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SECURITIES AND EXCHANGE COMMISSION
17 CFR Parts230, 242249,and 270
[Release Nos. 33058Q 34-8471Q 1C-33311 File No. S#11-18]
RIN 3235AM24
Covered Investment Fund Research Reports
AGENCY: Securities and Exchange Commission.
ACTION: Final rulesand technical amendment
SUMMARY: The Commission is adopting a new rule under the Securities Act oft@933
establish a safe harbor for an unaffiliated broker or dealer participating in a securities offering of
a covered investment furtd publish or distribute a covered investment fund research report. If
the conditionsn the ruleare satisfied, the publidan or distribution of a covered investment
fund research repowould bedeemecdhotto bean offer for sale or offer to sell the covered
invest ment fundés securities for purposes of
1933. The Commissials also adopting a new rule under the Investment Company Act of 1940
to exclude a covered investment fund research report from the coverage of section 24(b) of the
Investment Company Act, except to the extent the research report is otherwise notcubgct t
content standards in sekgulatory organization rules related to research rep@fesare also
adopting a conforming amendmeatrule 101 of Regulation Mand a technical amendment to
Form12b-25.
DATES: This rule is effectivelanuary 14, 201@xcept that amendatory instruction 4 amending

8230.139b(a)(1)(i)(AX) is effective May 1, 2020Comments regarding the collection of



information requirements within the meaning of the Paperwork Reduction Act of 1995 should be
received on or beforéebruay 11, 2019

FOR FURTHER INFORMATION CONTACT: Asaf Barouk, AttorneyAdviser,John Lee,

Senior Counsel; Amanda Hollander Wagner, Branch Chief; Thoreau Bartmann, Senior Special
Counsel or Brian McLaughlin Johnson, Assistant Director, at (Z&2)6792,Investment

Company Regulation Office, Division of Investment Management; Steven G. Hearne, Senior
Special Counsel, at (202) 58430, Division of Corporation Finance; Laura Gold or Samuel

Litz, Attorney-Advisers; or John Guidroz, Branch Chief, at (202)-537, Office of Trading
Practices, Division of Trading and Markets, Securities and Exchange Commission, 100 F Street,
NE, Washington, DC 20548549.

SUPPLEMENTARY INFORMATION: The Commission is adopting 17 CFR 230.139b

(Anew rule 1390) under the Secures Act of 1933 [15 U.S.C. 7# seq]; 17 CFR 270.2444

(Anew rule 24b40) under the Investment Company Act of 1940 [15 U.S.C-Béase(]; a

conforming amendment to 17 CFR 242.10X(ale 101)of Regulation M 17 CFR 242100

242.105] and a technal amendment tborm 1225 under the Securities Exchange Act of 1934

[15 U.S.C. 78&t seq].
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INTRODUCTION

Asdirectedby the Fair Access to Investment Research Act of 204& areadopting
new rule 139bunder the Securities Act of 1933 (tit@ecurities Aab) to extend the current safe
harbor available under rule 139 ¢0tRuesa39ficovered
provides a safe harbor for the publication or dstiion of research repoftsoncerning one or
more issuerby abroker or dealefa fibrokerdealeb) participating in a registered offering ofie
of the covered s s wsecurite® Rul e 1396s safe harbor current|

brokerd e a ¢ pablication or distribution akesearch reports pertainingdpecificregistered

1 Fair Access tdnvestment Research Act of 2QPub. L.11566, 131 Stat. 1196 (201%heAFAIR Acto).

2 SeeCovered Investment Fund Research Rep&esurities Act Release No. 10498 (Meg; 20L8) [83 FR
26788(June8, 2018)](APr oposi ng Rel easeod) .

3 Seesection2(a) of the FAIR Actsee alsdProposing Releassupranote?2, at section I.B. The FAIR Act also
includes an interim effectiveness provisiontthacame effective as of July 3, 2018 and by its terms will
terminate upon the adoption of new rule 13Seesection 2(d) of the FAIR Act.

4 SeeProposing Releassupranote2, at 26789 n.11 and accompanying teSee also infraotes 5i 6.

5 Specifically, rule 139 provides thatbrokerd e a|l er 6 s pub | i ¢ aesearohrepadswhethiers t r i but i
about a particular issuer or multiple issuers, including within the same pdlubtat satisfy certain conditions
under the rule arfdeemed for purposes of sections 2(a)(10) and 5(c) of the [Sedukitiesot to constitute an
offer for saleor offer to selld Rule 139a) under the Securities A¢t7 CFR 230.139(a)]A brokerdealefs
publication or distribution of a research reparteliance on rule 13@ould therefore be deemed not to
constitute an offer that otherwise could be a-nonforming prospectus in violation séction 5 of the
Securities Act Sections5(a) and ¥c) of the Securities Act generally prohibit any per§onluding
brokerdealer} from using the mails or interstatemmerce as means to sell or offer to sell, either directly or
indirectly, any security unless a registration statement is in efféetbeen filed with the Commission as to
the offer and sale of such security, or an exemption from the registration provisions appé&s.U.S.C.
77e(@) and (c). Sectiah( b) (1) of the Securities Act r#ydqouires that
which a registration statement has been filed must comply with the requirements of section 10 of the Securities
Act. Seel5 U.S.C. 77e(b)(1). Section 5(b)(2) of the Securities Act requires that any sale of securities (or
delivery after sale) mudte accompanied or preceded by a prospectus meeting the requirements of section 10(a)
of the Securities ActSeel5U.S.C. 77¢e(b)(2).



investment companiex business development companied B D € Fhe FAIR Act requires
us toreviserule 139 toextend the safe harbtowbrokerd e a | er s 6 istibutioncoht i on or
covered investment fundgon such terms, conditior® requirements, ase may determine
necessary or appropriatethe public interest, for the protection of investors, and for the
promotion of capital formatioh.

In May of 2018 we prapsed new rules and rule amendments designed to meet the
requirements of the FAIR ActWe receivedsevencomment lettersn the proposdl
Commenters generally supportedgr proposedmplementation of the FAIR Act. However, most
commenters guested thatve mnsidereliminatingor modifying certain of the conditions in
current rule 139, as applied¢overed investment fund research rep(steh as the minimum

public float requirement and the requirement to publish research reports in the regular course of

5 For example, rule 139 is available for research reports regarding issuareéhahe registrant requirements
for searitiesofferingson Form S3 or Form F3. Seerule 139(a)(1)(i))(A)L). In contrast, registered
investment companies register their securities offerings on forms such as FarNN2, N-3, N-4, and N6.
To the extent that commoditgr currencybasedrusts or funds (as defined in section 11.A.3 below) register
their securities offering under the Securities Act and meet the eligibility requirements of F8ra1sF3, as
well as the other conditions of rule 139, the rule 139 safe harbor is cumaeatigble for a broked e a |l er 6 s
publication or distribution of research reports pertaining to these issuers.

Section 2(a)(3) of the Securities Act provides a safe harbordéebdealers with respect to research reports
abouti e mer gi ng growthb defmpapdesn sect i omnmokerdeaers(mayd) of t h
therefore currentlyely onthis safe harbor with respect to research reports @b@sthat are emerging

growth companies

7 Seesection 2(a) of the FAIR Act.

8 Comment Letter of Morningstar, Il nc. (July 5, 2018) (i
Bl ackRock, Il nc. (July 9, 2018) ( A BEvarshkdR Suthérlan@ @JB)me nt L «
LLP( July 9 2 0 L® )mme fin $ u Cdernenielaetiizgof Fidelity Investments (July 9, 2018)

(AFi del ity Ce&ommennletteloétheivestmeén) Company InstitufeJ ul y 9, 2018) (Al C
Comment Lettero); Comment Letter of the Sec208)i ties |1
(ASI FMA Comment Letter 1 0); Comment Letter of the Sect
(Sept. 14, 2018) (ASIFMA Comment Letter I 10).



business® Other commentensised concesaboutthe potential conflicts of interest that may
arise in the context afbrokerdealed eeceipt of compensation from covered investment funds
included in research reports, atmimmenters disagreed on the heays of mitigatinghese
conflicts!® Finally, commentergxpressed varying views aur requesfor inputonwhether
research repts that include performance informatishouldbe required to present that
performance information consistently with the way fund performance must be presented in fund
advertisements pursuant to rule 482 and related requirefents.
Il. DISCUSSION

Ruel139bdés framework is modeled after and ge
rule 139b differs from rule 139 in certain respects. Some of these differences are specifically
directed or contemplated by the FAIR AétOthess, while not specifically directedy the FAIR
Act, clarify and tailor the provisions of rule 139 more directly or specifically to the context of
brokerdeal er sd publication or distributiFothe of co
reasons described below, we believe that theigions of rule 139b that differ from the
provisions of rule 139, and that are not specifically contemplated in the FAIR Act, are necessary

or appropriate in the public interest, for the protection of investors, and for the promotion of

9  See, e.gSIFMA Comment Letter |; ICI Comment Lettesee alsdBlackRock Comment Letter.

10 See, e.g.Morningstar Comment Letter; Fidelity Comment Letter.

1 See, e.gSIFMA Comment Letter I; ICI Comment Lettesee alsdBlackRock Comment Letter.

12 See, e.ginfrasectiond( di scussing the fAaffiliate exclusiono (defi

13 See, e.ginfra section0 (discussing reporting history and timeliness requirements for ispagific research
reports).



capital formation* We believe that maintaining a similar approach in rule 139b to rulevitB9
modificationsto the extenhecessary aaippropriate s consi stent with the F
to revise rule 139 to extend tharrentsafe harboavailable underule 139to brokerd e a |l er 0 s
publication or distribution of covered investment fund resesepbrts We do not believe that
the FAIR Act intended for us to make a new or disparate regulatory regime for research reports
on covered investment funtisat subjects thee funds to different conditions whetés na
necessary or appropridier differentiation from research reports on other issuers published
under rule 139 Therefore, we have sought to maintain similar treatment and conditions for
funds under rule 139&nd other issuers subject to rule 139 unlesdelieved that a deviation
was necessary or appropriate tioe particular operational or structural characteristics type
of covered investment fundn addition to rule 139b, we assoadopting ule 24b-4, a
conforming amendment talle 101 of Regulation Mand a technical amendment to
Form12b-25.1°
A. Scope of Rule 139b
Rule 139establisksa s af e harbor for the publication

i nvestment fund r esear c-tealersapdescribeddelowy unaf fi |l i

14 See supraote7 and accompanying text.

15 If any of the provisions of these rules, or the application thereof to any person or circumstance, is held to be
invalid, such invalidity shall not affect other provisions or application of such provisions to other persons or
circumstances that can be givdfeet without the invalid provision or application.



participating in a securit i é%Weadfihethetérm g

ficovered inveshent fund research repargs well as thécovered investment fuadnd

firesearch repastcomponents of this definition.

1. Definition of fiCovered Investment Fund Research Repott

=]

of a

We are adopting the definition a@aaf Acovered

proposed.” The definition is consistent witlhe FAIR Act,which definedthe termfiicovered

investment fund research repoid meana research report published or distributed by a

brokerdealer about a covered investment fund or any securities ibgubd covered

investment fundput does not includa research report to the extent that the research report is

published or distributed by the covered investment fund or any afffiiaitéhe covered

investment fund, or any research report published or distributed by any broker or dealer that is an

investment adviser (or an affiliated per§oof an investment adviser) for the covered investment

fund(t he fdaffil®ate exclusiono).
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18
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20

Under the safe harbor, such publication or distribuisacdeemechotto constitute an offer for sate offer to

sellt he covered invest ment <aiomd2fay10)sasbc)ofthetSécerisesAcor pur pos
The safe harbor is available even if the bredtealer is participating or may participate in a registered offering

of the covered invest ment funddés securities
Seerule 139b(c)(3).

fi Ailiated i s d e f 40%uadd the SecuritiaslAetSeel7 CFR 230.405; Proposing Releasgpra
note2, at 26790.

fi Ailiated persois definedin section 2(a) of thtnvestment Company Adf 1940 (t he
Comp any S&5tUS.)X.80&(a);Proposing Releassupranote2, at 26790section 2(f)(1)of the
FAIR Act and rule 139b(c)(1)

Seesection 2(f)(3) of the FAIR Act

il nvest m



Theaffiliate exclusionprohibitstwo separateategories of research reports from being
deemed to bécovered investment fund research repoutsderr u | e shfé Babbér.s The
first categorycoversresearch reports published or distributed by the covexestment fund or
any affiliate of the covered investment funthis exclusiorprevens such persons from
indirectly using the safe harbor to avoid the applicability of the Securities Act prospectus
requirements and other provisions applicable to writter®by such personshe second
categorycoversresearch reports published or distributed by any brdkater that is an
investment adviser (or an affiliated person of an investment adviser) for the covered investment
fund?!

As we noted in the PropogjrRelease, one factor to consider in evaluating whether a
research report has been published or distributed by a person covered by the affiliate exclusion is
the extent of such personds invol*Teesent in th
determnations would necessarily be based on the extent to which a person covered by the

affiliate exclusion, or any person acting on its behalf, has been involyedparinghe

2L Like the first category of exclusion, this secaradegory okxclusion addressthe concernthat a person
covered by the affiliate exclusion may be able to circumvent Hwdodure and prospectus delivery
requirements of the Securities Act. For examipiis, second category helps to limit a person covered by the
affiliate exclusion from publishing or distributing communications indirectly through the phirty
brokerdeakr that otherwise would have to be included in a statutory prospectus meeting the requirements of
section 10 of the Securities Act. It also addretisesoncerrthatabrokerdealer thats a covered investment
fundods a dffiliatedeersoroolfurale adviser may have financial incentives that couile rise toa

conflict of interest.For example, abroket e al er t hat is an affiliated person
incentive to promote t he ¢ ovedoother secuntesbscausesales ofthend 6 s s ¢
covered investment fundds securitiedealanay benef it not

22 SeeProposing Releassupranote?, at 2679192.



informationor explicitly or implicitly endorsed or approved the informatialsoknown as the
entanglement theory and adoption theory, respectiiely

While wedid notreceivecommento n t he def i ninvestmemfumf Acover e
research repodwe receive comments on the affiliate exclusiembedded in the definitioit.
Onecommenteraised concerns abotliteincorporationof the adoption and entanglement
theories whichcould prohibit brokedealers from engaging in certain activities designed to
ensure the accuracy of researeports®® Othercommenters suggested that \erihe
entanglement theory may have relevance to research reportuopesed ruld 394 the
adoption theory may néf Some commenters requested clarification on whether certain
conducd for example, a covered investment fund providing informaiocorfirmation of
certain factual matters such as performance data, holdings, or investment objectives or

strategied is prohibited by the affiliate exclusica.

2 SeeSecurities Offering Reform, Securities Act Release No. 8591 (July 19, 2005) [70 FR 44722 (Aug. 3, 2005)]

(ASecurities Offering Ref orianlityudderghe entaggleentitheays e 0) (not |
depends uponthe levelofppeu bl i cati on i nvolvement i n Secbblseofpr epar at i
El ectronic Media, Securities Act Release No. 7856 (A]

Electonc s Rel easeod) (interpretive r e-BaekedkSecuriies, Sedurgiesuse o f
Act Release No. 8518 (Dec. 22, -Backed 8eruritfeAtioptih® 1506 ( Ja
Rel eased) (bacHed peturitiegregalatis.e t

24 SeeMorningstar Comment Letter; Fidelity Comment Letter; ICI Comment Letter; SIFMA Comment Letter I;
see alsBlackRock Comment Letter.

25 SeeSIFMA Comment Letter I.
26 SeeFidelity Comment Letter; ICI Comment Lettasge alsdBlackRock Comment éiter.
27 SeelCl Comment Letter; SIFMA Comment Lettersee als@BlackRock Comment Letter.

10



As we noted in the Proposing Releabe, entanglement and adoption theosaes helpful
guidepostsn establishing whether a research report about a covered investmewafind
published or distributed by the fuAt.However, thoséheories of liabilityhave beeset forth by
courts in interpreting the federal securities laawsd how a court would apply such theories with
respect to covered investment fund research reports would be based on the facts and
circumstances presentéd.

Under rule 139pbwe believet would beinappropriate for any person covered by the

affiliate exclusion, or for any person acting on its behalf, to publish or distribute a research report

indirectly that the person could not publish or distribute directly utisaule3° For example, if
a brder-dealer distributea research report inclindy materialsthata person covered by the
affiliate exclusionauthorized oapproved foinclusion inthereport, thiscould (depending on

the facts and circumstancesappropriately circumvent the affiliagxclusion in rule 139b.

28 SeeProposing Releassyupranote?2, at 26792.

29 See2000 Electronics Releassypranote23 (with respect to entanglement theory cases, cHikind v. Liggett
& Myers, Inc, 635 F.2d 156 (2d Cir. 1980)) the Matter of Syntex Corp. Sec. Liti§55 F.Supp. 1086 (N.D.
Cal. 1993)in the Matter of Caere Corp. Sec. Liti®37 F. Supp. 1054 (N.D. Cal. 1993) and with respect to
adoption theory cases, citihig the Matter of Cypess Semiconductor Sec. Liti§91 F. Supp. 1369, 1377 (N.D.
Cal. 1995)af f 6d sub nom., 11BF.3dd248 (Oth dirt 199 theMattereohPresstek, Inc.
Exchange Act Release No. 39472 (Dec. 22, 1993¢e alsdissetBack Securities Aopting Releasesupra
note23.

30 SeeProposing Releassupranote?2, at 26791.See alssection 5(a), 5(b), and 5(c) of the Securities Act [15
U.S.C. 77e(a), (b), and (c)] (prohibiting both direct and indirect violations of the prospectus requirements);
section 48(a) of the Investment @pany Act [15 U.S.C. 8047(a)] (t shall be unlawful for any person,
directly or indirectly, to cause to be done any act or thing through or by means of any other person which it
would be unlawful for such person to do under the provisions of this subclwa@ny rule, regulation, or order
thereunde); section 208(d) of the Investment Advisers Act of 1940 [15 U.S.G88@) (It shall be unlawful
for any person indirectly, or through or by any other person, to do any act or thing which it wouldaifelunla
for such person to do directly under the provisions of this subchapter or any rule or regulation théreunder.

11



Also in relation to the affiliate exclusionne commenter suggested that the proposal did

not adequately address conflicts of interest such as revenue sharing agrée@émss.

commenters disagreatiting thaselfregulatory organizatiof i S Rr@lésand federal

securities laws addressing conflicts of interest would apply to covered investment fund research

reports®?> One commentestated that additional restrictions are unnecessary because the

proposed affiliate seclusion would be broad and effecti¥ One commenterecommended that

the final rule should not have any specific revenue sharing agreement requirements, but

suggested that if the Commission believes it should address such potential conflicts i the fina

rule, the final rule should require a general disclosure similar to mutual fund prospectus

disclosure alerting investors of potential revenue sharing agreeffients.

While we appreciate the concerns noted with respgmbtential conflicts of interesaind

specificallythose arising frommevenue sharing agreements, avenot addng addiional explicit

conflicts-of-interestrelated estrictions in the final ruleThe antifraud provisions of the federal

securities laws and certagxisting Commission and SRrulescontinue to apply taovered

investment funaesearch reportsome of which, depending on the facts and circumstances, may

31

32

33

34

Morningstar Comment Letter (stating that SRO rules would be inadequate in this respect and that the
Commission shouldequire eliminaton or mitigation of these conflicts)

SeeFidelity Comment Letter; ICI Comment Letter; SIFMA Comment Letteek alsdBlackRock Comment
Letter.

SeelCl Comment Lettersee alsdBlackRock Comment Letter.

SeeFidelity Comment Letter.

12



require disclosure of such conflicts For example, many covered investment fund research
reports may be resaarfsh reporttrules, awhich teduireAli8ctosure in a research
report if the member or its affiliates have received compensation from the subject company other
than for investment banking services in the previous Yfe&@epending on the facts and
circumsancescovered investment fund research reports may also need to include information
about the compensation received by the braleaier from covered investment funds included in
the report ifsuch compensation is of the type covengaectionl7(b) of he Securities Act!

We understand that disclosure about conflicts of interest created by the receipt of
compensation by the brokdealer from covered investment funds is consistent with current
industrypractices in communicatiornikat are Securities Asection 10(b) prospectuses and are

currently styled asresearch reporbssubject to the requirements of rule £482Considering

35 We note that the FAIR Act expressly stated that research reports published or distributed under its provisions
would continue to be subject to the antifraud andauatipulation provisions of the federal securities laws, and
rules adopted thereunder, indIng section 17 of the Securities Act, section 34(b) of the Investment Company
Act, and sections 9 and 10 of the Exchange Asgesection 2(c)(1) of the FAIR Act

36 See, e.gFINRA rule 2241(c)(4)(D).See also, e.gEINRA rule 2210(d)(1)(AXrequiring all member
communications with the public to be based on principles of fair dealing and good faith, be fair and balanced,
and provide a sound basis for evaluating the facts in regards to any particular security; and barring members
from omitting any magrial fact or qualification if the omission, in light of the context of the material presented,
would cause the communication to be misleading).

37 Seel5 U.S.C. 77q(b)making it unlawful for anyerson by the use of any means or instruments of

transporation or communication imterstate commeraer by the use of the maite publish, give publicity to,

or circulate any notice, circular, advertisement, newspaper, article, letter, investment service, or communication
which, though not purporting to offersecurity for sale, describes such security for a consideration received or

to be received, directly or indirectly, from an issuer, underwriter, or dealer, without fully disclosing the receipt,
whether past or prospective, of such coesition and theraount thereof).

