure that fund sponsors can consider and address overlapping issues as efficiendy as 
possible. See Letter from David W. Blass, General Counsel. Investment Company Institute, to Brent]. Fields, Secretary, 
Securities and Exchange Commission, dated January 13, 2016, available at http://www.iec,gov/commeocs/sZ· l6­
l5/s716l5-54.pdf. at pp. 33 and 73. 

http://www.iec,gov/commeocs/sZ
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We appreciate the opportunity to comment on the proposal. Ifyou have any questions 

regarding our comment letter or would like additional information, please feel free to contact me at 

(202) 326-5815; Dorothy Donohue, Deputy General Counsel at {202) 218-3563;Jennifcr S. Choi, 

Associate General Counsel at (202) 326-5876; or Kenneth C. Fang. Assistant General Counsel at (202) 

371-5430. 

Sincerely, 

Isl David W. Blass 

David W. Blass 
General Counsel 

cc: 	 The Honorable Mary Jo White 
The Honorable Kara M. Stein 
The Honorable Michael S. Piwowar 

David W. Grim, Director 

Diane C. Blizzard, Associate Director 

Division oflnvestment Management 




 

 
 

  

       

      
 
              

              
              

             
                    

             
             

             
              

                

                  

             

               

                    

             

               

                

                                                           

                 
                  

    

                  
                     

  

                    
           

                     
                     

                        
           

               
                    

                 
    

                
            

APPENDIX A 

ICI Study Regarding Proposed Portfolio Limits 

I. Scope of the Study 

ICI undertook a study to assess the impact of the proposed portfolio limitations on funds in 
conjunction with its comment letter on proposed Rule 18f­4.1 ICI designed a survey to collect fund­
level information related to the Exposure­Based Limit and the Risk­Based Limit. The survey also 
collected information for each fund regarding type (mutual fund, ETF, or closed­end fund), investment 
objective,2 and total net assets as of year­end 2015.3 ICI distributed the survey to a wide range of ICI 
members, including small­sized fund complexes and those that make minimal use of derivatives, 
financial commitments, and other senior securities. Fund complexes were strongly encouraged to 
submit responses for all of their long­term mutual funds (including variable annuities), 1940 Act­
registered ETFs, closed­end funds, and funds­of­funds regardless of the fund’s level of senior securities 
to avoid a sample biased towards funds that make greater use of derivatives.4 

The ICI Study had excellent coverage for the overall industry as well as across fund types and 

investment objectives. ICI received survey responses from 82 fund complexes on 6,661 funds with 

$13.6 trillion in total net assets as of year­end 2015.5 As shown in Figure A.1a, our sample represented 

80 percent (top panel) of fund industry assets (top panel) and 59 percent of the total number of funds.6 

In contrast, the sample in the DERA White Paper analyzed 1,188 funds with approximately $1.7 

trillion in total net assets – representing 10 percent of both the industry­wide number of funds and 

total net assets as of June 2015. Within investment objectives, coverage in the ICI Study ranged from 

1 “Funds” means all long­term mutual funds (including variable annuities), ETFs registered under the 1940 Act, closed­end 
funds, and funds that primarily invest in other funds (commonly referred to as funds­of­funds). Money market funds were 
excluded from the analysis. 

2 Complexes were asked to report their funds’ “U.S. category group” and “Morningstar category” from Morningstar. If a 
fund was not in Morningstar, the complex was asked to classify the fund into the Morningstar groupings based on the fund’s 
investment strategy. 

3 Most fund complexes were able to provide information as of year­end 2015, a couple, however, provided information as of 
mid­January 2016 and one provided information as of mid­November. 

4 The number of funds in each fund complex’s response were cross­checked against ICI’s internal database. In cases in which 
there were funds missing from the response and it was determined that these funds had no senior securities, they were added 
to the ICI sample with a value of zero recorded for the proposed notional test. As in the study by DERA, money market 
funds were excluded from our analysis. See DERA White Paper. 

5 Two advisors submitted responses for registered investment companies they sub­advise. Although the responses represent 
multiple fund complexes, each response was considered to be from one “fund complex.” Also, if a fund sponsor identified in 
the sub­advisor’s response also had submitted a separate response to ICI, funds were cross­checked and any double­counting 
was eliminated. 

6 Industry totals use ICI internal data categorized into Morningstar’s “U.S. category group” classification scheme because 
ICI’s industry totals for ETFs and closed­end funds are larger than Morningstar’s. 
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78 percent (U.S. equity and international equity) to 94 percent (commodities) of total net assets and 

from 49 percent (international equity) to 79 percent (sector equity) of the total number of funds. The 

DERA White Paper did not provide a breakdown of its sample across investment objectives. 

Coverage of the ICI Study across all types of funds was very high. The ICI long­term mutual 

fund sample accounted for 78 percent of total net assets and 56 percent of the total number of long 

term mutual funds (Figure A.1b). For ETFs, the ICI sample represented 93 percent of total net assets 

and 73 percent of the total number of ETFs (Figure A.1c). The ICI closed­end fund sample accounted 

for 70 percent of total net assets and 68 percent of the total number of closed­end funds (Figure A.1d). 

The DERA sample covered approximately 10 percent of the number of funds and total assets for each 

fund type (mutual fund, ETF, and closed­end fund). Coverage rates of the ICI Study across the various 

investment objectives for each fund type also were very good. 

One drawback to both our analysis and the DERA White Paper is that it reflects only one point 
in time and notional exposure can vary widely over the course of the year depending on market 
conditions and funds’ use of derivatives and other senior securities. We were unable to collect a time 
series of notional values on a fund­by­fund basis in the time allotted for the comment period. 
Nevertheless, we recommend that the SEC undertake such an analysis to better assess the impact of the 
proposal which it will be able to perform more easily when new rules on fund reporting are put in place. 

II. Results of Proposed Notional Test 

The SEC proposed portfolio limits, in part, based on the DERA White Paper, which found 
that only 4 percent of funds exceeded 150 percent and just 1 percent exceeded 300 percent in notional 
exposure as measured by its proposed “Notional test.” In order to gauge whether this was an accurate 
representation, ICI as part of its survey asked fund complexes to calculate the value of the Notional test 
as proposed in Rule 18f­4 for each of their funds using portfolio data as of year­end 2015. Figures A.2a 
through A.2d show the distribution of total net assets (top panel) and number of funds (bottom panel) 
by the value of the Notional test for all funds and separately for mutual funds, ETFs, and closed­end 
funds in the ICI sample. 

Although our sample covers a majority of the fund industry, we elected not to extrapolate these 

findings to estimate the total number of funds and assets that would be affected by the rule. Because 

the use of derivatives varies substantially by adviser and fund investment objective, we did not want to 

overestimate the impact of the proposed portfolio limits. As a result, these figures should be viewed as 

lower bound estimates for the number of funds and assets that the proposed rule affects. 

Our analysis indicates that the portfolio limits will affect a broader swath of funds and industry 

assets than suggested in the DERA study. Because the DERA White Paper was limited by its smaller 

sample size, DERA elected not to estimate the absolute number of funds and the total net assets that 

would be directly affected by the portfolio limits. Based on the ICI Study, at least 471 funds with $613 

billion in assets had notional exposure in excess of 150 percent and 173 funds with $338 billion in 
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assets were above 300 percent (Figure A.2a). The majority of the affected funds are mutual funds—332 

mutual funds with $582 billion in assets were above the 150 percent Exposure­Based Limit and 158 

mutual funds with $331 billion exceeded 300 percent notional exposure (Figure A.2b). For ETFs in 

the ICI sample, 125 funds with $20 billion in assets had values of the Notional test that exceeded 150 

percent and 8 funds with $3 billion in assets were greater than 300 percent (Figure A.2c).7 For closed­

end funds in the ICI sample, 14 funds with $11 billion in assets had notional exposure above150 

percent and 7 funds with $4 billion in assets exceeded 300 percent (Figure A.2d). 

Among all funds in the ICI sample, 48 percent (3,183 funds out of 6,661) accounting for 57 
percent of sample assets ($7.8 trillion out of $13.6 trillion) used derivatives, financial commitments, 
and/or other senior securities—meaning that they had a positive value for the Notional test (Figure 
A.2a).8 In the DERA sample, 38 percent of funds (451 out of 1,188) accounting for 52 percent of 
sample assets ($857 billion out of $1.7 trillion) had a positive value for the Notional test. 

III. Investment Strategies of Funds Impacted by the Proposed Rule 

Our analysis indicates that while the proposed portfolio limits will impact funds across all types 
of investment strategies, alternative funds and taxable bond funds, in particular, would be 
disproportionately affected. Based on the DERA White Paper, the SEC believed certain alternative 
funds would have difficulties complying with the proposed requirements and our own analysis is 
consistent with this expectation.9 From our sample, we found that 47 percent or 221 funds out of the 
471 funds with notional exposure greater than 150 percent relative to net assets were alternative funds 
(bottom panel, Figure A.3a). These alternative funds represented 13 percent or $79 billion of the $613 
billion in assets over the 150 percent Exposure­Based Limit (top panel, Figure A.3a). Overall, these 
funds represented 34 percent of the industry­wide number and 37 percent of the industry­wide assets of 
alternative funds. 