38 17 CFR 230.482. An investment company advertisement that complies with rulés4#med to be a section
10(b) prospectus (also known asfavertising prospecta®r fomitting prospectud for purposes of section
5(b)(1) of theSecurities Act As a section 10(b) prospectus, an investment company advertisement is subject to

13



currentindustrypractice, and thprotections offered by thether regulatoryprovisionsdiscussed
above we do not believéhat additional conflicbf-interest requirements are necessary in
rule 139b. Accordingly, we areadopting the definition of covered investment fund research
report as proposed.

2. Definition of fiResearch Repord

We aredefining as propose®’t h e teesremmrfcrh r eporatwdtten n rul e 1
communicationas defined in rule 405 under the Securities #wt includes information,
opinions, or recommendations with respect to securities of an issuer or an analysis of a security
or an issuer, whether aot it provides information reasonably sufficient upon which to base an
investment decisiof. Thi s definition is identical to the
report o “ Asdiscussed in th& Praposing Releadsi|e this definitionis not identical

to that in the FAIR Act, it igonsistent with the FAIR Adtecause we interpret it to have the

liability under section 12(a)(2) of the Securities Act, as well as the antifraud provisions of the federal securities
laws.

39 SeeProposing Releassupranote 2, at 2679293.

40 Seerule 139b€)(6). Rule 405 definedwritten communicatiodito mean thafie]xcept as otherwise specifically
provided orthe context otherwise requires, a written communication is any communication that is written,
printed, a radio or television broadcast, or a graphic communication as defined in [rule UOEJFR 230.405

41 Seerule 139(d) [17 CFR 23039(d)]. Rule 139definesiresearch repodtto mean a written communication, as
defined in Rule 405, that includes information, opinions, or recommendations with respect to securities of an
issuer or an analysis of a security or an issuer, whether or not it providesatiformeasonably sufficient upon
which to base an investment decisi®@eerule 139(d) [17 CFR 23039(d). A Awr i tten communi cat
defined in rule 405, includes a fAgraphic communicati
c o mmu n i mdutles allfotms of electronic media, including electronic communications except those,
which at the time of the communication, originate in#t&ak to a live audiencand does not originate in
recorded form or otherwise as a graphic communicatidmdgh it is transmitted through graphic meaSse
rule 405 [17 CFR 230.405].

14



same meaning as the FAI R A% wéreceided bne commenton o f
agreeing wittthis definition?3
3. Definition of fiCovered Investment Funa

The FAIR Act defines the teriicovered investment fuiddo include registered
investment companieBDCs andcertaincommodity or currencybased trusts or fundé We
are adopting a definition ohé termficovered investment fuiddn rule 139hkthat issubstantially
the same athe one used ithe FAIR Act with the addition that the definition specifies that the
term fiinvest ment companyo “ Weréceiwend commentsenr i e s

this proposed definitionThe final ruleadoptsthe definition as proposed.

42 Seesection 2(f)(6) of the FAIR Actsee alsdProposing Releassupranote2, at 2679293 (explaining that the
rule 139b definition tracks the FAI R Act definition e
communicationso and t brartles cnelrcrons communicationste A398C 0 mmi s s |
definitionbs reference to a Awritten communication, O
communication, 0 which i n t uratheritharctéleplbmesandetheelve r oni ¢ co

communiations).

43 SeeSIFMA Comment Letter | (stating thatvitould reduce potential interpretive confusion for market
participants who are familiar with the rule 139 definijion

44 Seesection 2(f)(2)B) of the FAIR Act. The term also includes other pers@swmiingsecuritiesn an offering
registered under the Securities Actwilose securities are listed for trading on a national securities ex¢change
(i) whose assets consist primarily of commodities, currenciederivative instruments that reference
commodities or currenciesr interests in the foregoing, and (iii) whose registration statement reflects that its
securities are purchased or redeemed, subject to certain conditions or limifatiangtable share of its assets
(suchexchangdisted funds or trusts icommaodity or currencybased trusts or funds Seesection2(f)(2)(B)
of the FAIR Act. Based on the definitiongection2(f)(2) ofthe FAIRAct t he term ficovered in
fundd would not i ncl ud eregiateredisalely ensiar theelmvéstmend Gomp@mamyyAct,t hat i ¢
such as certain master funds in a mafeder structure.

45 Seerule 139b€)(2). This approach reflects the approach taken in other Commission rules that define the term
Afundod to include a separ &Seepe.gsule 2desa3(4) anfler theninvestment st me n t
Company Act [17 CFR 270.22Ha)(4)]; rule 22€l(a)(3(V)(A) under the Investment Company Act
[17 CFR270.22e1(a)(3)(V)(A)].

15



4, Non-Exclusivity of Safe Harbor

Broker-dealers publishing or distributing research reports for some covered investment
funds, such asommodity or currencybased trusts or fundbkat have a class of securities
registered under theecuritiesExchangeAct of 1934 (the iExchange Adi ,)rather than relying
on new rule 139fnstead may be able to rely on rdig9. Rule 139b does not preclude a
brokerdealer from relying on existingile 139if applicable In order to clarify that a
brokerdealer may rely on existing research safe harbors, we proposed that ruttat8@iat it
does notffect the availability of any other exemption or exclusion from sections 2(a)(10) or 5(c)
of the SecuritiesAct that may be available to a brokaéealer!® We received no comments on
this aspect of the proposed raledare adopting it as proposéd.

B. Conditions for the Safe Harbor

As discussed in the Proposing Relealse,Gommission has previoysicknowledgedhe

value of research reports in prowid the market and investors with information about reporting

issuers® To mitigate the risk of research reports being used to circumvent the prospectus

46 Seeproposed rule 139b(a3ee alsaddition to rule 139(af¢r purposes of the Fair Access to Investment
Research Act of 201Pub. L.11566, 131 Stat. 1196 (2017n safe hartr has been established for covered
investment fund research reports, and the specific terms of that safe harbor are setufertt3iob
(8230.139h).

47 Seerule 139b(a).

48 SeeProposing Releassypranote2, at 26794 (for exampléhe Commission has recognized that, for public
operating entities that are w4dlllowed, the researeteportrelated rules enhance the efficiency of the markets
by allowing a greater number of research reports to provide a continuous flow of essential information about
reporting entities into the marketplace).
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requirements of the Securities Aéthe Commission has placed conditions on a brdkera | er 0 s
publication or distribution of research repoftsunder Rule 139, these conditions include
restrictions on the issuers to which the research may relate, as well as requirements that such
reports e published in the regular course of businddsese conditions vary depending on

whether a research report covergacific issuerfissuerspecific research repodsor a

substantial number of issu@rsan industrnyor subindustry(findustryresearcheport®).

Rule 139bcarries ovethese conditions for covered investment fund research reports and
incorporates certaimodifications intended to adaghteseconditionsto covered investment

fundsthat we discuss belaw

1. lIssuer-Specific Research Repds
a. Reporting History and TimelinessRequirements

In order fora brokerdealer to include a covered investment fumd research report
published or distributed in reliance on the rule 188fe harbqgrthe fund must meetertain
reporting historyand timelinessequirementsWe are adopting as proposed taay such

covered investment fundust have been subjecttteerelevant requirements under the

49 See supraote5 and accompanying text (noting that the rule 139 safe harbor permits a-teaiter to publish
or distribute a research report without this publication or distribution being deemed to constitute an offer that
otherwise could be a nezonforming prospectus in violation of section 5 of the Securities /ARxkalso
Securities Offering Reform Adopting Releasapranote23 (disaussing how the Sarban@xley Act,
Regulation AC, and a global research analyst settlement required structural changes and increased disclosures
in connection with certain abuses identified with analyst reseangpdanotes35i 36 and accompanying text
(discussing certairules and regulatits under théederal securities lawss well as certaiBROrules, thathelp
address certain conflicts of interest and abuses identified with analyst résearch

50 Many research reports that brokdealers publish or distribute in reliance on the rule 139 safe harbor may also
be subject to other federal securities rules and regulations under the Exchange Act and SRO rules governing
their content and useSeesupranotes35i 36.
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Investment Company Act afat the Exchange Act to file certain periodic reports for at least

12 cdendar months prior to a brokdealets reliance on rule 13%mnd that these repottsive

beenfiled in a timely manne?* This requirs covered investment funds that are registered

investment companidse havebeen subject to the reporting requirementhe Investment

Company Act for a period of at least 12 calendar months presbtokerd e a | radiande on

thenewrule and to have filed in a timely manner all required reports, as applicable, on Forms

N-CSR?2N-Q,>* N-PORT?>* N-MFP ** and NCEN®® duringthe immediately preceding

51

52

53

54

55

56

Rule 139b&)(1)(i)(A). We believe that this conditionsal gives effect to FAIR Act section 2(e), which makes

the safe harbor contemplated by the FAIR Act unavailable with respect todofakex | er s 0

distribution of research reports about closed registered investment companies BDCs duringetbegered
invest ment fund i s s uSeesextidn 2{e) of thet FAIR Aclifne sadefharlmpuaderat i o n .
subsection (adf the FAIR Actshall not apply to the publication or distribution by a bredtealer of a covered
investment fund researchport, the subject of which isBDC or a registered closeshd investment company,
during the time period describedld CFR230.139(a)(1)(i)(Aj1), except where expressly permitted by the

rules and regulations of the Commission underf¢lderal secuties laws).

17 CFR 249.331 and 17 CFR 274.128.

17 CFR 249.332 and 17 CFR 274.13&rm N-Q will be rescinded May 1, 2020. Larger fund groups will

begin submitting reports on FormM®ORT by April 30, 2019, and smaller fund groups by April 30, 202€e
Investment Company Reporting Modernization, Investment Company Act Release No. 32314 (Oct. 13, 2016)
[81 FR 81870 (Nov. 18,2016)]i Repor t i ng Mo d elmvestmerda Company RBpertinga s e 0) ;
Modernization Investment Company Act Release No. 32@3éc. 8, 2017) [82 FR 58731 (Dec. 14, 2014}
thetime of these compliance datesovered investment funds would no longer be required to file reports
FormN-Q, and filing these reports would not be required as a condition to rely on the ruleai@®arbor.
Accordingly, rule 139b, as adopted, will be amended effective May 1, 2020 by removing the reference to
FormN-Q. Seeinfra section0 (instruction 4 under Text of Proposed Rules and Amendments).

17 CFR 274.150. Formf*ORT will be filed with the Commission on a monthly basis, but only information
reported for the third
until 60 days after the end of the fiscal quart&geReporting ModernizatioReleasesupranote

53. Therefore, we wouldonsider Form NPORT to have been timely filed for purposes of the timeliness
requirement if the public filing of Form{RORT every third month is timely fileghd publicly available

17 CFR 274.201.
17 CFR 249.330 and 17 CFR 274.101.
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12 calendamonths®’ If the covered investment furid nota registered investment compaity,
musthavebeen subject to the reporting requirements under sectionsettonl5(d) of the
Exchange Act for a period of at least 12 calendar months and have filed all required reports in a
timely manneion Forms 16&K°® and 10Q°° and 26F%° during theimmediatelypreceding 12
calendamonths®!

Reporting History

Several commenters recgted we eliminatéhe reporting history requirement for
issuerspecificresearchieports under rule 1398. One commentesuggested that the
requirement is unnecessary because funds fiatailed and comprehensive regulatory filing
and disclosure obligain providing investors witliia wealth of information about fund8?
Another commenteargued thathe reporting history requirement should be eliminated because

ensuring compliance with the requiremaruldc r eat e A oper at i o-caealdrs hur dl

57 Rule 139b(aj1)(i)(A)(1). As discussed in the Proposing Reled&@@m N-SAR wasrescindecbn June 1, 2018,
which isthe compliance datier Form NCEN. As such, reliance on new rule 139b is not conditioned on
covered investment funds reporting on ForasAR and theeference to Form #$AR, as proposed, is not
included in paragrapta)(1)(i)(A)(1) of rule 139b. Seeid.; see alsdProposing Releassupranote2, at 26794.

58 17 CFR 249.310.

59 17 CFR 249.308a.

60 17 CFR 24®20f

61 Rule 139b(a)(1)()0) (2).

62 SeeFidelity Comment Letter; ICI Comment Letter; SIFMA Comment Letteek alsdBlackRock Comment
Letter.

63 SeelCl Comment Lettersee als®BlackRock Comment Letter.
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thatprovide investorsvith researcton alarge numbers of funds on a largely automated Bésis.
Commenters also argued that the reporting history requirement unduly restricts research on
newer funds$>

As discussed in the Proposing Release, ruib 1Backs the reporting history requirement
of rule 139°® We believesatisfyingsuch a requirement indicates a likelihood that more current
and timely information has been disseminated to and digested by the marketplace to inform
investors of material imrmation about the fund, including risks, and prositdeestors with
SEGfiled information to compare against the contents of the research ¥épe alsocontinue
to believethat maintaining aeporting history requirement is consistent with the FAKR, A
which permitsa reporting historyequirement so long as it does not excéedperiodrequired in
rule 139%

We do not believe that funds should be treated diffgrémm other issuers subject to

the reporting requirement of rule 13%he Commissiomncluded a reporting histomgquirement

64 SeeFidelity Comment Letter.
65 SeelCl Comment Letter; SIFMA Comment Lettersee alsdBlackRock Comment Letter.

56  Rule 139redicatesissus peci fic research reports -danF3awhihiamsuer 6 s ¢
short form or shelf registration statements that are
it has been subject to and in compliance with the Exchange Act periodic reporting requirements for at least
12 months.

67 SeeProposing Releassyupranote2, at 26795 nn. 758 and accompanying text.he safe harbor would be
unavailable to broked e a |l er s 6 pistibltioncobréseacmreports about closed registered
invest ment companies or BDCs during theseSeupaer ed i n\
note51

68 SeeProposing Releassupranote?2, at 26795 n.77explaining the reporting and timeliness requirements of
rule 139)
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in rule 139%ecause ihelps toensure that the market has information, beyond the research report,
to allow investors to weigh how much value they will assign to the research répefundés
repating historyshould beparticularly important when the brokdealer publishing the research
report is participating or may partilbpate in
(similar to rule 139).As noted above, one commenseiggestedhat the reportindistory
requirement is unnecessary becauseldn d et ai | ed and comprehensi ve
di scl osur eproddeil n \gag ti althsfidforanationeabout fund¥® Eliminating
thereporting historyequirementvould reduce the information availaliteinvestors when
evaluating research reports published or distributed by bidaers when those brokéealers
arealsopartici pating i n t heThefequeemennatso alldtsné fare f und 6
themarket to absorb thereviouslyrelease@eriodicreportsandfor investors to assess an
i ssueros track record.

Corporate issuers are subjéatunder rule 139filing and disclosure obligatiorsmilar
to what isrequired of covered investment funds under rule 139though funds differ from
corporate issuers in many respects, investors would benefit similarly from having access to fund
information to evaluate the research reports on which they may considegrelgcordingly,
for the same reasons the Commission determined to include this requirement in rule 139, we

have determined to include this requirement in rule 139b

69 SeelCl Comment Lettersee als®BlackRock Comment Letter.
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We alsobelieve thabrokerdealers will be able to comply withe reporting history
requirementn a manner similar to how they comply with the parallel requirement in rule 139
and thathe effectof the requiremendn new fund would be similar to the effect on new issuers
underrule 139° Ot her i ssuers also have Adetailed and
obl i gati ons 0 Imhisagdyard, welae not pensudded that thesenaterial
difference between covered investment funds and other issuevilidijustify treating them
in a disparate fashiorWe continue to believe that the concerns underlying the reporting history
requirement of rule 139 apply to research reports issued under rule 139b, and therefore are not
persuaded that the reporting history requirenséould be eliminated from rule 139b as
suggested bgomecommenters.

One commenter also requested the reporting history requiremsambivened from
12 months to 25 days after a fund initially starts offerings shafé& commentesirgued that
this wouldalign withbrokerd e a | mankedpéacticeof waiting 25 daysafter an initial public

offering.”

0 We believe that a brokeatealer would be relying on rule 139 or rule 139b because it would be involved in
distributing securities of the issuer covered in the report, and wieeldfore have information about the issuer
to confirm it has been subject to filing obligations for the preceding 12 calendar months. For example, this
information is accessible throughh e  C o mnpuldicly iav@ilaldeglectronic Data Gathering Analgs and
Retri eval systéantNo@AvBrowe believe that brokdealers that choose to automate publication of
research reports may invest in technologies to implement this automation including by leveraging their existing
technological infrastructes to verify the reporting history requirement for covered investment funds.

T SeeSIFMA Comment Letter I; SIFMA Comment Letter Il. Additionaltisis commenter presented an example
of a new ETF based on a new industry classification standard thatrhasegainterest from thearketand
satisfies the minimum public market value requirement, but would be unable to satisfyanttPreporting
history requirementSeeSIFMA Comment Letter II. This situation and result equally occurs in the operating
conpany context, where a wdbllowed operating company thhas an initial public offeringnight satisfy the
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Rule 139is availableonly to brokerdealers thaboth publish or distribute a research
report on an issuer ardle participatingr will participatein aregistered offeringfthei s suer 6 s
securities.The 25day standard referenced by the commenter relates to the issuance of a
research report afténe prospectus delivery obligationan initial public offering ends, not
while the offering is ongoingndthe brokerdealer is participating in.itAccordingly, the
prospectus delivery obligatiatescribed by the commenierdistinct from thelelivery
obligation thatpplies tacontinuous offerings. Thus,h e ¢ o mme nt @rovisienarslu gge st e
rationaledo notappropriatelyapply toa brokerdealerparticipaing in acontinuousffering.
The 25day standard referenced by the commenter is premised on statutory proatkioessg
prospectus delivery, @ifferent investor protection consideration fromesill39 and 139b
Accordingly, we believe the 28ay standard imapposite taule 139b, as rule 139b applies to
broker dealers that are participating indfferingof t he subject fundds sec
offeringhas endedFor these reasonse are adopting the reporting history provision as
proposed.
Timeliness
Two commenter®pposedhe proposedimeliness requirement for issugpecific

researchreports’? Theyarguedthatbrokerdealers would faceperational hurdles confirming

minimum public market value requirement, but not the reporting history requirement, and thus could not be
covered as a rule 139 isstgecific resarch report until the E2honth reporting history requirement is also
satisfied.

72 SeeFidelity Comment Letter; SIFMA Comment Letter I; SIFMA Comment Letter 1.
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acovered investment f undd’d Onecomuentgr suggestad thag o f
brokerdealer firms be allowed to accept compliance representations from covered investment
fundsfor the reporting history and timeliness requireméht$he othecommenter requested

that the timeliness requirement apply only when a brdkater initiates research coverage on a
fund, rather than for each research reporlternatively, the commenter also requestes
Commission tgermit brokerdealers to relpn the lack of any Form 1226 (indicatingthata

filing is late)filed by covered investment funds within the prior 12 months.

Satisfaction of the timeliness requirement indicates a greater likelihood that a covered
investment fund will make informaticavailable in a timely manner to inform investors of
material information about the fund, including risk&e believe it is important for covered
investment fund investors to have timely information from the fund when evaluating research
reports as it isfor operating company investorRule 139 requires that an issuer satisfy the
reporting history and timeliness requirements at the time the bdeleder publishes or

distributes a research repéttModifying rule 139b tallow confirmingthe timelines®f a

73 SeeFidelity Comment Letter; SIFMA Comment Letterin a subsequent letter, one commenmiatied the
difficulty broker-dealers would have in identifying reports filed by registered investment companies that are

part of series companies, poi nt i Afund dpexificsealctapad&eeo f  f u n ¢t

SIFMA Comment Letter IL.All registered investment company filings are available on EDGAR, however, and
there are multiple ways to search the EDGAR system in addition to the fiutdadpecific page the

commenter identified i ncl udi ng using a fundadsndiilnng mMwumbdes , p whs

using a Central I ndex Key (ACIKO) number.
74 SeeFidelity Comment Letter.
> SeeSIFMA Comment Letter I.
6 SeeSIFMA Comment Letter II.
77 Seerule 139(a)(1)()(A))i (2).
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fundés reportingonly upon initiation of coverage, @ accept the compliance representations of
covered investment fungaould provide less protection to investors than the Commission
determined to be appropriate in rule 139e alsodo not beliee providingdisparate treatment
between funds and other issuetigh respect to reporting history and timeliness conditiens
necessitatetly operational or structural differences between the issuer tsewith the
12-month reporting history requirement, we believe that confirming the timeliness of periodic
filings for covered investment funds would ibstantially similar t@onfirming the timeliness

of periodic filings in the operating company contée do, howeer, agree with the
commenter thaa fundfiling a Form12b-25 (or lack thereofjvould serve as a useful indication
of t he f un dM@ believe tmatalbriokeieakersmay rely on the lack afForm 12625
filing as conf i r mareétimelywunderthte ruledessfthe braké@lealerfisi | i ng s
actuallyawarethrough other mearthat the issuer has not in fact made timely filings.
Accordingly, we are adopting the titireess requirement as proposed.

b. Market Following Requirement

We are adpting a requirement thatniorder for brokedealers tausethe rule 139b safe

harbor to publish or distribute issugpecific research reporthie covered investment furithiat

8 SeeProposing Releassypranote?2, at 2679495. Abrokerdealer has diligencandinvestigative obligations
undersection 11of the Securities Adh order to be able to claimdue diligence defense availatherainder
SeeSecurities Offering Reform Adopting Releasepranote23; rule 176 of the Securities Act [17 CFR
230.176]. Like the reporting history requirement, broldgalers could confirm the timeliness of a covered
invest ment fundds reports through a check of the Comi
available. This may allow the leveragingagferating efficiencies for broketealers already familiar with the
requirement.
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is the subject of a repamust satisfya minimum public market value threshold at the date of

reliance orthe new rulgthefifloat requiremerd). Specificallywe are adopting eequirement

thatthe aggregate market value of a covered investment fund, or the net ass&ivéheecase

of a registered opeendinvestment company (other than an exchaimgeged fund i E T%F 0 )

i.e.,, a mutual fundmustequal or exceethe aggregate market value required by General

Instruction 1.B.1to FormS-3.81 This amount is currently $75 millici. The FAIR Act permits

usto set a float requirement for covered investment funds, as long as the minimum public float is

not greater than what is requirbgrule 13983

We are adopting the float requirement and level as proposed. However, as discussed

below,the final rule inclues two changes to tfileat calculation methodologfor mostcovered

investment funds First, the final rulggeneralln o | onger requires

79

80

81

82

83

For mut ual funds, net

(requiring registered
(and certain others)

asset

mut ual
to sell

that th

value would be computed 1
as used in determining its share priGeerule 22¢1 under tle Investment Company Act [17 CFR 270.29c

funds, their pr
and r edeem astdaly

based on the current net asset value next computed after receipt of an order to buy or redeem).