The DERA study, however, failed to note any particular impact on bond funds and, thus, the 

SEC was not aware that the portfolio limits would have unintended consequences for taxable bond 

funds. Our study shows that 42 percent or 198 of the 471 funds with notional exposure greater than 

150 percent of their net assets were taxable bond funds. These bond funds represent 79 percent or 

$485 billion of the $613 billion in assets over the 150 percent Exposure­Based Limit. Overall, these 

7 Values of the Notional test for several of these funds exceeded 300 percent by a very small amount (less than 0.5 percentage 
points). 

8 For mutual funds in the ICI sample, 47 percent (2,410 mutual funds out of 5,083) with 61 percent of their total net assets 
($6.9 trillion out of $11.4 trillion) used derivatives and/or other senior securities (Figure A.2b). For ETFs in the ICI sample, 
36 percent (433 ETFs out of 1,200) with 34 percent of their assets ($433 billion out of $2.0 trillion) had non­zero notional 
exposure (Figure A.2c). For closed­end funds in the ICI sample, 90 percent (340 closed­end funds out of 378) with 94 
percent of their total assets ($171 billion out of $183 billion) used derivatives and/or senior securities (Figure A.2d). 

9 See Use of Derivatives by Registered Investment Companies and Business Development Companies, SEC Release No. IC­

31933, 80 Fed. Reg. 80884 at 80911 (Dec. 28, 2015), available at https://www.gpo.gov/fdsys/pkg/FR­2015­12­
28/pdf/2015­31704.pdf. 
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funds represent 10 percent of the industry­wide number and 15 percent of the industry­wide assets of 

taxable bond funds. Nearly all of the taxable bond funds with notional exposure that exceeded150 

percent were mutual funds – 182 taxable bond mutual funds with $471 billion in assets. 

We also examined the composition of funds that had values of the Notional test between 150 

percent and 300 percent and found a disproportionate impact on taxable bond funds (Figure A3.b). Of 

funds with notional exposure between 150 percent and 300 percent, 62 percent of the number of funds 

were alternative funds and 29 percent were taxable bond funds. In terms of assets, however, taxable 

bond funds accounted for 79 percent of the $275 billion in assets in funds with notional exposure 

between 150 percent and 300 percent. Although bond funds with Notional test values in this range are 

eligible to take the VaR test, it is of limited use for them – of the bond funds in this group that could 

perform the proposed VaR test, 59 percent failed. 

The 300 percent notional exposure limit as part of the proposed Risk­Based Limit also has the 
greatest impact on taxable bond funds, as a group – 64 percent or 111 of the 173 funds with notional 
exposure greater than 300 percent were taxable bond funds (Figure A3.c). These funds represented 80 
percent or $269 billion of the $338 billion in assets that exceeded 300 percent notional exposure. 
Overall, these bond funds with notional exposure in excess of 300 percent represented 6 percent of the 
industry­wide number and 8 percent of the industry­wide assets of taxable bond funds. Again, nearly all 
of the taxable bond funds that exceeded 300 percent notional exposure were mutual funds – 103 
taxable bond mutual funds with $262 billion in assets. 

A. Alternative Funds 

Figure A.4a shows the distribution of total net assets (top panel) and number of funds (bottom 
panel) by the value of the Notional test for all alternative funds. As noted in the DERA White Paper, 
alternative funds tend to be more prevalent users of derivatives by the nature of their investment 
strategies. Our study found that 95 percent of alternative funds used derivatives, financial 
commitments and/or other senior securities. These funds accounted for 88 percent of the assets of 
alternative funds in the ICI sample. About 45 percent of alternative funds with $79 billion in assets 
representing 53 percent of assets in alternative funds in the ICI sample, exceeded the 150 percent 
Exposure­Based Limit. 

The alternative category in Morningstar can be broken down into six sub­categories: 
multialternative, managed futures, market neutral, long/short equity, multicurrency, and 
leveraged/inverse using the Morningstar Category classification scheme. As shown in Figure A.4b, 71 
percent of the 221 alternative funds that had notional exposure greater than 150 percent of their net 
assets were leveraged/inverse funds; however, these funds comprised only 26 percent of the $79 billion 
in affected assets. Whereas, multialternative funds – funds that employ multiple alternative strategies 
in a single portfolio (e.g., managed futures strategy, market neutral strategy, long/short equity strategy, 

and multicurrency strategy) – account for 40 percent of the assets of alternative funds with Notional 
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test values greater than 150 percent. Managed future funds represent 18 percent of the assets and 5 
percent of the number of affected alternative funds. 

B. Taxable Bond Funds 

Figure A.5a shows the distribution of total net assets (top panel) and number of funds (bottom 
panel) by the value of the Notional test for all taxable bond funds. Taxable bond funds also tend to 
make more use of derivatives to manage interest rate risk and credit exposure in their portfolios. Our 
study found that nearly 70 percent of taxable bond funds used derivatives, financial commitments 
and/or other senior securities. These funds accounted for 74 percent of the assets of taxable bond funds 
in the ICI sample. About 15 percent of taxable bond funds with $485 billion in assets representing 17 
percent of assets in taxable bond funds in the ICI sample, exceeded the 150 percent Exposure­Based 
Limit. 

When we examined taxable bond funds with notional exposure in excess of 150 percent in 

more detail using the Morningstar Category classification scheme, we found that 41 percent of their 

assets were in intermediate term bond funds, which are generally considered “plain vanilla” bond funds 

(Figure A.5b). Only 16 percent of affected taxable bond fund assets were in “nontraditional” bond 

funds.10 

10 Morningstar defines nontraditional bond funds as funds that pursue strategies divergent in one or more ways from 
conventional practice in the broader bond­fund universe. Funds in this group may follow “absolute return” strategies that 
seek to avoid losses and produce returns that are uncorrelated with the overall bond market. Others may have 
“unconstrained” portfolios that have more flexibility to invest tactically across a wide range of individual sectors, including 
high­yield and foreign debt. These funds typically have broad freedom to manage interest rate sensitivity, but attempt to 
manage those exposures to minimize volatility. Other funds may attempt to minimize volatility by maintaining short or 
ultra­short duration portfolios, while attempting to generate high returns by taking on significant credit and foreign bond 
market risk. Funds in the nontraditional bond category often will use credit default swaps and other fixed income 
derivatives to a significant level within their portfolios. 
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Figure A.1a: Sample Representation, All Funds1 

Year­end, 2015 

Total net assets in billions of dollars 

ICI sample as 
U.S. category group2 ICI sample Industry3 percent of industry 

U.S. equity 5,197 6,677 78% 

International equity 2,071 2,642 78% 
Sector equity 611 708 86% 
Taxable bond 2,790 3,274 85% 
Municipal bond 579 702 82% 

Allocation 2,083 2,755 76% 
Alternative 148 211 70% 
Commodities 21 22 94% 

Not reported4 79 

Total 13,579 16,991 80% 

Number of funds 

ICI sample as 
U.S. category group2 ICI sample Industry3 percent of industry 

U.S. equity 1,622 3,205 51% 
International equity 1,044 2,110 49% 
Sector equity 546 693 79% 

Taxable bond 1,331 1,989 67% 
Municipal bond 552 797 69% 
Allocation 960 1,750 55% 
Alternative 497 651 76% 

Commodities 35 47 74% 

Not reported4 74 

Total 6,661 11,242 59% 

1 “Funds” means all long­term mutual funds (including variable annuities), ETFs registered under the Investment Company ­

Act of 1940, and closed­end funds. Data also include funds that invest primarily in other funds (commonly referred to as ­

funds­of­funds). ­

2 Investment objective classification scheme from Morningstar. ­

3 Industry totals from ICI internal data categorized into Morningstar “U.S. category group” classification scheme. ­

4 Morningstar “US Category Group” and “Morningstar Category” for fund not reported on ICI survey. ­

Sources: Investment Company Institute and Morningstar ­
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Figure A.1b: Sample Representation, Mutual Funds1 

Year­end, 2015 

Total net assets in billions of dollars 

ICI sample as 
U.S. category group2 ICI sample Industry3 percent of industry 

U.S. equity 4,276 5,705 75% 
International equity 1,630 2,151 76% 
Sector equity 356 366 97% 

Taxable bond 2,403 2,874 84% 
Municipal bond 487 594 82% 
Allocation 2,060 2,729 75% 
Alternative 117 180 65% 

Commodities 20 21 97% 

Not reported4 78 

Total 11,428 14,620 78% 

Number of funds 

ICI sample as 
U.S. category group2 ICI sample Industry3 percent of industry 

U.S. equity 1,378 2,847 48% 
International equity 706 1,498 47% 
Sector equity 318 360 88% 
Taxable bond 1,014 1,620 63% 

Municipal bond 356 574 62% 
Allocation 910 1,668 55% 
Alternative 298 431 69% 
Commodities 31 42 74% 