Seerule 139b(a)(1)(B); rul e 139b(c) ( 4) a(dedf ifruinmMgp Feoxchpamrgpgeoses o
have the meaning given the term in Gahénstruction A to Form NLA).

incipal l
i nvest mei

The new rule refers to General Instruction 1.B.1 to ForB SJnder this instruction, aggregate market value is
ficomputed by use of the price at which the common equity was last sold, or the average of the bid and asked
prices of such common equity, in the principal market for such common equity as of a date within 60 days prior
to the date of filingd Gener al ltorFermn 3u.c t iTohne Id eBf.ilni t i on of

Instructions of Form NLAcontenp | at e s
FormN-1A.

General Instruction 1.B.fio Form S3.
Seesection 2(b)(2)(B) of the FAIR Act

val ui ng
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aggregate market value or net assetvhlee cal cul ated net % ®dond,t s aff

the minimum float requirement must be satisfied at the initigbomeinitiation)of research
coverage and then once a quarter thereaffbe proposal, on the other hand, would have
required thathe minimum float requiremerte satisfieceach tme abroker or dealer relied on
the safe harbor tpublish or distribute research report on a covered investment.fund

Float Level

Several commenters argued that a float requirement should be eliminated or reduced in
the context of covered investment filsbecause such a requirement would limit the extent of
research that could be produé@dTwo commenters argued that for funds, NAV relates to the
underlying value of the portfolio and therefore makes it an inapt proxy for market follwing.
Historically, the Commission has used public float as an approximate measweeotausr i t y 0
market following throughwhich the market absorbs informatitivatis reflecedin the price of
the security®” We continue to view as significant the relationship between public float

information dissemination to the markand following by investment institutio&. While

84 However, as discussed below, this change would not apply to the calculatioarofredty- or
currencypbased trust or fundds float .

85 SeeSIFMA Comment Letter; ICI Comment Letter; Fidelity Comment Letter.
86 SeeSIFMA Comment Letter; ICI Comment Letter.

87 See, e.gRevisions To The Eligibility Requirements For Primary Securities @fisrOn Forms $ and F3,
Securities Act Release No. 88{@Bec.19, 20Q0) [72 FR 73533(Dec 27, 2007)] ( #+3Revisions Adopting
R e | e assealddpecurities Offering RefornSecurities Act Release N8501 (Nov. 3, 2004) BFR 67391
(Nov. 17, 2004)]17, 2004 )discussing public float of a certain level as a factor indicating that an issuer has a
demonstrated market following)

88  See, €.9S-3 Revisions Adopting Releassypranote87.
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market following for funds that price at or near NAV may not have the same degree of anpa

the price of the fund shares that it may have for other issuers, market following serves other

purposes as wel |, including ensuring that a m

available. We believe that providing a different calculatimethod for mutual funds is

necessary to achieve the intent of the FAIR Act and is also consistent with the goals of the float

requirement in rule 139. We also do not believe there is a reason to set the level of the minimum

public float requirement basexh a different set of considerations than for operating companies

(e, the | evel of the securityds mar ket foll owi
As noted by commenters, we recognize that the minimum public float requirement may

impact the amount of research on covered investfneds. However, we continue to believe

that this requirement is consfiéddmsoussedwi t h rul e

previously, we believe that the intent of the FAIR Act was to extend the rule 139 framework to

covered investment funds in a nmeer consistent with the treatment of other issuers subject to

rule 139, except where necessary or appropriate. We do not believe it is necessary or appropriate

to treat covered investment funds and other issuers differently here, except with redpect to t

calculation method for mutual funds as discussed below. We also believe that concern about

coverage for smaller issuérand balancing that concern with investor protection concerns when

the brokerdealer distributing the report is participating inthe s u e r 6dsis notfuriigeeto n g

covered investment funds. As discussed in the Proposing Release, in the context of covered

89 SeeProposing Releassyupranote?2, at 26796.
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investment funds, we would expect market information to be most limited for new funds (which
the reporting history and timelinessquirements could help to address) and for funds that are
marketed to a limited segment of investors (whichflibet requirement could help to addregs).
Thefloat requirement is designed to protect investorgxstudingresearch reportn covered
investment funds with a relatively small amount of total assdtgh serves aa reasonable

proxy fora limited market following*

With respect to the level of the minimum public float, the float requirement is not
intended to include or exclude a certparcentage of funds or other issuers from research
coverage. The float requirement is intended to act as a proxy for market following. As we have
previously analyzed in other contexts, analyst research coverage of an issuer is one indicia of
market follaving. We have previously observed that analyst coverage drops off significantly
with smaller issuers, and few if any issuers with less than $75 million in public float have

significant analyst coveragé.Moreover, while certain data aggregators providialyst

90  Seeid

%1 We believe that conditioning the availatyilof the safe harbor on the aforementioned reporting history and
market valuation requirements will help restrict the availability of the safe harbor in situations where we expect
the information environment to be most limitefdr new funds and for fuds withlimited trading or interest
See also infraliscussion in the Economic Analysis at nd268-354.

92 SeeSimplification of Registration Procedures for Primary Secur@iffierings Securities Act Release N&943
(July 16, 1992[57 FR 32461 (July 22, 1992)] (stating that one indicia of market interest and following of a
company is the number of research analysts covering the company and that approximatetgdsved the
newly eligible cormpanies, based on the reduction of the float requirement to $75 million, are followed by at
least three research analystSee als®ecurities Offering Reform Adopting Releasepranote23, at 44728
n.53 (stating that issuers with a markapitalization of between $75 million and $200 million, in most cases,
have between zero to five analysts following them, with approximately 50% having zero to two analysts
following them).
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research report coverage for a number of funds, most funds are not followed by dedicated
research analysts akin to the analyst coverage that we have previously identified as being one
indicia of market interest and following for operating compafiess a consequence, we have
observed that covered investment fund issuers with a public float of less than $75 million
generally do not have a market following that would add to the mix of information in the
marketplace. Some commenters suggested usowea public float requirement for funds on

the basis of seeking to equalize the percentage of funds that would be subject to coverage with
the percentage of issuers similarly subject to coverage in rul® 1arket following, however,
appears to be daracteristic related to the size of a particular issuer, not to the statistical
distribution of issuers in the market. In other words, there is no reason to believe that equalizing
the percentage of issuers covered underi8&with the percentage aifrids covered under

rule 139b would result in a meaningful indication of market following because the result would
depend on the distribution of issuers and funds by sizaddition, using aninimum public

market value thresholthatis the same as thaallel threshold in rule 13®aybenefit market

participants through grilatory consistency and redusgportunities for investor confusidp.

% The Commissiomnd the stafintend to monitochanges in analyst research coverage of fundshenignpact
of the minimum public market value requirement on the availability of research on covered investment funds
and may in the futureeduce change, oeliminate the requirement to the extent that empirical evidence
demonstrates that a lower threshoiddifferent metriavould be consistent with investor protection.

%4 SeeFidelity Comment Letter; SIFMA Comment Letter .

%  Seeinfra discussion following not819
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While a broketdealer publishing a research report about a fund that does not meet the
minimum public float couldhot rely on rule 139b, other methods may be available to provide
information about these funds by a breklealer participating in the offering, suchcdmosing
to cover a smaller fund in a rule 482 communicatfoin addition,the public market value
requirement is limited to issuspecific research reports, and does not apply to industry research
reports.

Float Calculation

While we continue to believe that the float requirement serves a useful purpose, we
recognize that thproposedloat requirementould pose unique operational challenges for
analysts coveringertain covered investment funds. Accordingly discussed belowe are
makingcertainchangego the timing and method of the float calculation thatde®igned to
address these conceffios covered investment funds.

One commenter stated that calculating a
determining the specific amount of affiliate holdings to be excluded in calculating the public
float as proposed, is a practical challengebfmkerdealersbecause it was not clear to the
commenter that thirgparty vendors or filings on EDGAR contain data regarding the value of

covered investment funds, net of value held by affilidteBhis commenter also noted that

9% Seerule 482 [17 CFR 230.482]. Rule 482 sets forth certain filing and other investor protection requirements.
Id.

97 SeeSIFMA Comment Letter Il. This commenter stated that bralealers satisfy the parallel minimum public
float requirement under rule 139 by relying upon tipedty data vendors, such as Bloombevge understand
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brokerdealers are unlikg to have information about beneficial owners of funds that are
affiliates but hold the f un @dnmensels alsostatedthatr o u g h
the proposed floatequiremenmmore generallgreates operational challenges given the need to
track and test fluctuating market values to comply with it, given that many funds are
continuously offered®

We appreciate these concerns andlaeesforeadopting two modifications to the final
rule. Firstthefinalruled oes not r e g uaggregatd naikdt valudoenetfassetd 6 s
valuebe cal cul at ed n eformostcovarédfinvelstiment fumddfowedvey, hed i n g s
final rule, like theproposal would require that aommodity or currencybased trustonfn d 6 s
public float becalculatedhet of affiliate holdings, as under rule 13rokerdealers today can
rely on rule 139 to publish research reports regarding these coneestimenfunds and we
believe it appropriate to maintain consistency for isstiescan be covered under both rules
where consistent with the FAIR AcOtherwise exactlythe sameactivity couldbe subject to
different standards based therule that a brokedealer chose to us®©ne commenter argued
that determining affiliate wnership for such funds based on Formskl@nd S1 may quickly
become outdatetf® We believe thatdr purposes of calculating affiliate ownership when

determining a covered i nwdeaeasmayrdlyorthercavéred publ i

that thirdpartyservice providers do not aently calculate this number for covered investment funds, although
they may do so in the future.

98 SeeFidelity Comment Letter; SIFMA Comment Letter .
% Seerule 139b(a)(1)(i)(B).
100 SeeSIFMA 1l Comment Letter.
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investmenf und6s most recent ownership disclosures
the beneficial owners, despite the potential data limitations. As a consequence, we believe that a
brokerdealer need not seek to identify unknown beneficial owners heldgh disclosed record
owners, and also does not need to generally exclude record owners from the calculation of public
float, except to the extent that they represent known beneficial owners. We believe this approach
is reasonable and comparable to teed in the operating company context.

Unlike rule 139, rule 139b does not permit affiliates of covered investment funds to rely
on the safe harbor, mitigating the risk that a fund with significant affiliate holdings would be the
subject of market movingsearch by those same affiliat&¥e alsoappreciate that there is
more limited information currently available regarding the holdings of affiliates of covered
investment funds relative to operating companies, as noted by comm&hfEnst many
covered mvestment fund are continuously offered also adds operational challenges. A covered
invest ment fundds investor base, and thus pot
more difficult to identify affiliate holdingsin addition, covered invésient funds are subject to
uniquelegal provisionghat generally restrict affiliate ownership and provide additional legal

protections when affiliate ownership is permitt€d Accordingly, not requiring a brokedealer

101 SeeSIFMA Comment Letter Il (noting that third party vendors do not currently provide float information net of
affiliates for funds, and that for certain funds whose ownership is held in street name, affiliate ownership may
be Aunknowabl ed) .

102 gee, e.glnvestment Company Act sections 12, 17, and 57 and rules thereunder.
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to identify and exclude affiliateoldings is designed to addreksse challenges and
appropriately tailosthis requirement for covered investment furiéfs.

Second, the final rulwill permit a brokedealer to satisfy the minimum float
requirement when it initiatg®r reinitiates)coverage and then once a quarter thereé@iong
as it continues issuing or distributing research on that fuather than each time the broker
dealer publishes or distributes a research report, as profié3at recognize thah the
operating compangontext where most issuers are not engaged in a continuous distribution,
brokerdealers can rely on other researeportrules that do not include a public float
requirement. The requirementpnoposedule 139b that a covered investment fundenthe
requisite public float each time the brold@aler publishes a research repatldtherefore have
involved greater operational challenges than those associated withrtégpondingequirement
in rule 139. A brokedealer would generally only needdomply with the requirement in rule
139 for a discrete period of time while the issuer is in distribution, but would have been required
to comply with the corresponding requirement in qieposedl39b every time the broker
dealer published a researchaogmbout a covered investment fund that was in continuous
distribution where the broketealer is participating in the offeringVe believe that requiring a

brokerdealer tadeterminethe float upon initiatioror reinitiationof coveragewill ensure thathe

103 The instructions to Form-3 discuss methodologies for calculating float net of affiliates. When calculating
float for purposes of rule 139b, those instructions related to the ®echkaffiliate ownership must be
disregarded.

104 Seerule 139b(a)(1)(i)(B). If a brokedealer were to cease publication or distribution of a covered fund research
report and then initiate cover age talbealowethe mihiimBnapr ovi s i
the time that the broker or dealer begins relying on the safe harbor provided by rule 139b once more.
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float requirements met at the outset wésearcltoverage. We are requiring a quartedy
assessmetf t he fl oat requirement to mitigate the
declines over time and no longer meets the float requirenvéatbelieve a quarterlgssessment
is appropriate as it aligns with the quarterly reporting schedule offoradd and balances the
risks of only periodically verifying  f ufloadl vtk the costs of more frequemt continuous
assessments

We believe tlseadjustmerg appropriately tailorule 139 to covered investment funds.
For the reasons discussed belave believe that the changes to the calculation and time of
testing of the minimum public float requirement for covered investment funds under rule 139b
are necessary or appropriate in the public interest, and for the protection of investors, and for the
promotion of capital formation as they allow appropriately tailoring of rule 139 in applying it to
covered investment funds while considering their unique structure and operational aspects.

We proposed that tHeat threshold be calculated in termsMAV rather than aggregate
market value for mutual funds in order to reflect the market structure differences between mutual
funds and all other covered investment futisAbsent this modification, the float requirement
would categorically exclude brokeealers from relying on rule 139b in their publication or
distribution of mutual fund issuepecific research reports, which would appear inconsistent
with the FAIR Actdés directives. Mutual funds

computether net asset value each day, providing a

105 |d. at 26796 n.86.
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si ze, akin to other issuersd public float; an
at net asset value provides timely share prices akin to the priceealigtbat occurs in a public
trading market.As discussed further belowgrfother types of covered investment funds, such as
closedend funds and BDCs, which may or may not have public float, we believe it is
appropriate, and consistent with the FAIR Aotprovide the same public float requiremeénts
the manner of calculation and amaoduragts applies to issuapecific research reports under rule
139. Accordingly, we are adopting this NAV calculation method as proposed.
Nontraded funds
Finally, one commeset suggested that we revise rule 139b to permit an ispeeific
research report to cover anoaded closeg¢ nd f und or BDC that does ni
and thus which, under proposed rule 139b, could not be included in arspsudic reseh
reportl®® This commenter noted that the proposed rule did not extend the NAV calculation
method beyond opeend funds, but pointed to a footnote in the proposal that discussed the
potential for nortraded BDCs or CEFs to be able to use a variant dil& approach, and
asked that we amend the final rule to allow them to d§’so.
Although under the proposed rule the NAV calculation method was only available to

mutual funds, we acknowledge that the Proposing Release discussion was inconsistent with the

106 geeSutherland Comment Letter.

107 1d. The commenter argued that all Asaded covered investmiefunds that have a net asset value (less the
value of shares held by affiliates) that equals or exceeds the aggregate market value required in General
Instruction I.B.1. to Form 8 should be covered by new rule 139b.
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proposed rule text in that the Proposing Release discussed the possibilitytcdadenhBDCs
and CEFs calculating a NAV based on their last publicly disclosed share price for purposes of
proposed rule 13918

We decline to amend the rule text to allow the\N&alculation method for netraded
BDCs and closeiend funds. We believe that it is inappropriate for-traded BDCs and
closedend funds to satisfy the float requirement using a NAV calculation because doing so
would undermine the purpose of the requirement. As discussed previossgically, the
Commission has used public floataproxy foras e ¢ usrmiarkeyféllowing®® We believe
that the NAV method for mutual funds acts as an effective proxy for market following for mutual
funds becausmutual funds redeem their shares daily and therefore must compute their net asset
value each day, providing a timely and reliable mease of t he fundds si ze,
public float; and investorso ability to purch
timely share prices akin to the price discovery that occurs in a public trading marketrablieoh
BDCs andCEFs do not have an equivalent daily metric available, and often compute NAV on a

significantly more infrequent basis, such as quarterly.

108 CompareProposing Releassypranote2, at 26796 n. 83 (AFor covered invest
traded (such as nenaded closegnd funds and netraded business development companies anticipate
that, for purposes of proposed rule 139b, net asset value and aggregate market value would be calculated based
on t he f un ddsslosédastmte pricewfbrindracidd Yusiness development companies, this would be
the commonegwt s har ewitppricapgse®gd rule 139b(a) (1) (i) (B): iThe
and norvoting common equity held by neaffiliates of the covered investment fund, or, in the case of a
registered opefend investment compatgmphasis addedpther than an exchangeaded fund) its net asset
value (subtracting the value of shares held by affiliates), equals or exceeds the aggregate market value specified
in General Instruction I.B.1 of ForniS . o

109 See supramote87 and accompanying text.
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In addition, we do not believe that providing a different calculation method for
nontraded close@nd funds and netraded BDCs is appropriate, because such funds do not
have the same kind of structural differences that necessitate different treatment provided to
openend funds. For example, unlike mutual funds,-traded closegnd funds and BDCs
could meet the floatequirement if they chose to be listed and would not have to undertake any
structural changes. By opting not to list, feeded BDCs and closezhd funds are similar to
nontlisted operating company issuers that, by choosing not to list, cannot meeblicdlpat
requirement of rule 139.

Finally, wedo not believe that our approach is inconsistent with the statute or
congressional intent. Specifically, wete that the FAIR Act includes an interim effectiveness
provision, whereby if the Commission hast adopted a covered investment fund research report
rul e within 270 days -dehlerscould begin publishingaract ment ,
distributing covered investment fund research reports provided that certain rule 139 conditions
are satisfied!® Onesuch specified conditiois that an issuespecific research report about a
covered investment fund must satisfy the existing public float requirement of rule 139 during this
interim effectiveness. As such, even during the interim effectiveness pesvdgat under the

FAIR Act and as a result of the conditions in rule 139 -naded BDCs and CEFs would not be

110 Seesupranote3; section 2(d) of the FAIR Act. The FAI R Act o
effective as of July 3, 2018 and by its terms will terminate upon the adoption of a covered invesichent fu
research report rule. Currently, at least one brdieader is issuing covered investment fund research reports in
reliance on the interim effectiveness provisi@ee, e.gRachel Evandn a Passive World, Bank of America's
New ETF Team Picks Stoqf3ct. 17, 2018, available athttps://www.bloomberg.com/news/articles/201&
17/inra-passiveworld-bankof-americas-new-etf-teampicks-stocks?srnd=etfs
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able to satisfy the public float requiremamid thus by congressional design would not receive

the benefit of the dghtoftR reasonsdiscussed dhevehaver b or . I
determined not to amend the proposed rule text as the commenter recommended to expressly
include nortraded BDCs and CEFs within the safe harbor.

C. Regular-Course-of-Business Requirement

We are adopting as proged a condition toule 139bthata brokerd e al er 6 s publ i c
or distribution of research repotiefin the regular course of its busin&ss (the
firegularcourseof-businesd requirement).Although the regulacourseof-business requirement
is generallysimilar to theexisting provisions of rule 139, it differs in one respetequiredy
the FAIR Act. Rule 139 provides, in addition to the requirement that a brd&ealerfipublish or
distribute research reports in the regular course of ggbss) thatsuchpublication or
distributionmaynot represengitherthe initiation of publication of research reports about the
issuer or its securities thereinitiation of such publicatioriollowing a discontinuation thereof
(thefinitiation orrein i t i eetuirecnand}!?

The FAIR Act, however, provides that the safe harbor shall not appiyriiation or
rei ni reguadmendora deport concerning covered investment fund wighclass of
securitiesin substantially continuous distributio*&® Accordingly, ule 139b incorporaisthe

~

AT ni t iraetiind nreqoarement from rule 138ndspecifesthat it applies only to research

11 Ryle 139b(a){)(ii).
112 Rule 139(a)(1)(iii) [17 CFR 230.139(a)(1)(ii)]
113 Section 2p)(1) of the FAIR Act
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reports regarding covered investment fund that does not have a class of securities in
substantially continous distributiort!* Determining whether alass of securitieis in
substantially continuous distributiavould be based on an analysis of the relevant facts and
circumstances.