Not reported4 72 

Total 5,083 9,040 56% 

1 “Mutual funds” means all long­term mutual funds (including variable annuities). Data also include funds that invest ­

primarily in other funds (commonly referred to as funds­of­funds). ­

2 Investment objective classification scheme from Morningstar. ­

3 Industry totals from ICI internal data categorized into Morningstar “U.S. category group” classification scheme. ­

4 Morningstar “US Category Group” and “Morningstar Category” for fund not reported on ICI survey. ­

Sources: Investment Company Institute and Morningstar ­
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Figure A.1c: Sample Representation, Exchange­Traded Funds (ETFs)1 

Year­end, 2015 

Total net assets in billions of dollars 

ICI sample as 
U.S. category group2 ICI sample Industry3 percent of industry 

U.S. equity 910 936 97% 
International equity 430 472 91% 
Sector equity 247 309 80% 

Taxable bond 330 336 98% 
Municipal bond 15 19 77% 
Allocation 6 7 89% 
Alternative 30 31 98% 

Commodities <0.5 1 45% 

Total 1,968 2,111 93% 

Number of funds 

ICI sample as 
U.S. category group2 ICI sample Industry3 percent of industry 

U.S. equity 227 303 75% 
International equity 311 549 57% 
Sector equity 210 270 78% 
Taxable bond 207 225 92% 

Municipal bond 26 36 72% 
Allocation 17 37 46% 
Alternative 198 219 90% 
Commodities 4 5 80% 

Total 1,200 1,644 73% 

1 “Exchange­traded funds” means all ETFs registered under the Investment Company Act of 1940. Data also include funds ­

that invest primarily in other funds (commonly referred to as funds­of­funds). ­

2 Investment objective classification scheme from Morningstar. ­

3 Industry totals from ICI internal data categorized into Morningstar “U.S. category group” classification scheme. ­

Sources: Investment Company Institute and Morningstar ­
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Figure A.1d: Sample Representation, Closed­End Funds ­

Year­end, 2015 

Total assets1 in billions of dollars 

ICI sample as 
U.S. category group2 ICI sample Industry3 percent of industry 

U.S. equity 12 36 33% 
International equity 11 19 60% 
Sector equity 8 33 24% 

Taxable bond 57 64 89% 
Municipal bond 77 89 86% 
Allocation 17 19 90% 
Alternative <0.5 <0.5 100% 

Not reported4 1 

Total net assets 183 260 70% 

Number of funds 

ICI sample as 
U.S. category group2 ICI sample Industry3 percent of industry 

U.S. equity 17 55 31% 
International equity 27 63 43% 
Sector equity 18 63 29% 
Taxable bond 110 144 76% 

Municipal bond 170 187 91% 
Allocation 33 45 73% 
Alternative 1 1 100% 
Not reported4 2 

Total net assets 378 558 68% 

1 Includes preferred share classes. ­

2 Investment objective classification scheme from Morningstar. ­

3 Industry totals from ICI internal data categorized into Morningstar “U.S. category group” classification scheme. ­

Sources: Investment Company Institute and Morningstar ­


A­9 ­




 

 
 

           

  

      

 

  

 
                

                    
 

          

      
      

      
      

Figure A.2a: Distribution of All Funds1 by Value of Notional Test2 

Year­end, 2015 

Total net assets in billions of dollars 

6,613 Assets of funds with notional test > 150%= $613 billion 
5,784 (48.7%) 

Assets of funds with notional test > 300%= $338 billion 
(42.6%) 

299 271 57 306 93 32 125 
(2.2%) (2.0%) (2.3%) (0.9%) (0.4%) (0.7%) (0.2%) 

Number of funds 

3,478 Number of funds with notional test > 150%= 471 funds 
(52.2%) Number of funds with notional test > 300%= 173 funds 

1,948 

(29.2%) 

452 312 
(6.8%) 129 79 90 143 30 (4.7%) 

(1.9%) (1.2%) (1.4%) (2.1%) (0.5%) 

1 “Funds” means all long­term mutual funds (including variable annuities), ETFs registered under the Investment Company ­

Act of 1940, and closed­end funds. Data also include funds that invest primarily in other funds (commonly referred to as ­

funds­of­funds). ­

2 Notional test (NT) as defined in proposed Rule 18f­4. ­
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Figure A.2b: Distribution of Mutual Funds1 by Value of Notional Test2 

Year­end, 2015 

Total net assets in billions of dollars 

Assets of mutual funds with notional test >150%= $582 billion 5,964 
(52.2%) Assets of mutual funds with notional test >300%= $331 billion 

4,475 
(39.2%) 

300 217 190 117 50 84 31 
(2.6%) (1.9%) (1.7%) (1.0%) (0.4%) (0.7%) (0.3%) 

Number of funds 

2,673 Number of mutual funds with notional test >150%= 332 funds 
(52.6%) Number of mutual funds with notional test >300%= 158 funds 