Onecommenter asked for clarification that t@pe and meaning déubstantially
continuous distributiomincludes traded registered closethd investment companies and BDCs
engagedn atthe-market GATM 0) offering program®ver consecutive quartepsirsuant to rule
415(a)(4) under the Securities A¢t. Determining whethr a class of securities is in

fisubstantially continuous distributiois ananalysisbased on the relevant facts and

circumstancesWith respect to traded fundisatoffer ATM programs over consecutive quarters

pursuant to rule 415(a)(4) under the Sei@siAct we believe thaa covered investment fund
that engages iangoingdistributions of its shares on a frequency consistent with-epen
investment companias in substantially continuous distributipbut one that does so on a less
frequent basisnay not be

One commenter askekatwe clarifywhetherbrokerdealerghathave published and

di stributed communications styled aculdineeesear c

114 Seerule 139b(a){)(ii).

115 SeeSutherland Comment Letter. This commenter also asked for clarification regaoditraded registered
closedend investment companies and ficaded BDC®ffering shares on a continuous basis under Seauritie
Act rule 415(a)(1)(ix). Although these funds would not be covered in ispesific research reports because
they would not have the requisite public float,
woul d incl udecoantiisnwhosutsa notfifaelrli yn g 0Sed irdrasectiomni Il.Bo2ds e s
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the regularcourseof-businessequirement!® This commenter alsmentioned thasome
brokerdealerdhave published and distributed research reports on other issuers (soch as
covered investment funds, or on operating compameagliance on the rule 139 safe harbor
We believe that &rokerdealer can satisfy thegularcourseof-business requiremetitrough
eitherof the methods discussed thys commentet!’ A brokerdealer publishing or distributing
an issuesspecific research report caatisfy the regulacourseof-business requirement if at the
time of reliance on rule 139b it has distributed or published at least one research report about the
issuer or its securities, or has distributed or published at least one such report following a period
of discontinued covege. In addition,the condition may be satisfidxy publishing or
distribuing researchieportson acovered investmeritind when a brokerdealeris not
participating in the offering of it fund.*t8

One commentendicated that brokedealers should not required to have traditional
research departmeint order to rely orthe rule!® A traditional research department is not a

requirement to meet the condition, but would be a factor in indicating compliance with the

116 SeeFidelity Comment Letter.

117 See als®ecurities Offering Reform Adopting Releasapranote23, at 4476864. There is no minimum time
period for the broker or dealer to have distributed or published research reports, only that the particular broker
or dealer has initiated or reinitéd coverageld.

1 This would also include other types of research or

119 SeeSIFMA Comment Letter (also asking the Commission to clarify that the regataurseof-business
requirement would defitively be satisfied where the research is produced by traditional research analysts
within a traditional research departm&nmiegardless of whether it previously produced research on a particular
type of security)
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regularcourseof-business requirementWe discussed a number of other fastbat may
evidence compliance with this condition in the Proposing Refé&se.

Several commenters expressed concerns that the reguiaseof-business requirement
was too restrictivé?! For example, one commenter stated that requiring bidé@lers to satisfy
the regulaicourseof-business requirement by having a histofpublishing or distributing
research on the same types of securities as covered in the researdls reponsisent with the
FAIR Act andcongressionahtent, andnay preclude coverage by new brokiealer entrants?
We do not believe that ¢éiregularcourseof-businessequirements inconsistent with the FAIR
Act, congressionahtent, orwould preclude new bker-dealer entrants from relying on the rule
139b safe harboas suggestday the commenter We believe the FAIR Act ancongressional
intent are clear in their directive &xtend the rule 139 safe harborctavered investment fund
research repast Rue 139 includes a regukamourseof-business requirement, and we believe it
is appropriate for rule 139b to also include the same type of require@emmenters did not

identify, and we are not aware afyy distinguishable differences in the operatiboavered

120 SeeProposing Releassupranote?, at 2679899 (These factors included whether the brodlealer: has a
compliance structure in place with relevant policies and procedures goveraingublication of research and
their distribution of registered investment company advertisements; has a research department with research
analysts covering particular issuers or industries; maintains policies and procedures governing its research
protocols; andregularly publishes or distributes research on any other type of company or business other than
covered investment funds.).

121 SeeSIFMA Comment Letter I; ICI Comment Letter; Fidelity Comment Letseg alsdBlackRock Comment
Letter.

122 geeSIFMA Comment Letter I.
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fund issuers thakould necessitate different treatment from other issuers subjeaetd39 with
respect t@ regulafcourseof-business requirement

Moreover, brokedealers that wish to newly begin publishing or distributing research
reports on funds could meet this condition throagkiof the methods discussatiove!?® Once
a brokerdealer has established a history of issuing such resesgyohtspursuant tanyof these
(or potentially other) methods in the regular course of busirtessyld satisfythe condition and
begin relying on rule 139b.

Similarly, another commentestatedthat in place of the regulaourseof-business
requirement, we should require brokke al er s pol i ci es rded3®b pr ocedur
compliancet?* We are not incorporating thisuggested¢hange Maintaining policies and
procedures to comply with rule 139b is one of several factors we would asdegsrmining
whether the brokedealer has engagedn@search report publication and distributiorthie
regularcourseof business, but such a factor alone doesstablish that the
regularcourseof-business requirement has been met.

Since rule 139 was first adopted, the regelawrseof-business requirement has been a

condition forabroked e al er 6 s publ i cation or distribution

123 Seesupranotesl16 118and accompanying text.

124 gSeelCl Comment Lettersee als®BlackRock Commentetter.
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rule 12> We continue tabelieve requiring that research reports be published or distributed in the
regular course of brokerdealets businessinder rule 139pconsistent with the requirements of
rule 139,couldreduce thgotentialthat ®vered investment fund research repodsldbe used

to circumvent the prospectus requirements of the Securitie¥%Ebr the reassdiscussed in

this sectionwe are adopting the regueourseof-businessequirements proposed.

2. Industry Research Reports

Rule 139b sets forth conditions for industry research reports that parallel the
corresponding conditions under rule 139 angl intended to provide appropriate parameters to
address the risk of circumvention of the prospectus requirements of the Securitig’s Act.

a. Reporting Requirement

Under the rule 139b safe harbeachcovered investment fund included in an industry
reseach report must be subject to the reporting requirements of section 30 of the Investment
Company Act (or, for covered investment funds that are not registered investment companies
under the Investment Company Act, the reporting requirements of sectiorsd&ion 15(d) of
the Exchange Act). This reporting requirement generally tracks an existing requirement for

industry research reports under rule 139 but has been modified so that it would be applicable to

125 SeeAdoption of Rules Relating to Publication of Information and Delivery of Prospectus by HDekéers
Prior to or After the Filing of a Registration Statement Under the Securities Act of 1933, Securities Act Release
No. 5105 (Nov. 19, 197(QB5 FR 18456 (Dec. 4, 1970)].

126 SeeProposing Releassupranote 2, at 2679%ee als®ecurities Offering Reform Adopting Releasapra
note23.

127 See supraotes49i 50 and accompaying text;see alssupraparagraph accompanying notes 15.
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industry research reports that include coveredstment fund issuet$® Like the parallel
provision of rule 139, the reporting requirement under rule 139b bakgehat there is
publicly available information about the relevant issuers and that investors are able to use such
information in makingheir investment decision€Commenters did not present any concerns
regarding the reporting requirement for purposes of industry research repartge are
adopting it as proposed
b. Regular-Course-of-BusinessRequirement

Under rule 139b, as proposedbrokerdealer must publish or distribute research reports
in the regular course of its busifghes in orde
regularcourseof-business requirement for industry research reports similarly applies to
issuerspecific research reports® and it also tracks an existing requirement for industry research
reports under rule 13§

Li ke the parall el pr ovi scouseof-businessul e 139, r
requirement for industry research reports inclutiesrequiremetrthat at the timeof publication

or distribution of thendustry research report, the brokkzaleris includingsimilar information

128 Seerule 139(a)2)(i) [17 CFR 230.139(a){2)] (The issuer is required to file reports pursuant to section 13 or
section 15(d) of the Securities Exchange Act of 1934 or satisfies théigosidh paragraph (a)(1)(i)(B) of this
section).

129 Rule 139b(a)(2)(iv) (the broketealer publishes or distributes research reports in the regular course of its
businesand, at the time of the publication or distribution of the research r@pahie case of a research report
regarding a covered investment fund that does not have a class of securities in substantially continuous
distribution)is including similar information about the issuer or its securities in similar r@ports

130 See supraectionO.
131 Seerule 139(a)(2)(v) [L7 CFR 230.139(a)(@)].

45



about the issuapr its securities in similar report? Ho we v e r |, unl i ke rule 139
i nformationo requirement under rul e dda®b appl
is publishing or distributing a research report regarding a covered investment fund that does not

have a class of sedties in substantially continuous distribution. As discussed above, the FAIR

Act provides that the safe harbor shall not apphyfihiiation orr e i n i treguaagmentorao

research report concerniagcovered investment fund wighclass of securitssfin substantially

continuous distribution'®® We bel i eve that the fAsimilar infor
Al nitiation or reinitiationo requirement, i n
brokerd e al er 6 s abi | i t ysatebarboreolpybliso or didtribute aresebren 1 3 9 b

report about a particular covered investment fund if the brd&eler had not previously
publi shed research on that 1issuer. Therefore
arealsoexclibnhg covered investment funds from the i
have a class of securities in substantially continuous distribution.

We provided guidance in sectitirB.1.c above on how a broketealer can meet the
regularcourseof-businessrequirementn the context of issuespecificresearchieports, and
such guidance would be equally applicable in meetingafeirementn the context of industry
researchieports. We are adopting thequirements proposed for the reasons discussedis

sectionand in the similar secticior issuerspecificresearcheports.

132 Rule 139b(a)(2)(iv).

133 See supraotesl13 114and accompanying text.

46



c. Content Requirements for Industry Research Reports

Rule 13916 safe harbor fopublication or distribution oihdustry research repoiisalso
conditionedon certain content requirementd/e are adopting these requirements as proposed.

Specifically, underule 139h industry research reports eithreustinclude similar
information about a substantial numbercofered investment fundsuers of the same tyr
investment focus (th@ndustry representation requireméit>* or alternatively contain a
comprehensive list of covered investment fund securities currently recommended by the
brokerdealer (théicomprehensive list requireméht*® Theserequiremers aredesigned to
result in industry research repstihat cover a broad range ioestmentompanies or
securitiest*® At the same time, the comprehensive list requirement would permit a different
presentation of research about multiple covered investraadsfthan the industry
representation requirement would perfift Because the affiliate exclusion applies to all
covered investment fund research regbiitg., both issuespecific research reports and industry
research repordsa brokerdealerseeking toely onrule 139bby satisfyng either the industry

representation requirement or the comprehensive list requireaentdtincludeany covered

134 Rule 139b8)(2)(ii)(A).
135 Rule 139bg)(2)(ii)(B).
136 SeeResearch ReportSecurities Act Release N&492 Qct. 6, 1983[48 FR 46801(Oct. 14, 1981.

137 Underrd e 1 3 @rpreheasivdiliet r e s egproacht woul d have to include

currentiyr ecommended covered investment fund securities,

not be required to list each curreatBcommendd security but instead could cover a more limited number of

i ssuers as long as a fisubstanti al number d of covered

focus were included.
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investment fund issuer that is an affiliate of the brakesaler, or for which the brokelealer
serves aaninvestment adviser (or is an affiliated person of the investment adwvisegovered
investment fund research report, including industry research régorts

Severalcommentes argued thaa brokerdealershould be able tmclude affiliatedfunds
in indugry research repor@sbout covered investment funtf Another commenter argued that
industryresearchieports with a substantial number of fusti®uld satisfy the purposes of the
affiliate exclusion if theycontain similar information about each fund aradparticular fund is
afforded materially greater space or promineriteAnother commentesuggested thain some
instancesbecause affiliated funds még as or more suitable than naffiliated funds,
brokerdealersshould be allowed tmcludeaffiliated fundsin industry researcheportst#!
Several commenteedsoargued that we should permit brol@galers to include both affiliated
and nonraffiliated funds in industry research remptiut only provide the rul@39b safe harbor

for the nonaffiliated funds included in the report. They suggested that any information about

138 Seerule 139b(a)(2)(ii)(B) (excluding from the comprehensigt $iecurities of a covered investment fund that is
an affiliate of the brokedealer, or for which the brokelealer serves as investment adviser (or for which the
brokerdealer is an affiliated person of the investment advissep;alssuprasection0. In the final rule, we
also made a change to rdi@9ka)(2)(ii) to clarify that the industry research report provisions are with respect
to covered investment fund research reports and the affiliate exclusion set forth tfiénesna brokedealer
cannot include a covered investment fund issuer in any industry specific iepamt(istry representation
requirement or the comprehensiia tequirement) if the broked e al er 6 s r el ati onship
the affiliations designated in the affiliated exclusion.

139 SeelClI Comment Letter; Fidelity Comment Letter; SIFMA Comment Letteek alsdBlackRock Comment
Letter.

140 geeSIFMA Comment Letter |.
141 SeeFidelity Comment Letter.
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affiliated funds included in such a report not benefit from the safe harbor, and thus any
discussions of those funds be subject to the requirements @id2:é?

We believeextending the rule 139b safe harliomaffiliated funds in industry research
reports(whether industry representation or comprehensive list repootsd not be consistent
with the intentand plain languagef section 2(f)(3) of the FAIR Act*® We alsobelevethat
alowing for a mix ofaffiliated fundsandnonaffiliated funds to appear togethara single
researchieport as suggested by commenteénsieliance on two separate and distinct
characterizations of that communicatiae.( under rule 139kuch a research report would be
deemed not an offer under the Securities Act, and under rule 482 such a research report would be
deemed to be a 10(b) omitting prospectus) would be an untenable regulatory framework. Not
only would there beéliffering presemation, liability, and filing standard&r the different portions
of the reportbutwe believe thait couldcreatechallengegor regulators and otheesnd
confusionfor investors because the information presefe@ach type of fundvould likely
differ.1** Accordingly, we clarify that brokerdealers may not selectively apply the rule 139b

safe harbor to certain aspects of a research repbdsafe harbomustapply to the entirety of

142 SeeSIFMA Comment Letter |; Fidelity Comment Letter.

143 This sectiorexcludes from the definition of covered investment fund research report any research report to the
extent that the research repis published or distributed by the covered investment furehgraffiliate of the
covered investment fund, or any researbort published or distributed by any brokigraler thats an
investment adviser (or an affiliated person of an investméviser) for the covered investment fund.

144 For example, communications subject to rule 482 must be filed with the Commission pursuant to section 24(b)
of the Investment Company Act. 15 U.S.C. @ddb). Rule 2448 under the Investment Company Algiems
these materials to have been filed with the Commission if filed with FINRA. 17 CFR 273.24fless the
entirety of the research report was filed, reviewing isolated and selective portions of a research report related to
affiliated funds may not allovior effective review of such materials.
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the reporbr it does not apply at alBrokerdealers mayhowe\er, insteadchoose to issua
rule 482 communication that is styled as an industry research reportatbltated fundsor
about affiiated and noraffiliated funds;in either case, such a communication woulcbgect
to the requirements of rule 4@2adnot gain the benefit of the rule 139b safe harbor

One commenter raised thencernthat excluding affiliated funds from an industry
researchieport subjecto the comprehensive list requirement may creaf@se impression that
an affiliated fundi® x cl uded because it do &' Wamacknowlkedget an
this possibility. If a brokerdealeris concerned that a research report punpgto includea
comprehensive list of fundaayconfuse investors, the brokdealercouldincludean
explanation of why affiliated funds are excluded from the research rdpmrexamplea
brokerdealercouldinclude a statemeim the reporindicating thait does not include
information about affiliated fundsue to relevant securities regulations

Onecommenter argued thaile 139b should not include industry report content
requirementbecauseovered investment funds do not have the saraketconditioning or
Agyumpi ng o0ascaruritiee qovered research reports published or distributed in

relianceonrule 139'%¢ Since many covered investment funds continuously distribute their

145 SeeFidelity Comment Letter.

146 SeelCl Comment Letter (citing an SEC staff report issued in 1969t i ng -t hmpi Mig&w nconcer ns
primarily arise during the pffling stage of a securities offering and castthg u bt on t he doctri nef¢
applicability to norparticipants in a secuids offering). This commenter made the same argument regarding
industry report presentation requiremenBgenfra note152 See alsdBlackRock Comment LetterRule
139b is not limited to noparticipants. Brokedealers participating in the distribution of the covered
invest ment fundbs s ecuredthdaapplicabneaonditiors brg satisfred.t he rul e pr
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securities, conditioning the market concerns can remain throutiteafferingfor issuers
covered under rul&39h Market conditionings a concern that informaticabout a fund or its
securities might superseti®e informatiorprovided intheir offering prospectus. With respect to
research reports, this concern is heightened for ispemific research reporémd trerefore thg
are subject to more stringent conditions than industry research reports. Market conditioning,
however, remains a concern for industry research reports, asheltontent requirementsr
industry reportsre designed tbelp ensure thahdustry repogbecome a part ahe mix of
information in the marketplace, rather than circumventing the prospecfusements of the
Securities Acbr the issuespecific conditions.

The language from rule 189industry representation requirementeplicatedn
rule 139k with modifications designed to apply the language to the covered investment fund
context Under rule 13& corresponding requirement, an industry research report must include
fisimilar information with respect to a substantismber of issuers in the iss@&mdustry or
subindustry, %’ As discussed in the Proposing Releada|ewoperating companies are
typically grouped based on their busineaggoy, entities that are included in the definition of
ficovered investment fudare typically grouped based either on thgire orinvestment
focusl*® Therefore, the industry representation requirement would require an industry research

report to include similar information about a substantial number of issuers either of the same

17 Rule 1398)(2)(iii) [17 CFR 230.139(a)(2)(iii)].
148 SeeProposing Releassypranote?, at 26800.
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type .9, ETFs or mutual funds that are large ¢apds,bond funds, balanced fundsoney
market fundsetc) or investment focuse(g, primarily invested in the samadustry or
subindustry, or the same country or geographic regith)Ve believe thathis requirement
tracksrule 139 to the extent practicable and appropreate we did not receive comments on
this aspect of the proposdtor the reasons discussed abave,are adopting the industry
research report content requirementpraposed

d. Presentation Requirement for Industry Research Reports

As proposed, the rulE39bsafe harbofor industry research repotisconditionedn a
presentation requirement. Under ti@vrule, analysis of any covered investment fund issuer or
its securites included in an industry research regarnot be given materially greater space or
prominence in the publication than that giie anyother covered investment fund issueitsr
securitiest>

We believe that the concermderlying theule 139 presatationrequirementspply
equally in the context of covered investment fund research répbitéie industryshould
alreadybe familiar with this long-established and wellnderstooadondition, andhereforewe
believe implementing aimilar presentatiogondition for industry research repoais covered

investment funds would be straightforward

149 Rule 139b@)(2)(i)(A) .
150 Rule 13908)(2)(iii) .
151 SeeProposing Releassyupranote?2, at 26801.
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Onecommenter argued that rule 139b should not include industry report presentation
requirements because covered investment funds do not have the same market conditioning or
Agymmpi ngdo concerns as those securistriduteds cover
in reliance of rule 1382 As discussed abovejarket conditioning remains a concern for
industry research report® The presentation iguirements for industry reporése designetb
helpensure that industry repsrbecome part ofthe mix d information in the marketplace,
rather than circumventing the prospeateguirements of the Securities Amtthe issuespecific
conditions. For the same reasons discussed above, we disagree with this cofifnenter.

Accordingly, we are adopting this négement as proposed.

C.Presentation of Performance Information in Research Reports about
Registered Investment Companies

The poposed rule would not have requigdndardized performance presentation for
covered investment fund research repoHsweer,the Commissiomequested commenn
whether the final rule should requiresearch reports abogtgistered investmebmpanieso
be subject tetandardized performanpeesentation requirement¥he Commissioexpressd
its concern thamot including standardized performance measures in research @pddsead
to investor confusionThe Commissiomlsonoted its longtime recognition that investors tend to

consider investment performance to be a particularly significant factor inagveg or

152 SeelCl Comment Lettersee alsdBlackRock Comment Letter.
153 Seesupranotel46and accompanying paragraph.

154 Sedd.
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comparing investment companies and had previously identified a number of circumstances in
which performance could be disclosed in a misleading mafher.

In a change from the proposele are adopting conditionin rule 139b that if fund
performame information is included in a research report, it must be presented in accordance with
certainstandardizegresentatiomequirementslependentn the type otovered investmeritind
covered™®® For research reportsat includeregstered opesend fund performancewe are
requiring that fund performance be presented according to the presentment and timeliness
requirements of rule 482’ For reseech reports that include closeshd fund performancene
commenter argued for standardized presentation requirefoeaiscovered investment funds
and recommended that closedd funds complyith therequirement®f Form N-2 instead of
rule 482, which does not offer any standardized performaatperematsfor closedend
funds®® We agree with the commenter, and are therafegairing thatlosedendfund
performance be presenteda manner that is in accordance wtkinstructions to item 4.1(g) of
Form N-2, althoughother historical measures of pemmance may also be includedaifiyother

measurement is set out with no greater prominence

155 SeeProposing Releassupranote2, at 26802.Additionally, the Commissionoted itsconcernthat rule 482 or

rule 34b-1 could be circumvented by recasting registered investment company advertisements or selling
materials asesearch reportdd.

156 Rule 139b(a)(3).

157 Seeid. (requiring that a research report discussing fund performance of a registerezhdpranagement
investment company must present it in accordance with the performance requirements of paragrapfe) (d) and
of rule 482 [17 CFR 230.482] and must also comply with the timeliness requirement of performance data in
paragraph (g) of rule 482).

158 gSeelCl Comment Lettersee als®lackRock Comment Letter.
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Specific statutory provisions and rules applattvertising the performance gistered
investment companiés®? An advertisement about a covered investmend fhat is a registered
investment compang deemed a section 10(b) prospectus (also known Badwmertising
prospectusgor flomitting prospectud for purposes of section 5(b)(1) of the Securitiess&ct
long as itcomplies with rule 48%%° Therefore abrokerdealeés publication or distribution of a
research report that complies with the requirements of rule 482 would not be deemed
nonrconforming prospectus in violation séction 5 of the Securities At As discussed in the
Proposing Releaseivgnthe breadth of the definition dfesearch repastunder the FAIR Act
(and the definition ofiresearch repastunder rule 139b)ertaincommunicationdy
brokerdealerghat historically have bedneated asdvertisements for registered investment
companiesunder rule 482ow could be considered covered investment fund research reports

subject to the rule 139b safe harb8r Among other things, rule 482 requires standardized

159 See, e.gsection 24(g) of the Investment Compangt L5 U.S.C. 80&a24(g) (directing the Commission to
adopt rules or regulations that permit registered investment companiesa@ssectuses that (i) include
information the substance of which is not included in the statutory prospectus, and @geueddo be
permitted by section 10(b) of the Securities Act); rule-34imderthe Investment Company Aft7 CFR
270.34b1] (requiring that, in order not to be misleading, investment company sales literature must include
certain information, includingvith respect to performance information by incorporating certain related
provisions of rule 482 of the Securities Aat)le 1560f the Securities Act [17 CFR 230.156] (providing
guidance on what statements or omissions of material fact may be misleatingsiment company sales
literature); rule482 of the Securities A¢L7 CFR 230.48(setting forth that for an investment company
advertisement to be deemed a prospectus under section 10(b) of the Securities Act, it must meet certain
requirements thewmder, including with respect to standardized performance information presentation)

160 Seerule 482 under the Securities Act [17 CFR 230.482].

161 See id.FINRA content standardssowould generally require me mb epublication or distribution of such
communication (to the extent it presents performance data as permitted by rule id8R)de certain of the
standardized performance information specified under rule 882FINRA rule 2210(d)(5)(A).

162 SeeProposing Releassyupranote?, at 26801.
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presentation of performance data included in registered-epemvestment congmy
advertisement¥® Alternatively, if other performance measures are presented, they must be
accompanied by certain standardized performance‘¥ata.

Becauseabrokete al er 6 s publication or distributio
research report undeule 139b is deemed not to constitute an difepurposes of
section2(a)(10) and 5(cdf the Securities Act, a covered investment fund research report would
no longer need to be deemed to be a section 10(b) prospectus (such as an advertisingsprospectu
under rule 482) for purposes of section 5(b)(1) of the Securities Act. In addition, some
communications that previously were considered supplemental sales literadereule 344
under the Investment Company Abat must be accompanied or precelga statutory
prospectus now could be considered covered investment fund research reports (which need not
be preceded or accompanied by a statutory prospeétuRule 34b1 incorporates many of the

rule 482 requirements relating to performance disclosndemakes these requirements

163 Seerule 482(d)(1)(4) under the Securities Act (for opemd investment companies other than money market
funds) [17 CFR 230.482(d)(@¥)]; rule 482(e) under the Securities Act (for money market funds) [17 CFR
230.482(e)].

164 Seerule 482(d)(5)17 CFR 230.482(d)(5)] These other performance measures are not subject to any
prescribed method @bmputation but must reflect all elements @dturn and be accompanied by quotations of
standardized measures of total return as provided for in paragraphs (d)(3) and (d)(4) of tReleu#82(d)(5)
also includes other requirements for the inclusion ofstandardized performance data, suchrasentation
and prominence requirementSeed.

165 Seesection 2(a)(10)(a) of the Securities Act; rule 139b@de alsoule 34b1 under the Investment Company
Act [17 CFR 270.344]. Rule 34b1 provides that angdvertisement, pamphlet, circular, fotetter, or other
sales literature addressed to or intenfibedlistributionto prospective investors that is required to be filed with
the Commission by section 24(b) of tiiwestment Company Act wilave omitted to state a fact necessary in
order to nake the statements made therein not materially misleading unileslsidescertain specified
information.
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applicable to supplemental sales literaftifeAs discussed in the Proposing Release are
concerned thahtis shift in regulatory treatment of research reports about registered investment
companies could result in investanfusion if a communication were not easily recognizable as
research as opposed to an advertising prospectus or supplemental sales litelidtough fHere
are multipleprovisionsin proposed rule 139b that aim to lirthie risk that brokedealers colal
usethe proposed safe harborcircumvent the prospectus requirements of the Securitie€ Act
there could be circumstancebere,under rulel39b,brokerdealergpublish or distribute
communications thdtistoricallyhave been viewed as registered stugent company
advertisementer selling materials

We received two comment letters addressingitisise'®® One commenter suggested
that the presentation of performance information in research reports about registered investment
companies should not betgect to the standardized performance requirements of rul&482.
This commenter stated tha¢cause rule 482 is intended to apply to advertisesysnth
presentation requirements might undermine analysis or insights that a research analyst may seek

to canveyabout one or more covered investment fuoglighlighting a particulaaspect of

166 Seerule 34b1(b)(1) (2) [17 CFR 270.344(b)(L) (2)].

167 See, e.gsuprasectiond) (affiliate exclusionyand0 and0 (regularcourseof-business requiremesjt Certain
covered investment fund researchreppbrtsat meet t he definition oduldilresearc
be subject to theequirements of Regulation ACSimilarly, covered investment fund research reports that meet
the definition of Aresearch reporto in FINRA rule 22:¢
2242 would be subject to the content requiremerntisose rules as applicabl&eeinfra sectionO.

168 SeeSIFMA Comment Letter |; ICI Comment Lettesee alsdBlackRock Comment Letter.
169 gIFMA Comment Letter |.
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performance informatianThis commenter also stated tisRO rules would address the investor
confusion concern raised by the Commissitie disagree that applying stardized
performance presentation requirements would undermine a research@ralgbtsis or insights
because rule 482 does not preclude-stamdardized performance information. Rather, it
requires standardized performance informatambepresentedf non-standardized performance
information is presented. We believe SRO rules may address some investor confusion concerns,
but we believe requiring presentation performance requirements wouldutipraddress these
concerns.

Another commenter statedat the Commission shoutdquirethat fundspecific
performance information in covered investment fund research rdq@ptesented in accordance
with the applicabletandardizatiomequirements’® This commentestatedthat investors tend to
considerfund performance a significant factor in evaluating or comparing funds and that
standardizedund performance reporting requiremehisveserved investors well. Furthermore,
this commenter notkthat discrepancies in performance between a brdkera | reseaccis
report and what a fund may report or disclose in regulatory filings or advertisements would risk
confusing investorsWe agr ee wi th bot h orlhisconmentealsonotae nt er 0 S

that if the final rule does not require standardizessentation requirements for fund

170 |CI Comment Letter. This commenter also suggested the disclosure of Fanpeibrmance data for
closedend funds.See alsoBlackRock Comment Letter.
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performance informatigrihe Commission should require a clear and prominent disclosure
whenever funespecific performance is not in accordance whtbse standards

Thefinal rulethusrequires thaaresearch repothatincludes operend fund
performancenformationmustpresenthisinformationin accordance withule 482 presentment
and timeliness requirementé research repornhust presentlosedend fund performance
information in accordance witihe instructionsgo item 4.1(g) set forth in FornN-2 (although
other historical measures of performantay also be included if the other measurement is set
out with no greater prominence than the measurement that is in accordance with tbgoinstru
to item 4.1(g) of Fan N-2).

Rule 139b(a)(3yequirements would not preclude research report analysts from
presentingperformance information in their preferred manmather, it requires that
standardized performance informatiisobe included if norstandardized performae
information is presentedlo satisfy this requirement, analyststy choose tpresent non
standardizegerformancenformationin away theybelieve highlights a particular insight or
analysis so long as it is presented alongside the standardized performBorggation consistent
with rule 482requirements or Forms, if applicable!’*

As noted in the proposalpeered investment fund research repoetging on the

rule 139b safe harbor asubject to the antifraud provisions of the federal securitiesj&wBhe

171 Seerule 139b(a)(3).

172 Seesection 2(c)(1) of the FAIR Acstatingthat nothing inthe FAIR Act shallbe construeds in any way
limiting the applicability of the antifraud or afntianipulation provisions of thimderal securities laws and rules
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Commission hapreviously articulated guidanaa factors to be weighed in considering whether
statement@volving a material facin registerednvestment company advertisememnts sales
literature, which are also subject to the antifraud provisions of the federal securitiesolalds,

be misleading’® This guidancerovided factors to be weighed when determining whether fund
performance in sales literature is adequately disdlo$ae guidance factors rule 156" are
informativein evaluating whetheginypresentations of registered investment company
performance in these research reports could be mislebdaayse they reflect principldsat

would help guide this analysfsuch as providing information to investors that is informative and
that does not create unrealistic investor expectatindVe believe thatricorporating these

rule 482 and Form MR presentation standards in rule 139b reducepatential forconfusion
between (iyegistered opernd management investment company advertisements and selling
materials covered byile 482and registered closeshd investment company selling materials

covered by Form R and (ii)rule 139bresearch reportsMoreower, we believe itvould reduce

adopted thereunder to a covered investment fund research report, includingsédfishe Securities Act,
section 34(b) of the Investment Company Act, and sections 9 and 10 of the Exchange Act).

173 SeeAmendments to Investment Company Advertising Ruecurities Act Release N8294 (Sep 29, 2003)
[68 FR 57759 (Oct. 6, 20038ee alsorule 156underthe Securities Act [17 CFR 230.156].

174 Rule 156(bunder the Securities Act provides guidance factors concerning misleading statements in investment
company sales literature including: (i) statements and omissions generally (igdlutight of general
economic or financial conditions or circumstances), (ii) representations about past or future investment
performance, and (iii) statements involving a mater.i:
attributes.

175 SeeAmendments to Investment Company Advertising Rules, Securities Act Release No. 8101 (May 17, 2002)
[67 FR 36712 (May 24, 2002)].
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the potential for investor confusion resulting from divergent standards in the presentation of
performance data.
D.Role of SelfRegulatory Organizations

1. SRO Content Standardsand Filing Requirementsfor Covered
Investment Fund Research Reports

SRO Content Standards

The FAIR Act contemplates th&ROcontent standards applicable to research reports
would apply to covered investment fund research reptrtSpecifically, the FAIR Act provides
that, unless covered investméumnd research reports are subject to the content standards in the
rules of any SRO related to research reports, these research negpsgsll be subject to the
filing requirements of section 24(b) of the Investment Companydkdhe review of investné
company sales literatuté’ As discussed in more detail belowe areadoptingrule 24b4 to
implement this provision of the FAIR ActNew rule 244 provides that a covered investment

fund research report about a registered investment company wiérsatbject to section 24(b)

176 Seesection 2(b)(4) of the FAIR Acty covered investment fund research report shall not be subject to
section 24(b) of thelnvestment Company Adr the rules and regulations thereunder, except that such report
may still be subject to such section and the rules and regulations thereunder to the extent that it is otherwise not
subject to the content standards in the rules pfsaffregulatory organization related to research reports,
including those contained in the rules governing communications with the public regarding investment
companies or substantially similar standard$his provision is relevant only to researcpags oncovered
investment funds that are investment companies subject to section 24(b) of the Investment Company Act. For
example, registered closesd investment companies, BDCs, and commedit\currencybased trusts or
funds are covered investmennds that are not subject to section 24(b) of the Investment Company Act. A
covered investment fund research report that is not subject to section 24(b) of the Investment Company Act
would not be subject to filing requirements under that section eveseérch reports concerning the covered
investment fund were naubject to the content standards in the rules of anyeglflatory organization related
to research reports

177 See id.
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of the Investment Company Aair(the rules and regulations thereunder), except to the extent the
research report is otherwise not subject to the content standards in SRO rules related to research
reports, including those com&din the rules governing communications with the public
regarding investment companies or substantially similar stantfdrds.

Currently, the SRO content standards relevant to communications that would be
considered covered investment fund research repodsr rule 139b include the applicable
content standards of FINRA rd@21Q 2241, and2242'" FINRAO mule governing
communications with the publi¢(NRA rule 2210 contains general content standards that
apply broadlyto member communicatiort&? including brokerdealer research report¥hese
general content standards require, among ot he
based on principles of fair dealing and good faith, must be fair and balanced, and must provide a
sound basisdr evaluating the facts in regard to any particular security or type of security,

industry®r service. o

178 Seerule 24b4.

179 See infranote 183 (discussing the scope of these rules in more detail, including noting that the scope of certain
provisions of FINRA rule 2210, and the scope of FINRA rules 2241(c)@paa2(c)(2) generally, apply only
to a certain subset of communications that would be considered covered investment fund research reports under
rule 139b).

180 SeeFINRA rule 2210(d)(1).

181 SeeFINRA rule 2210(d)(1)(A).FINRArule221®@ s gener al cabmproeidetamag cdherdhingsd s
thatFINRA membersnay notfimake any false, exaggerated, unwarranted, promissory or misleading statement
or claim in any communicati@mor fipublish, circulate or distribute any communicatibattthememberknows
or has reason to know contains any untrue statement of a material fact or is otherwise false or nisteeeling.
FINRA rule 2210(d)(1)(B).
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The FAIR Act does not explicitly refer to specific content standards in SRO rules. It
refers more generally t o dnydelffegutatony brganidzatiost andar
related to research reports, including those contained in the rules governing communications
with the public regarding invest me®¥modeompani e
to provide clarity and facilitateomsistent and predictable application of rule-24tve interpret
section 2(b)(4) of the FAIR Act as excluding covered investment fund research reports from
section 24(b) of the Investment Company Act so long as they continue to be subject to the
general ontent standards in FINRA rule 2210(d)(1) (or substantially similar SRO rules).

Accordingly, by operation of rule 24&, covered investment fund research reports under
rule 139b that otherwise would be subject to section 24(b) of the Investment Compgany Ac
would not be subject to thagectionso long as they remain subject to the general content

standards of FINRA rule 2210(d)(¥? This interpretation is consistent with our belief that it is

182 gection 2(b)(4) of the FAIR Act.

183 A subset of communications that would fall withinthé deni t i on of fAcovered invest meil
under rule 139b also would be subject to additional comtdated requirements under FINRA rules that are
applicable to certain research reports, but that are more narrowly applicable than thecgatemaktandards
of FINRA rule 2210(d)(1). However, under our interpretation, whether or not these additional content standards
apply to any given covered investmdumtd research report would not determine the applicability of section
24(b) to that resarch report under proposed rule 24bA different interpretation could lead to results that we
believe could be incaristent withsection 2(b)(4) of the FAIR Adi.e., if only communications that are subject
to additional FINRA content standards dissed in this footnotee(g, those applicable to retail
communications) were excluded from section 24(b) filing requirements).

Additional FINRA contentrelated requirements include the content standards of FINRA rule 2210 that apply

only to retail communications (or retail communications and correspondence, as those terms are defined in

FINRA rule 2210(a)).See, e.g.FINRA rules 2210(d)(2) (Comparisons) 2210 (d) (3) (Disclosur
Name). Accordingly, covered investment fund research reports that would meet the definition of institutional
communications would not be subject to some of the content standards of FINRA rule 2210.
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important for SRO content standards to continue to apply taedwevestment fund research

reports, especially if, as discussed below, research reports about registered investment companies
would no longer be required to be filed pursuant to section 24(b) tiwbstment Companixct

or rule 497 under the Securitidst,®* and therefore would no longer be subject to routine

review!8® We received no comments on SRO content standards specificalbgrbat

commenters suggested that FINRA ruflearticularly with respedb definitions and filing

requirements thereunddse modified or harmonized with rule 139b, which we discuss b&ow.

These additional mirements also include the content standards incorporated in FINRA rules 2241 and 2242,
which apply to certain research reports defined in these FINRA rliles scope of FINRA rules 2241 and

2242 only includes research repastadebt research repouws defined in these ruleand the definitions of
fresearchrepaitand fAdebt resear ch r ep o rthedefiritionsotfh efisree sreualrecsh arreep
set forth in rule 139 andew rule139h Under FINRA rule 2241fresearch repodtis defired asany written

(including electronic) communication that includes an analysis of equity securities of individual companies or
industries (other than an opend registered investment company that is not listed or traded on an exchange)

and that providemformation reasonably sufficient upon which to base an investment decision; similarly, under
FINRA rule 2242 fidebt research reparis defined asny written (including electronic) communication that

includes an analysis of a debt security or an isstiardebt security and that provides information reasonably
sufficient upon which to base an investment decision, excluding communications that solely constitute an equity
research report as defined in FINRAe 2241(a)(11).SeeFINRA rules 2241(a)(112242(a)(3).

184 See infranotes187 189and accompanying text.

185 Brokerdealer ommunications that are excluded from, or otherwise not subject to F\RiAg requirements

may still be reviewed by FINRAor example, througbxaminations, targeted sweeps or sgwtcks. FAIR

Act section 2(c)(2) provides that nothing in the Act shall be construed as in any way liftiitethguthority of

any selfregulatory organization to examine or supervise a maimipeactices in connection with such

membeds publication or distribution of a corerl investment fund research report for compliance with

applicable provisions of the Federal securities laws oireglilatory organization rules related to research

reports, including those contained in rules governing communications with the @udealso, e.g, FINRA

rule 2210(c)(6)fin addition to the foregoing requirements, each medsheritten (including electronic)

communications may be subject to a splmtck procedureUpon written requestfrom F1 NRAS&6s Adverti si
Regulation]Departmenteach member must submit the material requested in achpok procedure within the

time frame specified by the Departmeint.

186 See, e.g.Fidelity Comment Letter; SIFMA Comment Letter .
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Filing Requirements for Covered Investment Fund Research Reports

Rule 24b4, as adopted, modifies the filing requirements that currently apply to certain
brokerdealer communications reghng registered investment companid@®day, egistered
investment company sales literature, including rule 482 omitting prospectus advertisements, are
required to be filed with the Commission under secfié(b) of the Investment Company A&t
and rule 497 under the Securities A& .Rule 24b3 under the Investment Company Act and
rule 497(i) deem these materials to have been filed with the Commission if filed with FfRRA.

As discussed in the Economic Analysis below, we anticipate that cedimmunications
that historically have been treated as investment company sales literature, including rule 482
Aomitting prospectuso advertisemendealerawoul d
covered investment fund research reports pursuahetmle 139b safe harbb¥ Such
communicationstyled agiresearch repordghat previously had been subject to the filing
requirements of section 24(b) the Investment Company Anb longer would be subject to
these requirements by operation of r2d-4, as adopted, because they would be subject to the

general content standards of FINRA rule 2210(cfi{4).

187 Seesupranotel144

188 Seerule 497 of the Securities Act7 CFR 230.87]. Rule 497, which generally requires investment company
prospectuses, including investment company advertisements deemed to be a section 10(b) prospectus pursuant
to rule 482, to be filed with the Commission.

189 Seesupranote144 see alsd7 CFR 230.497(j)
190 See infrasectionO.

191 A communication that previously had been subject to the filing requirements of rule 497 also would no longer
be subject to the rule 497 filing requirements if it were published or distributed by a-dezker as a covered
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FINRA rule 2210 requires the filing of certain communications, including retail
communicationshat promote or recommend a specific registeredsimvent company or family
of registered investment companité&s.However, FINRA provides a number of exclusions from
the filing requirement$®® For example, with respect to research reports (as that term is defined
in FINRA rule 2241), FINRA currentlgxclucesfrom filing those thatoncern only securities
that are listed on a national securities exchaatfesr than research reports required to be filed
with the Commission pursuant $ection 24(b) of the Investment Company A¥t Because
covered investmeritind research reporeggenotrequired to be filed with the Commission
pursuant to section 24(kgs directed by the FAIR Acatule 24b4 could have the effect of
narrowing the types of communications that would be filed with FINRA (under current FINRA
rule 2210) regarding registered investment companies.

However, the FAIR Actds rules of construct.i
construed as limiting the authority of an SRO to require the filing of communications with the

public if the purpose of sugho mmuni cati ons Ais not to provide

investment fund researchport, because it would no longer be considered to be a section 10(b) prosBeetus.
supraparagraph accompanying note&5 167.

192 SeeFINRA rule 2210(c)(3) (brokedealers must filewithin 10 businessays of first use or publicationetail
communications that promote or recommend a specific registered investment company or family of registered
investment companiesSeegenerallyFINRA rule 2210(c)(1)(3). In addition to these FINRA filing
requiremets, as discussed above, such communications would be retubediled with the Commission
(and are deemed to have been filed with the Commission if filed with FINB&g. supraiotes187 189and
accompanying text.