1,652 

(32.5%) 

244 
182 134 80 60 34 (4.8%) 24 (3.6%) (2.6%) (1.6%) (1.2%) (0.7%) (0.5%) 

1 “Mutual funds” means all long­term mutual funds (including variable annuities). Data also include funds that invest ­

primarily in other funds (commonly referred to as funds­of­funds). ­

2 Notional test (NT) as defined in proposed Rule 18f­4. ­
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Figure A.2c: Distribution of Exchange­Traded Funds (ETFs)1 by Value of Notional Test2 

Year­end, 2015 

Total net assets in billions of dollars 

1,298 Assets of ETFs with notional test >150%= $20 billion 
(65.9%) Assets of ETFs with notional test >300%= $3 billion 

571 

(29.0%) 

3 

(0.1%) 

76 

(3.9%) 
5 

(0.3%) 

3 

(0.2%) 

9 

(0.5%) 
0.2 

(0.01%) 

3 

(0.1%) 

Number of funds 

767 Number of ETFs with notional test > 150%= 125 funds 
(63.9%) Number of ETFs with notional test > 300%= 8 funds 

137 119 
(11.4%) 52 45 55 (9.9%) 17 5 3 

(3.8%) (4.6%) (4.3%) 
(1.4%) (0.4%) (0.3%) 

1 “Exchange­traded funds” means all ETFs registered under the Investment Company Act of 1940. Data also include funds ­

that invest primarily in other funds (commonly referred to as funds­of­funds). ­

2 Notional test (NT) as defined in proposed Rule 18f­4. ­
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Figure A.2d: Distribution of Closed­End Funds by Value of Notional Test2 

Year­end, 2015 

Total assets1 in billions of dollars 

77 79 Assets of closed­end funds with notional test > 150%= $11 billion 
(42.3%) (43.4%) Assets of closed­end funds with notional test > 300%= $4 billion 

11 

4 4 3(6.1%) 2 10.3 
(2.5%) (2.2%) (1.7%) (1.3%) (0.4%) (0.2%) 

Number of funds 

159 156 Number of closed­end funds with notional test > 150%= 14 funds 
(42.1%) (41.3%) Number of closed­end funds with notional test > 300%= 7 funds 

38 

(10.1%) 
11 

4 2 61 1(2.9%) 
(1.1%) (0.5%) (0.3%) (0.3%) (1.6%) 

1 Includes preferred share classes. ­

2 Notional test (NT) as defined in proposed Rule 18f­4. ­
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Figure A.3a: Distribution by U.S. Category Group1 of All Funds2 With Notional Test Greater 

Than 150 Percent 

Year­end, 2015 

Percent of total net assets 

1% 3% 
U.S. equity Allocation 

13% 
Alternative 

2% 
International equity 

79% 
Taxable bond 

2% 
Commodities 

0.3% 
Sector equity 

Total net assets: $613 billion 

Percent of funds 1% 5% 
U.S. equity Allocation 

47% 
Alternative 

2% 

42% 
Taxable bond 

2% 
Commodities 

0.4% 
Sector equity 

International equity 

Number of funds: 471 

1 Investment objective classification scheme from Morningstar. ­

2 “Funds” means all long­term mutual funds (including variable annuities), ETFs registered under the Investment Company ­

Act of 1940, and closed­end funds. Data also include funds that invest primarily in other funds (commonly referred to as ­

funds­of­funds). ­
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Figure A.3b: Distribution by U.S. Category Group1 of All Funds2 With Notional Test Between 

150 Percent and 300 Percent 

Year­end, 2015 

Percent of total net assets 0.1% 
7% 

U.S. Equity 
Allocation 

1% 

0.1% 
International 

equity 

1% 
Sector Equity 

13% 
Alternative 

79% 
Taxable bond 

Total net assets: $275 billion 

Commodities 

Percent of funds 
0.3% 6% 

U.S. Equity Allocation 

62% 
Alternative 

1% 
International equity 

29% 
Taxable bond 

1% 
Commodities 

0.3% 
Sector Equity 

Number of funds: 298 

1 Investment objective classification scheme from Morningstar. ­

2 “Funds” means all long­term mutual funds (including variable annuities), ETFs registered under the Investment Company ­

Act of 1940, and closed­end funds. Data also include funds that invest primarily in other funds (commonly referred to as ­

funds­of­funds). ­
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Figure A.3c: Distribution by U.S. Category Group1 of All Funds2 With Notional Test Greater 