193 See generallFINRA rule 2210(c)(7).
194 SeeFINRA rule 2210(c)(7)(0).
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i nvest melf Therefare dven.ifdhe exclusion of covered investment fund research
reports from the provisions of section 24(b) affects the applicability of the filing requirements or
exclusions under FINRA rule 2210 with respect to covered investment fund reseemd, rie
woul d not affect FI NRAG6s authority to require
the FAIR Actodos definition of Acovered investm
to provide research and analy51%.In addition, a cogred investment fund research report would
continue to be subject to FINRA recordkeeping requirements applicable to communications with
the public, even if the broketealer would not be required to file the research report with FINRA
or the Commissiofh®’

Two commenters requested tiat NRAGs f il ing requirements b
FAIR Act.’®® One commenter recommended ttiet Commission work with FINRA to
har moni ze FI NRAOGS resear ch -dealdrseetyingon tuld39r ul e 13
be exempted froltk | NRA G s f i | i with respectitacoveredireastment fund research

reportst® Another commenter suggested that the relevant statutory language of the FAR Act

195 Seesection 2(c)(2) of the FAIR Act
19 |d. Seealso15 U.S.C. 8024(b) FINRA rule 2210

197 SeeFINRA rule 2210(b)(4)(A) (requiring members to maintain all retail communications and institutional
communications for the retention period required bytaxge Act rule 174(b) and in a format and media that
comply with Exchange Act rule 1748.

198 SeeSIFMA Comment Letter |; Fidelity Comment Letter.
199 SeeFidelity Comment Letter.

200 The FAIRAct provides that the Act does not limit the authority of aglfsegulatory organization to require
the filing of communications with the public the purpose of which is not to provide research and analysis of
covered investment fundsSeesection 2(c)(2) of the FAIR Act.
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should be interpreted to be limited to covered investmentresearb reports made in reliance
of the 139b safe harbtiiato n | y  p infermaiticstoghat i@ user would not be able to use for
research and analy€¥ This commenteassertedhat only covered investment fund research
reports thasolelyprovide informatiorwould fall within the scope oivhatan SRCcould require
to be filed under its authorityMoreover, on&eommentearguedhat because the definition of
fresearch eport 0 under brbadEAl RhAat FWANRAOGs definit
that thismay cause confusion and conflicting interpretive views on what communications are
deemed research for purposes of the safe harbor and filing excltfsion

Aswe discussed abovsection 2c)(2) of the FAIR Act stateghatnothing in the FAIR
Act shall be construed as in any way limiting the authority of an SRO, which includes FINRA, to
require the filing of communications with the public, including covered investment fund research
reports, the purpose of which is not t@yide research and analysis of covered investment
funds. To the extent FINRA would seekaimendts rules, any such proposed rule changes
would be filed with the Commission pursuanssation 19(b){) of the Exchange Act and
rule 19b-4 thereunder

2. SRO Limitations

The FAIR Actalsodirects us to provide that SROs may not maintain or enforce any rule

that would (i) prohibit the ability of a member to publish or distribute a covered investment fund

201 SIFMA Comment Letter I.
202 SeeFidelity Conment Letter.
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research report solely because the member is alsoipatitig) in a registered offering or other
distribution of any securities of such covered investment fan(li) prohibit the ability of a
member to participate in a registered offering or other distribution of securities of a covered
investment fund solg because the member has published or distributed a covered investment
fund research report about such covered investment fund or its se@ftifResposed rule 139b
incorporated this provisioof the FAIR Act and we received no comments on this aspkttte
proposal. We note th#tesdimitations on an SRO and any rules relating to research reports
that an SRO might adopt would not affect the safe harbor provided by rule 139b. To provide
additional context for the safe harbor, however,andindbght Congr esso6s directi
provide these limitations in implementing the rulemaking required by the FAIR Act, we have set
forth these SRO limitations in rule 138b proposed™
E. Conforming and Technical Amendments

Rule 101 of Regulation M under tlxchange A& prohibits any person who
participates in a distribution from attempting to induce others to purchase securities covered by
the rule during a specified period. It provides an exception for certain research agtivities
namely, the publicationradissemination of any information, opinion, or recommendaétidithe
conditions of Securities Act rule 138 or rule 139 are satisf#d proposed, ikonnection with

our adoption of Securities Act rule 139kg@formingchange to the exception containgithin

203 section 2(b)(3) of the FAIR Act.
204 Seerule 139b(b).
205 17 CFR 242.101(a).

69



rule 101(b)(1) of Regulation M to perntite publication or dissemination of any information,
opinion, or recommendatiaso long athe conditions ofule 139b aresatisfied.

The conforming amendment is intended to align teatment of researchnder
rule 139b with the treatment of research under rules 138 and 139 for purposes of Regulation M.
In the absence of the conforming amendment, rule 101 could prevent the publication or
dissemination of a covered investment fund research report undete¢He39b safe harbor by a
brokerdealer that is participating in a distribution that is covered by Regulation M. We believe
that such a result would be contrary to the mandate of the FAIR Act. The conforming
amendment is intended to harmonize treatneén¢search under the Securities Act and
Exchange Act rulesWe received no comments on this aspect of the proposal. We are adopting
the conforming amendment as proposed.

In October 2016, th€ommissioradopted new rules and forms and amended other rules
and forms under the Investment Company Act to modernize the reporting and disclosure of
information by registered investment comparif€sThe Commission, among other things,
adopted Form NCEN, a new form for registered investment companies to repoti€bipe
information to the @Gmmission, and rescinded Form3R, a form on which the Commission
hadpreviously collected censtdgpe information on management investment companies and unit
investment trustsTo implement tlbse changs, the Commission resed references to rules and

forms to remove references to ForrSAR and replace them with references to FoHGHEN,

206 SeeReporting Modernization Releasripranote53.
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but inadvertetly did not revise Form 12B5. We are makig a technical amendment to
Form12b-25 to replace references to ForrSAR withreferences to Form4EEN and to
remove the checkbox and accompanying text related to transition reports on fRR Y’
I, EcoNOMIC ANALYSIS
A. Introduction

We are mindful of the costs and benefits of our rules. Section 2(b) of the Securities Act,
secton 3(f) of the Exchange Act, and section 2(c) of the Investment Comparsyadethat
when the Commission engaging in rulemakingnder such titles and is requirexconsider or
determine whether an action is necessary or appropriate in (or, witlctressfige Investment
Company Act, consistent with) the public interése Commission shatlonsider, in addition to
the protection of investors, whether the action will promote efficiency, competition, and capital
formation?°® Additionally, Exchange Acsection 23(a)(2) requires us, when making rules or
regulations under the Exchange Act, to consider, among other matters, the impact that any such
rule or regulation would have on competition and states that the Commission shall not adopt any
such rule oregulation which would impose a burden on competition that is not necessary or

appropriate in furtherance of the Exchange Att.

207 Transition reports on Form-SAR were covered by rule 3048lunder the Investment Company Act, which
was rescinded by the Reporting Modernization Adopting Release. See Reporting Madierdidopting
Releasesupranote53, at 81929 n.781 and accompanying and following text.

208 15 U.S.C. 77b(b); 15 U.S.C. 78c(f); 15 U.S.C.-80a); 15 U.S.C. 80{2(c).
209 15 U.S.C. 78w(a)(2).
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The economic analysis proceeds as follows. We begin with a discussion of the baseline
used in the analysis. We then discusscthsts and benefitsf the rules we are adoptings well
asthe effectsof these rulesn efficiency, competition, and capital formation compared to the
baseline. Where possible, we attempt to quantify the economic effects we ,cadttugggh in
manycases we are unable to do so and instead rely on qualitative characteridattbes
Proposing Release, we requestechment on our analysis of these effééiswe did not
receive comments that provided any additional quantification of these effecthdno
commenters provide data that could facilitate a more quantitative analysisherefore
continue to be unable fwoduce reasonabtpiantitativeestimates for most of theconomic
effects and as in the Proposing Reledseely onqualitative econonai assessmenisstead!!

B. Baseline

The Commi ssionds economic analthemlesheigv al uat
adoptedelative to a baseline that represents the best assessment of relevant markets and market
participants in the absence of $keules. In this section, we begin by characterizing the relevant
market structure and participarté. We then proceed to describe the relevant regulatory

structure.

210 seeProposing Releassupranote?2.
21l Sedd.

212 To characterize the baseline, we relydata from yeaend 2017 where possible; howeviersome cases
timing issues related to data availability require us to rely on data fromperiods.
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1. Market Structure and Market Participants

The ruleswe are adoptingirecty affect brokerdealersput theirindirecteffectsextend
to covered investment funds, other producers of research on covered investment funds, and
consumers of information about covered investment féhds.

a. Covered Investment Funds

The fAcovered i fimvioam theFARtActdndruiedl89b lobe the effect of
capturing five common types of investment vehicles: mutual funds, ETFs, certain currency and
commodity exchanged traded produdiBTP%),%* closedend funds, and BDCE? As shown
in Figurel, theuniverse of covered investment funds is large. At the end of 2017, there were
11,924 such entitiesncluding9,564 mutual funds, 1,629 ETFs and ETPs, 596 clesedunds,
and 135 BDC$2® The total public market value of covered investment funds exceeds

$20trillion. Of this total, $17 trillion is held through shares issued by egehmutual funds,

213 The rules we are adopting, through their effects on capital formation, may also affect sessuitiesinore
broadly. Seeinfra section0.

214 Exchangetraded trusts with assetensising primarily of commodities, currencies, or derivatiinstruments

that reference commaodities or currendie@mmonly referred to asurrencyETPsand commodity ETPsand
which are not registered under the Investment Companyséetule 139b(c)(2)(ii).

215 Seesuprasection0.

216 Mutual fund, ETF, and ETP statistics are based on data from CRSP mutual fund database (2017Q4ncClosed
fund statistics are based on data from CRSP monthly stoqbfile 2017). BDC statistics are based on the
Commi ssionds | i st iSeacgrities &nd Exehgriges GommissiBosifeEsOsvelopment
Company Reportlanuary 2012 July 2018 (Sept. 28, 2018yailable athttps://www.sec.gov/open/datasets
bdc.html
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$3trillion through shares of ETFs and ETPs, $317 billion through shares of @osgefdnds,

and $27 billion through shares of BDE&S.

Public Market Value of Covered Investment Funds
Market value of publicly-traded securities issued by covered investment funds, by type and year.
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Figure 1: Numbers of publicly traded covered investment funds, by type and year. Counts based on CRSP mutual fund
database, CRSP monthly stock file, and Co216iBbCdambayinsinl i sti ng
2013.

217 Seesupranote216 Market value of BDC shares are based on information obtained from CRSP, CGampust
and Audit Analytics.
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Public Market Value of Covered Investment Funds
Market value of publicly-traded securities issued by covered investment funds, by type and year.
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Figure 2: Market value of publicly traded securities issued by covered investment fund&/aluation estimatesbased on
data from CRSP mutual fund database, CRSP monthly stock file, Compustat, ar@udit Analytics; see supraiote 217.

Covered investment fund shares represent a significant fraction of investment assets held
by U.S. residents. Approximately cttard of U.S. corporate equity issues, enearter of U.S.

murnicipal securities, onéifth of corporate debt, ongfth of U.S. commercial paper, and
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onetenth of U.S. treasury and agency securities are held through covered investmefiffunds.

Mutual funds comprise the bulk (84%) of covered investment féfddsearlyhalf of U.S.

households hold mutual fund sh&f@and the vast majority (89%) of mutual fund shares are

held through retail accountsg(, accounts of retail investors, or househofd$)Consequently,

at least 75%f the public market value of all coveretwestment fundss held through retail

accounts. By analyzing institutional holdings from yead2017Form 13F filings we estimate

that across ETF and ETPs, the mean institutional haditings45% .22 For BDCs, we estimate

the mean institutional holdgwas30%, while for closeeend funds, we estimatee mean

institutional holding wa21%. Based on these figures, we further estimate that shares

218

219

220

221

222

223

Seelnvestment Company Institut@017 Investment Company Fact Bo@017),available at

http://www.icifactbook.org( il CI Fact

Seesupranote217.

Bookd)

Seelnvestment Company Institut®wnership of Mutual Funds, Shareholder Sentiment, and Use of the Internet
(2017),available athttps://www.ici.org/pdf/per23®7.pdf

Percentage by valueseelCl Fact Booksupranote218 at30. Excluding money market fundsfi MMJF 0 )
mutual fund shares held in retadcountsmake upan even largefraction(95%) ofmutual fundshares

We calculated fAinstitutional
divided by shares outstanding (as reported in CRSP).

hol dingo

as

t

he

sum of

Yearend2017 Form 13F filings were used to estimate instingl ownership. Closednd funds were matched
to reported holdings based on CUSIP. We note that there arstlmmijng questions around the reliability of

data obtained from 13F filingsSeeAnne M. Anderson& Paul BrockmanForm 13F (Mis)Filings SSRN
Scholarly Paper. Rochester, NY: Social ScienceeReh Network (Oct. 15, 201&yailable at
https://papers.ssrn.com/abstract=2809138e als&ecurities and Exchange Commission, Office of Inspector

General, Office of AuditsRe v i e w o f Settibnel 3(fpREM Iy Requiremeri&ept. 272010,

available athttps://www.sec.gov/files/480.pdf
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representin@6% of the public market value of all covered investment funds are held through
retail accountg?*
As depictedn Figure3, the covered investment fund market is dynamic. In 2017, 638

covered investment funds were created, while 853 were closed or merged into other covered

224 staff calculated the percentage of net asset value held by institutions reported on Form 13F for ETFs, ETPs and
BDCs as public market value of shahedd by institutions divided by public market value of all shares. Mutual
funds shares are generally not required to be reported on Form 13F. We estimate institutional ownership of
nonMMF mutual funds using ICI Fact Book estimate (95%¥ge supraote221and accompanying text.
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investment fund$%®

Covered Investment Funds: Entries and Exits
Numbers of covered investment funds coming into existence (+) and exiting the market (-) each year.
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Figure 3: Entries and exits of covered investment fundsCounts based on CRSP mutual fund database, CRSP monthly
stock file, and Commission6s | i256tBDG@ databdginsBn2@13.r egi strants; see

b. Broker-Dealers

The brokerdealers directly affected by the rulee are adoptingre those who

participate in registered offerings of covered investment funds while at the same timeipgiblish

225 See supraote216
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or distributng information about those funds. The Commissioes not haveomprehensive
data on the number or characteristics of bralealers currently publishing and distributing
communications about covered investment funds, the extent of their communications, and their
distribution arrangements with coverewestment funds. Therefore we rely on inferences based
on the data thatreavailablé?® and make certain assumptions when characterizing the baseline.

We believe that brokettealers that do not derive revenues from the distribution of
covered investmeritinds ardesslikely to be directly affected by the rules are adopting?’
As discussed above, registered investment companies represent the vast majority of covered
investment fund$?® Brokerdealers report revenues from the distribution of investment
company shares in regulatory filiné8,and we use this to estimate brokee al er s6 r evenu
from distribution of covered investment funds. We estimate that for the 3,882-biezders
active in 2017revenues related to distribution of covered investriierds exceeded
$28billion, or 9% of total brokerd e al er sd® r evenue sdealersD#17t hese 3, €
reported revenues from the distribution of investment company shares. IThtgé a f f ect ed 0

brokerdealers accounted f@d% of total brokeideale revenues an89% of total brokerdealer

226 \We rely here primarilyon broket e al er s quarterly FOCUS reports.

227 \We believe that brokeslealers that do not participate in the distribution of covered investment funds are less

likely to publish or distribute research reports about $uctls anéd to the extent that they domay not derive
significant benefits from the safe harbor of rule 139b.

228 See supraection0.

29 The sum of FOCUS Supplemental Statement of I ncome ite
company shared4ofeesdD94a0t12095 (Amutual flund reven:
feeso) .
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assetg®® As shown inFigure4, among the affected brokedealers, the importance of revenues
from the distribution of covered investment funds varies wid&lyHowever, in aggregate, these
revenues accounted foB% of affected broked e a | er s 6 t2°¢ Foacbmparisom,e nu e s .
among the affected brokeealers, revenues from brokerage trading commissions and account
management accounted for 9%, al&o2of total revenues, respectively, while revenues from

propriatey trading and underwriting accounted % and8% of total revenues, respectively.

20 we describe t hese tihedadree to svhich they éra dffécted willevaty, basedbon individual
characteristics. Other things being equal, we expect badaers that are currently more active in the
marketing of covered investment funds would be more affected.

231 Thissuggest t hat t he degr ee t alealsrhareaffectedibgthefrdefwill alsotvaeyd 6 br ok e |
widely.

232 Estimates are based on staff analysis of FOCUS filings.
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Revenues from Distribution of Covered Investment Funds
Histogram of the percentage of broker-dealers’ revenues eamed from the distribution of covered investment funds.
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Figure 4: Affected Broker-De al er s® Revenues from Distributi orHistogram@Gfover ed

the percentage of brokerdealer revenue attributableto distribution of covered investment funds (proxied by commissions
on sales of investmentompany shares)

c. Research on Covered Investment Funds

The Commission does not have comprehensive data on kte&karghatpublish or
distribute research reportson entitestrai ncl uded wi thin the defini
i nvest ment f un?dheCantmission estichates tiaBir®2017, there wele71,
brokerdealerghatreported revenues from the distributioicovered investment fund We

assume that these brokdalerswill have incentives to publish or distribute research reports

233 See supraection0.

234 Sedd.
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about covered investment funds. However, due to the large number of covered investment
funds, we do not expect that many lesleales m-house research departments (if they have
such departmentgrecurrentlycapable of providing research on a large percentage of covered
investment fundsMost covered investment funds are not followed by dedicated research
analysts akin tohe analyst coverage that the Commission has previously identified as being one
indicatorof market interest and following for operating companies.

Existing Commi ssion and SRO rules do not d
pertaining to covered uestment fundsConsequetty, it is not possible to identifwith
precisionbrokerdealer communications under the baselivswould be considered r e s ear c h
r e p oas defined imule 139b. However, we understand that some brd&alers have
publishel and di stri buted communications styled as
482 under the Securities A FINRA member firm8 the vast majorit$?® of brokerdealer§
file these communications with FINRA! The number of communications filed with FINRA
helpto provide a estimate of the number of communications currently published or distributed
by brokerd e al er s t hat could potentially be conside
FINRA staffhasrepoted reviewing 47,707 filings subject to rule 482 in 2017. FINRA staff

reviewed an additional 8,528 communications that are subject to Investment Company Act

235 See supraotel62and accompanying text.

236 Based on staff angdis of FOCUS filings, we estimate that as of yead 2017, there were 3,882 registered
brokerdealers, 3,755 of which were members of FINRA.

237 See supraote189and accompanying text.
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rule 34b-1, for a total of 56,235 communicatiof¥. There are several factors that limit our
ability to extrapolate from these estimates the number of communications thatdealens
currently publish or distribute that would sa
research repor t 0 thesaddtado not reflecethefdiatd dxclusionFi r st |
incorporated in the rule 139b definitihan of i
the effect of excluding from the safe harbor research refi@tsre published or distributed by
persons covered by the affiliate exclustéh Second, th data do not include communications
about entities thavouldb e consi dered fAcovered investment f
comply with the requirements of rule 482d, commodity or currencybased trusts or funds).
Third, for thosecommunications that are currently filed as rule 482 advertising prospeotuses
rule 34b1 supplemental sales literature, we are uncertain what percentage of these
communication®rokerdealers would continue to structure as rule 482 advertising prosgectus
or rule 34b1 supplemental sales literature, as opposed to publishing or distributing them as
covered investment fund research repornderthe rule 139b safe harbor.

We have also analyzed gdheasnudndfeirneod uvinmcesreal

rules2241 and 2242 that FINRA staff reviewed in 2017. However, for reasons discussed below,

2% Underrule34bl, fsales | iteratureod rshalbaveromited toetatdadactf i | ed by
necessary in order to make the statements made tineteinaterially misleading unless the sales literature
includescertain specifiedhformation. Seerule 34b1 [17 CFR 270.344]; see alssupranote165

Of the 47,707 filings subject to rule 482, 229 were also subject to rulé.3Fhese 229 are not included in the
8,528 figure. Statistics provided by FINRA.

239 See supraotesl8i 21and accompanying text.

83



we also believe that &#sedatahavelimited value in assessing the number of covered investment

fund research reports whose publication or distribution could be elifibthe safe harbor under

rul e 139b. FI NRA reviewed 354 filings in 201

defined in FINRA rules 2241 and 2242. Howeve

research report o0 and2R42r respectiNadRig not cartespend iA vdryl

respecttd he term fAr eseamthbFAIRRAg andtulé 138bs def i ned
Under FINRA rule 2241, the term Aresearch

that includes an analysis of equ#gcurities (other than mutual fund securities) and that provides

information reasonably sufficient upon which to base an investment detiSiomder FINRA

rule 2242, the term fidebt research reporto in

analysis of a debt security or an issuer of a debt security and that provides information

reasonably sufficient upon which to base an investment deéiigks discussed above, the

FAIR Actandther ul e 139b def i ni tdomotrrequré acommicmato ch r epo

provide information reasonably sufficient upon which to base an investment détisidro,

unli ke the definition of fAresearctherue#&3port o in

definitions of fAr esear caboutnuua futdd Thus whileutktbe ¢ o mm

number of fAresearch reportso as defined in FI

historically reviewed provides an estimate of a subset of communications currently being styled

240 SeeFINRA rule 224.(a)(11).
241 SeeFINRA rule 2242(a)(3).

242 See supraote40and accompanying text.
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asfiresearch reportsvhose pubkation or distribution could be eligible for the rule 139b safe
harbor, this number would represemntiy a small portion ofhe complete universe of research

reports whose publication or distribution could be eligible for this safe harbor. We also

undersand t hat the reported number of fAresearch

2242 that FINRA staff has historically reviewed also could relate to research reports for

securities products other than emdrnttifewgndssat/(

certain stocks, bonds, or master limited partnership interests).

In addition to brokedealers, various firms that are independent of the offering process
currently provide data and analysis on different subsets of the covered invesingeumiverse
(e.g, through subscription services or through licensing agreements with {ole&lers). Data
aggregatorprovidevarious forms of information and analysis about covered investment funds,
ranging from automated fund rankingsatmalyst esearch repesf*® Because data and analysis
provided by these firms play an i mportant
baseline, these firmasill be affected by changes to the competitive environment resulting from
the ruleswe are adpting.?** We understand that communications styled@rasearch reporson

covered investment funds distributed by bre#tealers may rely on information obtained from

243 While various firms provide automated fund rankings for Imoitthe covered investment fund universe, true
fanal yst coverageo is considerably more | inrnded.
funds, closeeend funds, and ETFs. Based on queries of the Morningstar database, as of Odi®lmy20
1,562 operend funds, no closeend funds, and 200 ETFs had a Morningstar analyst ratWeycalculated that
in total, as of December 2017, there w@y864 mutual funds, 596 closedd fundsandl1,629 ETFs and ETPs
Seesupranote216

244 gedinfra sectionO.
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these independent sources. In particular, we understand that information that is gommon
provided by these independent firms may include: (1) information obtained from regulatory
filings, such as narrative descriptions of fund objectives, information about key personnel,
performance history, fees, and top holdings;sfajistics and othenformationderived from

public, proprietary, and licenseldta sources, such as risk exposueas, @eographic, sectoral),
guantitative characteristice.g, beta, correlations, tracking error), and peer group; and (3) fund
ratings. The fund ratingbat independent firms may provide are generally based on
methodologies proprietary to each fiffA.

2. Regulatory Structure

Theobjective of this analysis is to consider the effects of regulations being adopted
pursuanttoth& Al R Act 6 s st ahusydr the purposes of tha daseline, take
into accounthe regulatory structure in place immediately prior to the enactment of the FAIR
Act. Wealsonotethat on July 3, 2018, the interim effectiveness provision of the FAIR Act
came into effect*® This provision allows brokedealers to rely on the rule 139 safe harbor
when publishing or distributing covered investment fund research reports. In addition, under this
provision, covered investment funds are deemed to be securities that are |isteatiomal

securities exchange and are not subject to section 24(b) of the Investment Company Act. While

245 g e.g, Zacks Investment Resear@TF Rank GuidéMar. 12, 2013)available at
https://www.zacks.com/stock/news/94561/zaelfsrankguide MorningstarMor ni ngst ar 6s Two Rat
Assessing a Fun@014) available at
http://corporatel.morningstar mdDocuments/UK/Landing/Morningstaiidvo-RatingsFor-AssessingA-Fund

246 Seesection 2(d) of the FAIR Act.
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the effectiveness of this provision is now part of the regulatory framework, in light of its recent
effectiveness and the limited time duration umtlill be replaced byule 139b, as a practical
matter, it is uncleato what extenbrokerdealers will rely on the interim provision to publish or
distribute research reports about covered investment.funds

a. Legal and Regulatory Framework Applicableto Statements
Included in Covered Investment Fund Research Reports

Abrokerd eal er 6s publication or distribution o
could be deemed to constitute an offer that otherwise could be@n&rming prospectus
whose e in the offering may violate section 5 of the Securities®ctWe understand that
some brokedeal ers currently publish and distribute
regarding covered investment funds in compliance with rule 482 undeectheiti®s Act*®
Unlike research reports covered under the rule 139 safe harbkerd e al er sé publ i cat
distribution of rule 482 advertisements could subject the brdéader to liability under

section12(a)(2) of the Securities Aé° In addition rule 482 advertisementsgarding

247 See supraote5 and accompanying text.

28 Research reports regarding covered investment funds ¢
l iterat ur e olunderthe Invesimert EomBafgs. However, research reports distributed under
rule 34b1 would need to be preceded or accompanied by a statutory prospgetusupraotel167and
accompanying text.

249 gection 12(a)(2) provides express remedies to the person purchasing the seepatgr{vate right of action)
for material misstatements and omissions made by any seller of the seltwaitp provides different
stanardfor claims for damages than under Exchange Act rule5l@thich requires proof of scienter in the
representations madé&eel5 U.S.C.77I(a)(2); see alsaule 1065 [17 CFR 240.1045).
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openend investment companies, trust accounts, and money markdsare subject to
requirements on the standardized presentation of performance inforfi&tion

Additionally, certain SRO rules governing content standards may apativestisements
styled as fir esear otoconauricatibns thavauld beeovered ul e 4 8 2
investment fund research reports under rule. These include FINRA rulev@#tl contains
general content standards that apply broadly to member communicationsddition,covered
investment fund research reports pertaining to funtkdsr tharopenend registered investment
companieghat are not listed or traded on an exchainge ETFs, ETPs, closednd funds, and
BDCsymay be subject to FINRA rules 2241 and 2214
reportso as d@é&fined by FI NRA.

Exposure to liability under section 12(a)(2) of the Securities Act, rule 482 requirements
onthe standardized presentation of performance information, and the various aforementioned
FINRA rules impose costs on brokéealers. These include conduct costs resulting from
additional liability €.g, foregoing publication of certain reportsind compance costs

associated with the relevant content standards. We are not able to quantify the’$é costs

250 Research reports that are published or distributed as ruié 84pplemental sales literature also would be
subject to requirements relating to the standardized presentation of performance information, becausé rule 34b
incorporates many of the rule 482 requirements relating to performance disclSeersupractes166, 248

251 SeeFINRA rule 2210(d)(1).

252 See supraote183(discussing the scope ofebe rules in more detail, including noting that the scope of FINRA
rules 2241(c)(1) and 2242(c)(2) generally apply only to a subset of communications that would be considered
covered investment fund research reports under rule 139b).

253 |n the Proposing Rease, we asked commenters to supply data that could aid us in quantifying these costs. No
such data was provided in the comment letters recei8edProposing Releassupranote2, at 26812.
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fund that is a registered investmeompanywould have to comply with the requirements of

Securities Act rule 482* andregistered investment company sales material, including rule 482

b. Filing Requirements

Under the baseling research report or other communication alactavered investment

Aomi tting prospectuso

be filed wih the Commission under section 24(b) of the Investment Comparfy®Act.

Broker-dealerghatareFINRA members aralso subject to certain additional filing requirements

under current FINRA rule 2213’

C. Costs and Benefits

In this section, we first considdre overarching costs and benefissociated with the

FAIR Actds statutory

mandat es. tisespeaifio d |,

provisionsof the rules we are adoptigd their relation to the overarching considerations

resulting from he statutory mandate. Newte discuss the effects on efficiency, competition,

254

255

256

257

SeeFINRA rule 2210(d)(5) (providing that nemoney market fund opeend management company

performance data as permitted by rule 482 in retail communications and correspondence must disclose
standardizé performance information and, to the extent applicable, certain sales charge and expense ratio

information);see alssupranotel6Ll

See supraote248

we

advertiseMartequireaa®o wel |

ev

Rule 24b3 under the Investment Company Act deems these materials to have been filed with the Commission
if filed with FINRA. Seesupranotesl44, 189and accompanyintext.

FI NRA rule 22106s

filing

r e g u inaluding enexclssonifoncertaim d e

research reports, except that brellealers are required to file research repwitls FINRA if they are also

required to be filed with thed@nmission pursuant teection 24(b)f the Investment Company AcEeesupra

notesl76 178 and accompanying text.
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and capital formation of theewrules. We conclude with a discussiof alternatives

considered.

will generally reduce brokest e a | er s 0

1. FAIR Act Statutory Mandate

a.

We believe that the expansion oéttule 139 safe harbor (as mandated by the FAIR Act)

Benefits

cost s

of

publ i shing

covered investment funds. These cost reductions are expected haudersee newrules a

brokerdealercould publish or distribute covered investment fund research reports without

reliance on rule 482 aule 34b1 andwithout being required to file these reports under section

24(b) of the Investment Company Act and the rules and regulations therétinder.

Broker-dealers publishing or distributing covered investment fund research reports in reliance on

the expanded safearbor willnot be subject to the liability provisions of section 12(a)(2) of the

Securities Ac€>°rule 34b1, or the filing requirements afection 24(b) of the Investment

Company Act®® Thus, theywill be expected tincur lowercosts associated with liability under

section 12(a)(2), lower conduct cosiadlower complianceosts {ncluding fewercontent and

filing requirementsf! Becausef these cost reductions, we expect publication and distribution

258

259

260

261

See supraectionO.
See supraote249

See supraection0.

However, we would not expect any lower costsafpliancefor anyresearch reports thaticently are
structured as rule 34b supplemental sales literature (and are niet482 advertising prospectuses), because

suppl ement al
Securities Act would attach.
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of such reports to increase. First, we expect that certain bdekdershathad previously
published and distributed communications wunde
repors will aim to meet the conditions of the expanded safe harbor and increase their supply of
covered investment fund research as a result. Second, we expect someeatdathathave
previously not published or distributed such reports (due to thetadteing deemed too costly
or subject to too many restrictions), to begin doing so. We believe that the aforementioned
effects will generally benefit broketealers an@dvisers taovered investment fusaf, as we
expect, they increase brokere a |salas sf @dovered investment funds.

Because there is limited historical experience dealing specifically with bdokea | er s 6
research reports on covered investment funds, there is little in the way of direct empirical
evidence on the value of such repaasnvestors. Prior research on the informativeness of
brokerd e al er s6 research on oper ddaleregnpoductep ani es S
research that positively contributes to the information content of market f¥eesp perhaps

more importantl$ that brokerdealers may enjoy a comparative advantage in its prodiféion.

262 Sege.g, Brad M.Barber, Reuven Lehav§, Brett TruemanRatings changs ratings levels, and the
predictive val ue of,3%mantial dahagdmerd, 838 6568(2040)(kakerd @ amlser s 6
resear ch an gdowngradssplicitipgsitive(aedative)price reactions, respectivglySeealso Scott
E. Stickel, The Anatomy of the Performance of Buy and Sell Recommendatidfisancial Analysts Journal
25139 (Sept. 1, 1995)fokerd e al er s & research provides new informat.i
information is less generally availghl SeealsoKent L. WomackDo Br oker age Anal ystsdé Re
Have Investment Valug31 The Journal of Financk 137 167 (1996)(pricereactions are permanent and
exhibit postannouncement drjit

263 See BorisGroysberg, Paul Heal§ Craig ChapmayBuy-Sidevs. Sel6i de Anal yst so6,6£arnings
Financial Analysts Journd| 25 39 (July 1, 2008}informativeness of brokett e a | e +sidedeseareh id
superior to that of bugide firmg.
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However, other studies have questioned the investment value of such research to3tf\@stors
its continued relevancé&®

We are cautious in drawing implications from these findiogsrokerd e al er s6 r es e a
on covered investment funds. While analysts researching operating companies generally
endeavor to identify mispriciigt o f or ecast the i diosyncratic coc
return® covered investment funds represent portfolid securities, and many covered
investment funds ar e pr?P althoughadividnabsecurdies siithin - v al u
a covered investment fundds portfolio may be
diversification effects will tend tdrown out such effects at the fund level and minimize

idiosyncratic variation in i nvédletforeanyp return

264 SeeBrad BarberReuven Lehavy, Mareen McNichols Brett TruemanCan Investors Profit from the
Prophets? Security Analyst Recommendations and Stock R&@ifrtse Journal of Financg, 531 563 (Apr.
1,2001)( i nvest ors hoping to exploit reseeantyandthes@mal yst sd r
transaction costs often exceed the gains from tradsag)alsoXi Li, The persistence of relative performance in
stock recommendations of ssitle financial analystgt0.1Journal of Accounting and Economigs129 152
(2005). See alsdNarasimhan Jegadeesh, Joonghyuk Kim, Susan D. Kr&dcDearles M. C. LegAnalyzing
the Analysts: When Do Recommendations Add Vah8Phe Journal of Financg, 1083 1124(2004)

(significant portion ofnvestmentvalue may be attributable to previouslgcumented trading signals, with little
incrementalalue attributable to the brokeealer research)Seealso YongtaeKim & Minsup Song
Management Earnings Forecasts and Value of Analyst Forecast Rey&ldvlanagement Sciencg 1663

1683 (2015)past estimates of the informativeness of analyst recommendations may be confounded by the
impact of forecasts issued by management)

65 SeeODya Al t énkél é-& LiylRYehCaranalySs pickbsmeksfer the lenm?, 119Journal of
FinancialEconomic<2, 371 398 (Feb.2016)(reductions in transactions costs and increases in computational
speed reduced the amount of new information available for analysts to discover).

266 Closedend funds, for example, are not priced on a NAV basis and(thisk) pricing has long served as a
puzzle in the finance literaturé&Sege.g, Charles M.C. Lee, Andrei Schleifer, & Richard H. Thalevestor
Sentiment and the Closé&thd Fund Puzzle46 The Journal of Finance 1 (Mar. 1991). Similar pricing issues
may arise in BDCs.
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fii nvest n&oftesearehlomcewered investment funds would likely be rooted in

anal yst spediet broatler mayket mavements. Such ability is generally believed to be

rather raré%® We thereforebelieve that the value to investors of information in braker a | er s 6
research reports will largely be limited to the synthesis or discovery of factoxhation about

fund characteristicdeesor ot her transactions costs. For e
views of a fundds management, objectives, ris
efficiency, fees, or other fund characteristoc$e valuable. Such analysis couldsbaluable

source of information for investors evaluating relative fund perform#fce.

We believe that the quantity of information available to potential investors of covered
investment fundsvill increase as aresatbrokerd e al er s6 i ncreased publ i
distribution of covered investment fund research repdrte ruleswe are adoptingvill also
allow for greater flexibility in the type of information that brold¥alers may communicate to
customerg/? To theextent that this new information is valuable, it viaiéinefit investors by
providing them with additional information to help shape investment decisions. Finally, we
believe that important negative information about a covered investment fund, such feehjg

high risk exposure, or an inefficient portfolio strategy will be more likely to be publicized as a

267 We mean this in the sense of providing a signal about future investment performance.

268 Seg e.g, Kent Daniel , Mark Grinblatt, Sheridan Titmafa,Russ WermerMeasuring Mutual Fund
Performance with CharacteristiBased Benchmark52 The Journal of Financg 1035 1058 (July 1997).

269 Sege.g, W. J.Armstrong,EgemerGenc &Marno Verbeek Going for Gold: An Analysis of Morningstar
Analyst RatingsManagement Scien¢@ug. 2017)

270 Currently such communications would be subject to rule 482 requirements, including standards on the
presentation of performance informatioBee supraection0.
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result of increased competition among information providers, with attendant benefits to
investors?’t
b. Costs
Prior experience and academic reseatgigests that, unchecked, brokee a | er s 0
conflicts of interest can lead to bias in research repGrésd that such bias has the potential to
adversely affect investor welfaf& Brokerd e al er s 6 f i nanci al i ncenti v.
investment funds couldndermine the objectivity of the information they produce about such

funds and the existence of tliale 139bsafe harbor could increase opportunities for

211 SeeMatthewGentzkow& JesséM. Shapirg Media Bias and Reputatipfil4 Journal of Political Economg,
2801 316 (Apr. 1, 2006).

212 SeeAmitabhDugar& Siva NathanThe Ef f ect of I nvestment Banking Rel at
Earnings Forecasts and Investment Recommendatidris®ontemporary Accounting Researthl31i 160
(Sept.1,1995) nDugar and Neffiliatechanalysiasstiemoré aptémjstic earnings forecasts and
investment recommendations about compawids which their firms had an investment banking relationship
SeealsoHsiouweilLin & Maureen EMcNicholsUnder wr i t i ng Rel ati onships, Anal
and Investment Recommendatidg2sJournal of Accounting and Economits101 127 (Feh 26,1998 A L i n
and McNichol s Aanatystsardmorg gptinfisticfinftheit londgetmegbwth forecasts and
investment recommendatigns

213 SeeRoni Michaely& Kent L. Womack Conflict of Interest and the Credibility of Underwriter Analyst
Recommendationd 2 The Review of Financial Studids 653 686 (July 2, 1999f i Mi chael y and Wo ma (
Ar t i (stbck dommendationd affiliated analystperform worse prior to, at the time of, and subsequent to
the recommendatignsee alsd?atricia M.Dechow, Amy P. Hutto& Richard G. SloanThe Relation between
Anal yst s6 FoTeedcarsngssGrowth and Stock Price Performance Following Equity Offerings*

17 Contemporary Accounting Researthli 32 (Mar. 1, 2000). Seealso Global Research Analyst Settlement,
Litigation Release No. 18438 (Oct. 31, 200Bje court issued an Order approving a $1.4 billion global

settlement of the SEC enforcement actions against several investment firms and certain individuals alleging
undue influace of investment banking interests on securities reseamshglsdeutsche Bank Securities Inc.

and Thomas Weisel Partners LLC Settle Enforcement Actions Involving Conflicts of Interest Between Research
and Investment Bankin@ECPress Release 20040 (Aug. 26, 2004). The settlememas an action in

responsédo conflicts of interest that certain brol@ealers were found to have failed to manage in an adequate

or appropriate manner and was modified in 2010 to remove certain requirements where RINRASE rules
addressed the same concer88e2010 Modifications to Global Research Analyst Settlement, Litigation

Release No. 21457 (Mar. 19, 2010).
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brokerdealergo promote funds from which they derive the most financial berféfit.such
conflictsare unrecognized byr unknown tanvestors, they couldegatively affecinvestor
welfare. Although market mechanistffsas well as existing regulatiéit may limit the extent of
such actions, there is the potential that they could nonetheless imptssercos/esto®
particularly retail investor$’’

The potential for conflicts of interest to lead to actions that impose costs on investors
depends in large part on the strength of the underlying incentives. In the context of
brokerd e al er s 6 weresl maestneeht funds, tigeeatestonflicts of interest are faced
by brokerdealers serving davestment adviset® covered investment fundshad due to
assetbased management f@ebave strong incentives to increase demand for the funds that they
advise. Because the FAIR Act by its terf@and also rule 1395°will not extendhe safe
harborto a brokerdealer that is publishing or distributing a research report about a covered
investment fund for which the brokdealer serves as an investrhadviser (or where the
brokerdealer is an affiliated person of the investment adviser), we believe thaiilidre

limited potential for thegreatestonflicts of interesto impose costs on investors.

214 Such concerns were also noted by one commeteeMorningstar Comment Letter
275 See infrasection00.

276 See infrasecion 00.

277 See infrasection0(2).

218 Seesection 2(f)(3) of the FAIR Act.

219 Seerule 139b(a).
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Otherconflicts of interest may nevertheless afregn incentives in fund distribution
arrangement€° Distributing brokerdealers may receive compensation from sales loads] 12b
fees?® shelf space fees, or other revenue sharing agreements, all of which create financial
incentives for brokedealers to pmote and sell funds and potentially to promote and sell
particular funds or share clas$&s Associated persons of brokdealersi(e., analysts) may
face similar conflicts of interests arising from incentives in their compensation agreéfients.

Finally, brokerdealers may haviewerdirect or noApecuniary incentive$€* However, in all of

280 gSeeSusan E. KChristoffersenRichard Evang David K. MustgWhatDo Consumer sd Fund Fl ow
Maxi mi ze? Evi dence f r o68Thd Jownalof FlRanck R@I235 gFebll,2818)nt i ve s

(where brokersdé compensation arrangements .with funds
281 Seerule 12b1 under he Investment Company Act [17 CFR 270.113b

282 See infranote298 (noting that the Commission has historicdtiynd brokerdealergo have violated sections
17(a)(2) and (3) of the Securities Ant making recommendations of more expensive mutual fund share classes
while omitting material facts).

283 Such conflicts of interest arising from incentives in compensation agreements involving resadyst
issuing research reports covered by FINRA Rule 2241 are mitigated by FINRA rules 2241(b)(2)(C), (E), (F),
and (K). Additionally,section 501(a)(2) of Regulation AC (17 CFR 242.501(a)(2)) requires specific disclosure
regarding research analysimpensation in order to mitigate the conflicts of interest that can arise based on
analyst compensation arrangements.

284 For example, although it is prohibited conduct, a bralealer may have a financial incentive to provide
coverage for, or to promota,fund based on an understanding that the fund will participate in offerings
underwritten by the brokedealer. See, e.g , FI NRA rule 2241(b)(2) (requiring
and procedures must be reasonably designed to, among other thiigp r event t he use of res.
research analysts to manipul ate or condee#tldcNASD t he mar |
Fines U.S. Bancorp Piper Jaffray and Managing Director $300F0RRA News Releasglune 25, 2002)
avaiable at
http://www.finra.org/newsroom/2002/nasides-us-bancorppiperjaffray-and managingdirector 300000
(announcing settlement with U.S. Bancorp Piper Jaffray and one of its managing directors in which the NASD
found thatthe firm violated a NASD (nowINRA) rule requiring all firms and associated persons to adhere to
high standards of commercial honor and just and equitable principles of trade when it threatened to discontinue
research coverage of a company if the company did not select it as leaevritet for an upcoming offering).
Butsee alsaote183

Rule 12b1(h)(1) prohibits funds from compensating a bre#tealer for promoting oredling funds shares by
directing brokerage transactions to that brokeeerule 12b1(h)(1) under the Investment Company
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these cases, the risk that such conflicts of interest could result in actions that negatively impact
information communicated to investasamitigated by the fact tha brokerdealer will bear the
costs of such actions, but generaiigybe unable to fully appropriate the benefits.
It is difficult for us toquantifythe aforementionedostsin the context of thisulemaking
We are not aware of any studies direetkamining the role that conflicts of interest play in
brokerd e al er s6 research reports on covered inves:
would support a quantitative analysis of an expanded safe harbor in this é&h#eithough
one commeter registered similar concetfi€ no commenters provided any data that would
facilitate such a quantitative analy$. As with the potential benefits discussed above, we are
limited to characterizing the potential costs qualitatively. While we betleteexpanding the
rule 139 safe harbor to brokdre al er s publ i cation or distribut

research reports has the potential to impose costs on retail investors, existing regulations, specific

Act [17 CFR 270.12H1(h)(1)]; see alsdProhibition on the Use of Brokerage Commissions to Finance
Distribution, Investment Company ARelease No. 26591 (Sept. 2, 2004) [69 FR 54727 (Sept. 9, 2004)].