Than 300 Percent 

Year­end, 2015 

Percent of total net assets 
0.3% 

2% 
Allocation 

U.S. Equity 

12% 
Alternative 

80% 
Taxable bond 

2% 
Commodities 

4% 
International equity 

Total net assets: $338 billion 

Percent of funds 
3% 3% 

U.S. Equity Allocation 

64% 
Taxable bond 

21% 
Alternative 

3% 
Commodities 

5% 
International equity 

1% 
Sector Equity 

Number of funds: 173 

1 Investment objective classification scheme from Morningstar. ­

2 “Funds” means all long­term mutual funds (including variable annuities), ETFs registered under the Investment Company ­

Act of 1940, and closed­end funds. Data also include funds that invest primarily in other funds (commonly referred to as ­

funds­of­funds). ­
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Figure A.4a: Distribution of Alternative Funds1 by Value of Notional Test2 

Year­end, 2015 

Total net assets in billions of dollars 

Assets of alternative funds with notional test > 150%= $79 billion 38 
Assets of alternative funds with notional test > 300%= $42 billion (25.7%) 

23 

(15.8%) 17 16 17 
(11.8%) 12 (11.2%) (11.5%) 11 

(7.9%) 8 
(7.7%) 

4(5.7%) 
(2.8%) 

Number of funds 

Number of alternative funds with notional test > 150%= 221 funds 

Number of alternative funds with notional test > 300%= 36 funds 


123 

(24.7%) 

81 77 
(16.3%) (15.5%) 62 

50 (12.5%) 42 
(10.1%) 

26 (8.5%) 26 

(5.2%) 10 (5.2%) 

(2.0%) 

1 “Alternative funds” includes funds categorized as multialternative, managed futures, market neutral, long/short equity, ­

multicurrency, and inversed/leveraged. ­

2 Notional test (NT) as defined in proposed Rule 18f­4. ­
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Figure A.4b: Distribution by Morningstar Category1 of Alternative Funds With Notional Test > 150 

Percent 

Year­end, 2015 

Percent of total net assets 

26% 
Inverse/ leveraged 40% 

Multialternative 

18% 
Managed futures 5% 

Market neutral 

4% 
Long/short equity 

7% 
Multicurrency 

Total net assets: $79 billion 

Percent of funds 

71% 
Inverse/leveraged 

19% 
Multialternative 

Managed futures 

2% 
Multicurrency 

5% 

2% 
Market neutral 

1% 
Long/short equity 

Number of funds: 221 ­


1 More detailed investment objective provided by Morningstar. 
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Figure A.5a: Distribution of Taxable Bond Funds1 by Value of Notional Test2 
Year­end, 2015 

Total net assets in billions of dollars 

1,258 Assets of taxable bond funds with notional test > 150%= $485 billion 
(45.1%) Assets of taxable bond funds with notional test > 300%= $269 billion 

730 
(26.1%) 

242 
157 161 112 

66 (8.7%) 38 26 (5.6%) (5.8%) (4.0%) (2.4%) (1.4%) (0.9%) 

Number of funds 

502 Number of taxable bond funds with notional test > 150%= 198 funds 

(37.7%) Number of taxable bond funds with notional test > 300%= 111 funds 
406 

(30.5%) 

154 

(11.6%) 71 
94 

37 28 (7.1%) 22 (5.3%) 17 
(2.8%) (2.1%) (1.7%) (1.3%) 

1 “Taxable bond funds” includes funds categorized as nontraditional bond, world bond, intermediate­term bond, multisector ­

bond, emerging markets bond, inflation protected bond, short­term bond, ultrashort bond, corporate bond, high­yield ­

bond, intermediate government bond, and long­term bond. ­

2 Notional test (NT) as defined in proposed Rule 18f­4. ­
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Figure A.5b: Distribution by Morningstar Category1 of Taxable Bond Funds With Notional Test > 150% 

Year­end, 2015 

Percent of total net assets 9% 

2% 
Emerging markets 

6% 
Inflation protected 

41% 
Intermediate term 

15% 
Multisector 

16% 
Nontraditional 

5% 
World 

7% 
Short term2 

Other3 

Total net assets: $485 billion 

Percent of funds 8% 

6% 
Emerging markets 

10% 
Inflation protected 

25% 
Intermediate term 

10% 
Multisector 

22% 
Nontraditional 

13% 
World 

7% 
Short term2 

Other3 

Number of funds: 198 ­

1 More detailed investment objective provided by Morningstar. ­

2 “Short term” are funds categorized as short­term and ultrashort bond. ­

3 “Other” are funds categorized as corporate, high­yield, intermediate government, and long­term bond. ­
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APPENDIX B 

Margin Values for Eligible Non­Cash Margin Collateral under the Prudential Regulators Margin 
Rules and the CFTC Margin Rules 

Asset Class Discount (%) 
Cash in same currency as derivative obligation 0.0 

Eligible government and related debt (e.g., central bank, multilateral development 

bank, U.S. Government­sponsored enterprise (“GSE”) securities): residual 
maturity less than one­year 

0.5 

Eligible government and related debt (e.g., central bank, multilateral development 

bank, GSE securities): residual maturity between one and five years 

2.0 

Eligible government and related debt (e.g., central bank, multilateral development 

bank, GSE securities): residual maturity greater than five years 

4.0 

Eligible GSE debt securities: residual maturity less than one year 1.0 
Eligible GSE debt securities: residual maturity between one and five years 4.0 
Eligible GSE debt securities: residual maturity greater than five years 8.0 
Other eligible publicly traded debt: residual maturity less than one­year 1.0 
Other eligible publicly traded debt: residual maturity between one and five years 4.0 
Other eligible publicly traded debt: residual maturity greater than five years 8.0 
Equities included in S&P 500 or related index 15.0 
Equities included in S&P 1500 Composite or related index but not S&P 500 or 
related index 

25.0 

Gold 15.0 
Additional (additive) haircut on asset in which the currency of the derivative 
obligation differs from that of the collateral asset 

8.0 

Sources: Margin and Capital Requirements for Covered Swap Entities, 80 Fed. Reg. 74839 (Nov. 30, 

2015) (final rule) at Appendix B; Margin Requirements for Uncleared Swaps for Swap Dealers and Major 

Swap Participants, 81 Fed. Reg. 636 (Jan. 2, 2016) (final rule) at Section 23.156(a)(3)(i)(B). 



 

  
 

          
        

 

      
    

     
     
     

  
  

  
       

      
      

      
      
      

  
 

               

               

              

APPENDIX C 

Standardized Minimum Initial Margin Requirements for Non­Cleared Swaps and Non­Cleared 
Security­Based Swaps 

Asset Class Gross Initial Margin 
(% of Notional Exposure) 

Credit: 0–2 year duration 2% 
Credit: 2–5 year duration 5% 
Credit: 5+ year duration 10% 
Commodity 15% 
Equity 15% 
Foreign Exchange/Currency 6% 
Cross Currency Swaps: 0–2 year duration 1% 
Cross­Currency Swaps: 2–5 year duration 2% 
Cross­Currency Swaps: 5+ year duration 4% 
Interest Rate: 0–2 year duration 1% 
Interest Rate: 2–5 year duration 2% 
Interest Rate: 5+ year duration 4% 
Other 15% 

Sources: Margin and Capital Requirements for Covered Swap Entities, 80 Fed. Reg. 74839 (Nov. 30, 

2015) (final rule) at Appendix A; Margin Requirements for Uncleared Swaps for Swap Dealers and 

Major Swap Participants, 81 Fed. Reg. 636 (Jan. 2, 2016) (final rule) at Section 23.154(c). 



 

  
 

             
      

               

  
  

    

   

      
    
    
        
      
       

 

       
     
     

        
      
       

       
     
      

       
     
      

      
    
    
      
    
     

               
             

                                                                                                                                
                                                                                                                       

  

 

APPENDIX D 

Conversion Factor Matrix for Security­Based Swaps and Swaps Used to Determine “Major Swap 
Participants” and “Major Security­Based Swap Participants” 

Asset Class 
Discount Factor 

(% of Notional Amount) 

Security­Based Swaps 

Debt: 1 year or less 10% 
Debt: 1­5 years 10% 
Debt: 5+ years 10% 
Equity & Other: 1 year or less 6% 
Equity & Other: 1­5 years 8% 
Equity & Other: 5+ years 10% 

Swaps 

Interest Rate: 1 year or less 0% 
Interest Rate: 1­5 years 0.5% 
Interest Rate: 5+ years 1.5% 
FX & Gold: 1 year or less 1% 
FX & Gold: 1­5 years 5% 
FX & Gold: 5 + years 7.5% 
Precious Metals: 1 year or less 7% 
Precious Metals: 1­5 years 7% 
Precious Metals: 5 + years 8% 
Other Commodities: 1 year or less 10% 
Other Commodities: 1­5 years 12% 
Other Commodities: 5 + years 15% 
Credit: 1 year or less 10% 
Credit: 1­5 years 10% 
Credit: 5+ years 10% 
Equity: 1 year or less 6% 
Equity: 1­5 years 8% 
Equity: 5+ years 10% 

Source: 17 C.F.R. § 1.3(jjj)(3)(ii)(Table 1 – Conversion Factor Matrix for Swaps); 17 C.F.R. 
240.3a67–3(c)(2). 