For example, if a brokedealer firm publishes biased research about a fund, some of theigains (
compensation from sales of that fund) may accrue to other bdaleder firms i(e., other brokerdealer firms
that distribute the same fund) while the costs of the adtienreputation costs, litigation risk, and risk of
regulatory action) will be borne entirely by the brokiealer firm that published the biased research.

285

286 Authorshave examined the impact of conflicts of interest on mutual fund research in China, providing evidence

consistent with bias arising from conflicts of interest in that market, though differences between Chinese and
U.S. markets and corresponding regulatoayneworks make it difficult to apply inferences drawn from
experience in Chinese markets to U.S. mark8eeY. Zeng,Q. Yuan & J. Zhang,Blurred stars: Mutual fund
ratings in the shadow of conflicts of intered® Journal of Banking & Financk 284 295(2015).

287 SeeMorningstar Comment Letter.

288 |n the Proposing Release, we requested comment on our characterization of thesseePstgosing Release,
supranote?2, at 26816.
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289 and certain market mechanismil reduce these

provisions of the rules that we aadting,
costs.
(1) Existing Regulation

Rules and regulations have been implemented to address potential conflicts of interest
that may arise with broketealers specifically in the context of reseamghorts?®® As discussed
in detail abové?'t he definition of fAresearch reporto fo
rules2241and 2242 s narrower than the definition of #fr
Act and rule 139b. However, to the extt@ research report meets both the definition of a
research report under rule 139b and the definition of research report as defined in Regulation
AC, Regulation AGwill be applicable to that research report (and, if it meets the definition of
Aresearch reporto i n FI NRWil appyif¢he reseatchrepoEl NRA r

otherwise were within the scope of rule 22411 These rules may help promote objectind a

reliable research’®

289 See infrasectionO.

290 See supraote35; see alsdProposing Releassyupranote?2, at 26791 n.37.
291 See supraotel183

22 Seeid.

293 Seesection 501of the Sarbane®xley Act; Regulation Analyst CertificatigrSecurities Act Release No. 8193
(Feb. 20, 2003) [68R 9481 (Feb. 27, 2003)]. Several studies have analyzed bias in-drekerl er s & r esear
following the Global Settlement and subsequent regulatory changes, in particular at sanctione&dsdks.
Kadan, L Madureira, RWang, & T.Zach Conflicts of nterest and stock recommendations: The effects of the
global settlement and related regulatid?®The Review of Financial Studid®, 41894217(2009) Seealso,
S. A.Corwin, S. A.Larocque & M. A. Stegemolletnvestment banking relationships aadalyst affiliation
bias: The impact of the global settlement on sanctioned andaroetioned bank4 24 Journal of Financial
Economics3, 614 631(2017).

98



Additionally, as described above, FINRA rule 2210 contains general content standards

that apply broadly to member communications, including brdkater research reports. These

general content standards require, among other thingsa t a | | me mber communi

based on principles of fair dealing and good faith, must be fair and balanced, and must provide a

sound basis for evaluating the facts in regard to any particular security or type of security,

industry®r service. o

If a brokerdealer recommends a covered investment fund to its customadjitional

obligations under the federal securities laws and FINRA wikspply. As a general matter,

brokerdealers must deal with their customers f&i% and, as part of thabligation, have a

reasonable basis for any recommendatférzurthermore, when making recommendations,

brokerd e al er s may be generally | iable under the

294

295

296

297

SeesuprasectionO.

See,egAddi ti onal Guidance on ,HANRNReydlatoryNetioe :B5uMaly abi | ity RU
2012) atQ.2(regarding the scop2 of fArecommendati onod)

See, e.gDuker & Duker Exchange Act Release N&350 (Dec. 19, 1939), at 2 (Commission opinion)
(Al nherent in the relationship between a dealer and |
dealt with fairly, and in accordance withtteandar ds of the profession. 0).

SeeMac Robbis & Co.,Exchange Act Release No. 68@aily 11,1962) at 3 (A[ T] he making o
representations to prospective purchasers without a reasonable basis, couched in terms of either opinion or fact

and designed to induce purchases, is contrary to the bagjatidii of fair dealing borne by those who engage

in the sale of sattoddt, Berkov.t5B0316 F.2d 1720l Cir. £963). )A,

brokerd e al er 6s recommendati on mu sSee, eagl.SephédnsStoiExchiahga bl e f or
Act Release No. 43410 (Oct. 4, 2000), at 11 (Commi ssi
deal fairly with customers, a brokerds recommendati ol
investment objectives, agd er mi ned by the client;8egaldFHINRARUWei al situat
2111. 05( b) A{spedific ebligatiorsreéquiresdhat a member or associated person have a reasonable

basis to believe that the recommendation is suitable for a partitgtomer based on that customer's

invest ment profile, as delineated in Rule 2111(a). o).
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and complete infor mat idemefacts or caiflics ofintleresg any mat
including any economic seifiterest?®®

(2) Market Mechanisms

We believe that by facilitating production of information on covered investment funds,
the FAIR Actods mandates wil |l ®oopiovideisHwhice t o co
we believe can mitigate the effects of conflicts of interest on research réfdfith respect to

brokerd e al er s6 research on oper at fhagealsobeprani e s,

2% See, e.gDe Kwiatkowski v. Bear, Stearns & G806 F.3d 1293, 1302 (2d Cir. 2002hasins v. Smith,
Barney & Co, 438 F.2d 1167, 1172 (2d Cir. 197@eneraly, under the antifraud provisionghethera
brokerdealerhas aduty to disclose material information to its customer is based upon tpe stthe
relationship with the customer, which is fact intensigee, e.gConway v. Icahn & Co., Inc16 F.3d504, 510
(2d Cir. 1994) (AA broker, as agent, has a duty to uc
relevant to the affairs that have -Oealerproceseesitsust ed t o |
cust omer sd o ntrkedmnend sécurities or soick custamers, then the material information that
the brokerdealer is required to disclose is generally narrow, encompassing only the information related to the
consummation of thiansaction.See, e.gPress v. Chemicahk. Servs. Corp.166 F.3d 529, 536 (2d Cir.
1999). The Commission has historically charged braleaders with violatingections 17(a)(2) and (3) of the
Securities Act for making recommendations of more expensive mutual fund share classes while omitting
material facts.Seee.g, In re IFG Network Sec., Inc., Exchange Act Release No. 5@y 11, 2006), at 15
(Commissioropinion) (registered representative violated 17(a)(2) and (3) by omitting to disclose to his
customers materiahformation concenmg his compensation and its effect upon returns that made his
recommendation that they purchase Class B shares misl
to a reasonable investor. Inthe context of mukgklareclass mutual funds, which the only bases for the
differences in rate of return between classes are the cost structures of investments in the two classes,
information about this cost structure would accordi ng

299 See infrasectionO.

300 SeeHarrison Hong& Marcin KacperczykCompetition and Bigsl25The Quarterly Journal of Economids
1683 1725 (Nov 1, 2010)(reducton in (analyst) competition resulting from mergers reduces analyst coverage
and increases bias in the remaining coverage

301 SeeHarrison Hong& Jeffrey D. Kubik Analyzing the Analysts: Career Concerns and Biased Earnings
Forecasts58 The Journal of lhancel, 313351 (2003 analreptus @t i on plays a role i
outcomg; see alsAndrew R. Jacksgirade Generation, Reputation, and Sgitle Analysts60 The Journal
of Finance2, 673 717 (Apr. 1, 2005)see alsd.ily Fang & Ayako YasudaThe Effectiveness of Reputation as a
Disciplinary Mechanism in Sefbide Researct22The Review of Financial Studi® 3735 3777 (Sept1,

2009)( FangandYasudaAr t i cl e 0)
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found to have similar effects, and, in mwiinle, brokerd e a | e r s éscauld gswelb¥t i o n

However,we believe it is unlikelyhat analyst career concerns or bretealer reputation will

play as significant a role in the context of covered investment fund research véportsve

expect to baimed primarily at retail investardResearch reports about operating companies

have traditionally been provided to institutioalstomerss part of a bundle of services

provided by fultservice brokerage®? In this settingprokerdealers benefit fim institutional

i nv e willimness pay for broked e a | e r s dburdieédsarvices é.qy eesearchj*

Such institutionatustomersregenerally capable of producing similar reports, and so can

evaluate the quality of broker e a | e r s &° Thus,theyaan prdvide market discipline:

brokerd e al er s 6

p rqoality os misleading ihforrhation could plausibly be discovered

and lead to the loss of valuable customer relationships. We do not believe that similar

mechanisms would beseffective in the covered investment fund context. We expect

302

303

304

305

For a discussion of the role of reputation in financial inteliat@®n, seeThomas JChemmanu& Paolo
Fulghieri Investment Bank Reputation, Information Production, and Financial Intermedid8drhe Journal
of Financel, 57i 79 (1994) @hemmanuandFulghieriAr t i.cSkeealsdrangandYasudaArticle, supra

note301 (analyst reputation mitigates bias, but institutional reputation does not).

SeeMehran, Hamid, and René M. StLiEhe Economics of @dlicts of Interest in Financial Institution85
Journal of Financial Economi& 267 296 (Aug.1, 2007)( i Me hr an
that this model has been disrupted by the European MIFID Il regulations that took effect ir520%83.CFA

Institute, MiFID II: A New Paradigm for Investment Reseammilable athttps://www.cfainstitute.org/

and Stul z

/media/documents/support/advocacy/mifid_ii resradigmfor-researctreport.ashx

Institutional customers are valuable in that they arbngito pay for brokersl e al er s 6

Articleo).

addeigt i onal s

research). Payments for such services need not be direct and may be reflected in (relatively) higher brokerage
commissions.SeeMichael A. Goldstein, Paul Irvine, Eugene Kand&elZvi Wiener, Brokerage Commissions
and Institutional Trading Pattern®2 The Review of Financial Studid®, 51755212 (Dec 1, 2009)

Seeid. See alsdJIrike Malmendier& Devin ShanthikumarAre Small Investors Naive about Incentive®®
Journal of Financial Ecmmics 2 457 489 (Aug. 1, 2007)( MalmendierandShanthikumaAr t i c | e 0)

(institutions

account

for
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brokerdealers to publish and distribute covered investment fund research reports on funds that
they distribute to their customet®. With retail investors, information asymmetries are greater:
retail investors do not generally possess the capabilitie=placatean analyst report or evaluate
its quality>°” Moreover, the problem of evaluating the performance of analysts is harder in the
context of covered investment funt{§.Because institutionahvestors are not major investors in
covered investment fund®’ we believe they are unlikely to provide market discipline in this
context310

We also acknowledge thatasegesulting from conflicts of interest need not adversely

impact investors if invests disregard!* discount3!? or debias®***the recommendations of

306 SeesuprasectionO.
307 SeeMehran and Stulz Articlesupranote303

308 Traditional analyst research reports on operating companies largely focus -@pdicific factors, and thus are

more akin to fistock pickingo t hteendiosymmtic koenponentiofni ng o : t |
firmsé future returns. Covered investment funds repil
reduce the amount of idiosyncratic variation in thei.:
more akin to fimarket timingd than Astock picking. o r

econometrically difficult to detectSee, e.gKent Daniel, Mark Grinblatt, Sheridan Titma Russ Wermers
Measuring Mutual Fund Performance with &hcteristicBased Benchmark52 The Journal of Financ®
10351058 (July 1997).

309 See supraection0

310 SeeAlexanderLjungqvist, Felicia Marstongt al, Conflicts of Interest in Selbide Research and the
Moderating Role of Institutional Investoi85 Journal of Financial Economi@s 420456 (Aug 1, 2007)
(securities of interest to institutional investor receive coverage thesibiased)

311 SeeDugar and Nathan Articlesupranote272
312 SeeMichaely and Womack Articlesupranote273.
313 Seelin and McNichols Article supranote272
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conflicted analysté* We believe however, that retail investors who are primary clientele for

covered investment funds are Iéksly to bea wa r e

potenti al bi as

recommendation¥’® may fail to debias or otherwise condition their trades based on the

credibility of the recommendatio®®and could thus be led to invest in underperforming

securities’

314

317

Institutiond market participants generally attribute bias in-sell d e
interest. SeeMichaely and Womack Articlesupranote273

anal yst dobconfli‘dsoie ar ¢ h

SeeMichael B.Mikhail, Beverly R. Walthe& Richard H. Willis When Security Analysts Talk, Who Listens?

82 The Accounting Revievs, 1227 1253 (2007 i Mi k hai |

Wa | t heedrbeenals@iangel | i s

Guercio& Paula A. TkacStar Power: The Effect of Morningstar Ratings on Mutual Fund F#8Jdournal of
Financial and Quantitative Analysds 907 936 (Dec.2008)(retail investors in mutual fundsevery sensitive
to fund ranking9. SeeChristopher R. Blak& Matthew R. MoreyMorningstar Ratings and Mutual Fund
Performance 35 The Journal of Financial and Quantitative Analyaid51 483 (2000)(mutual fund ranking
have little predictive power for future performance).

Seedd.; Malmendierand ShanthikumaArticle, supranote305

SeeMikhail Walther and Willis Article supranote315 SeealsoMalmendierand Shanthikuma#rticle, supra
note305 SeealsoAmanda Cowen, Boris GroysbeggPaul HealyWhich Types of Analyst Firms Are More
Optimistic? 41Journal of Accounting and Economits119 146 (Apr. 1, 2006)(finding that analyts at retail
brokerage firms are more optimistic than those serving only institutional invesg@eXuanjuan Chen, Tong
Yao & Tong Yu Prudent Man or Agency Problem? On the Performance of Insurance Mutual,Fihds
Journal of Financial Intermediatid) 175 203 (Apr. 1, 2007)(underperformance of mutual funds spored by
insurance companies is attributedrtadequate monitoring by less sophisticatetdil customers who are
subject to crosselling efforts by their insurgr Seealso DanielBergstresser, John M. R. Chalmers, and Peter
Tufang Assessing the Costs and Benefits of Brokers in the Mutual Fund Ind@zs&gview of Financial
Studiesl0, 4129 4156 (Oct.2009)(brokersold mutual funds deliver lower riskdjusted returns (even beéo
subtracting distribution fees) than diresdild fund$. SeealsoDiane DelGuercio& Jonathan ReuteMutual

Fund Performance and the Incentive to Generate AlfBdhe Journal of Financg 1673 1704 Aug. 1,
2014)(underperformance of actively mamagmutual funds is attributed to the underperformance of funds sold

by brokers; the authors find little evidence for underperformance in the subset of funds that are sold directly to

investors)
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2. Rule 139b

As discussed above, rule 139b conditions eligibilitythar safe harbor on satisfaction of
several condition&'® These conditions are generally modeled on and resemble similar
provisions in rule 139 (with differences from rule 139 that the FAIR Act specifically directs, or
that tailor the provisions of rule @3nore directly or specifically to the context of covered
investment fund research repots).We believe that modeling rule 139b on rule 139 will
benefit market participants through regulatory consisteli¢g.address these conditions in turn
in the sectns that follow.

a. Affiliate Exclusion

Under the affiliate exclusioaf rule 139b%° a brokerdealer who is an affiliate of a
covered investment fund (or is an investment adviser or an affiliated person of the investment
adviser to a covered investment dnwould not be eligible for the safe harbor of rule 139b
when publishing or distributing a research report about that covered investment fund. The
economic benefit of the affiliate exclusion is that it reduces the potentiadtéorinvestos to
receve research repatontaining information that wasiblished distributed authorized, or
approvedby persos whose financial incentives create the greatesflicts of interest?! The

primary cost of the affiliate exclusion will be borne by bre#lerles that both distribute

318 See supraection0.
319 See suprgaragraph accompanying note 15,
320 Seesection 2(f)(3) of the FAIR ActSee supraection.

821 See supraection0.
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covered investment funds and act as investment advisers to such funds (or do so through
affiliated persons). These brok#ealers will be unable to provide research reports to their
customers on funds that they (or their affiliapstsons) advis&? In addition, we believe that
smaller brokedealers, and broketealers without significant research departments and who
would want to rely on prpublication materials distributed by a covered investment fund, its
adviser, or affiliatd persons, would also be significantly affected by the new rules.

We expect covered investment funds and their investment advisers to engage in a broad
range of marketing activities to support the distribution of fund shares (particularly in the case of
redeemable securities such as those issued by mutual funds), and that funds and their advisers
prepare and distribute materials to distributing bradesalers intended to increase sal€be
affiliate exclusion and associatgdidancé? will reducethe potential for retail investors to
receive research repoxsntaining materials from persons whose financial incentives create the
greatestonflicts of interest?*

The affiliate exclusion is also likely to limit the benefits of the rule for certain
broker-dealers. Many brokedtealers distributing covered investment fund securities do not have
sizeable research departments, and we understand that very fewdwalezs operate at a scale

that would allowfor comprehensiveoverage othe covered inveshent furds that they

322 See supraotesl8i 21 and accompanying text.
323 See supraection0.

324 Ppersons covered by the diffte exclusion may have strong financial interests to increase sales of associated
covered investment fundsSee suprgaragraph accompanying n@&es.
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distribute We believe that under the affiliate exclusion, it would be inappropriate for such
brokerdealerdo publish or distribute research report provided by a covered investment fund or
t he f un d.&sThus,théaffiliae exclesisn coulthave the effect dfmiting

brokerd e a | dlity andl wikingness to publish and distributesearch repor@bout the funds

they distributein order to rely on the rule to publish or distribute a covered investment fund
research reptrthese brokedealers would need to conduct their own resegrttouseor to

rely onindependenthird-partyservice providers for their information.

b. Regular-Course-of-Business Requirement

Under rule 139b, research reports (both isspecific resei@h reports and industry

research reports) need to be published or distributed by thefgtakex | er i n t he #fAr eg:l
of its businesso i n &%Fdrassuersthatdoadthave@mnlassdie saf e
securities in fAsubst ant i-spdcificyeseaammreéportsthad us di str

represent the initiation of publication of research reports about the issuer or its securities or
reinitiation followingdiscontinuation of publication of such research reports would be deemed to
not satisfy the regulazourseof-business requireme?ft’ The regulaicourseof-business
requiremendf rule 139b is similar to that of rule 139, except that, as directed by tHe A¢tl

rule 139b specifies that the fAinitiation or r

325 Among other things, we believe it would be inappropriate for any person covered by the affiliate exclusion, or
for any person acting on its behalf, to publish or distribute a research report indirectly that the person could not
publish or distibute directly under the rul&ee suprgparagraph accompanying ncie

326 See supraection) andO.

327 See supraotesl12 114and accompanying text.
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reports regarding a covered investment fund that does not have a class of securities in
substantially continuous distributiGf?
Given the breadth oftheedf i ni ti on of fAresear G@hdtheeport o u
definition of 0 raesdoptingmder rulelld)ettain cammantcations
that are currently treated as covered investment fund adveetigse under Securities Act
rule 482 coutl fallunderther ul e 139b def i ni t3%° lonvestoosfparficulalp e ar ¢ h
retail investors, may be unaware of the differenoeegulatory status and purpose amamg
varioustypes of communicationggarding registered investment companie$sBDCs. This
may result in investors not being able to readily disedrat constitutes a research repsnd
what constitutes an adveséiment about these issueW§e continue tabelieve that
brokerdealerghatpublish or distribute research reporighe regular course of business are
more likely to publish analysis thatiestors recognize as reseatthThereforejn principle we
expect this requirement to benefit investors by reducing opportunities for communications
published or distributed und#ve safe harbor to cause confusion about their intended purpose.

However we also believe that establishing whe

328 Spesection 2(b)(1) of the FAIR Actee also supraote101 and accompanying text.
329 See supraotel162and accompanying text.

330 SeeProposing Releassupranote?2, at 26797
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course of busi nesso

funds contex#3!

communications intended as sales materials and those intended as research could be difficult to

coul

practi ce,

First, in the context of covered investment funds, the distinction between

discern. Research reports about debt and equity securities lditiertedly been provided to

institutional customers as part of the broklee a |l er 6 s

customers are generally capable of producing similar reports, and so can more readily evaluate

I*3% |ostitutianal o f

the quality of broked e a | e r .5 In teeseeciecunstances, brokdealers have a

compelling businessationale for producing highuality research as distintbm sales

materials.

In contrast, we expect covered investment fund research reports to be produced by

brokerdealerghatdistribute covered investment funds to retailestors®** Thus, we believe

that cultivating a reputation for higluality research is less likely to serve as the primary

business rationale for brokdre a |

investment funds. Rather, we expect that facilitating the marketing of covered investment funds

331

332

333

334

er sob

SeeProposing Releassupranote2, at 2679798 (requesting comménn the application of the

regularcourseof-business requirement in the context of brettez a | er s 6

publication

investment fund research reports and unique concerns relevant to this ceugtewthether the requirement
shouldbe modified to address brokelealers that have not previously published or distributed covered

investment fund research reports)).

SeeMehran and Stulz Articlesupranote303

Sedd; see alsdMlalmendierand Shanthikumahrticle, supranote305

Seesuprasection0.
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to customers (so as to increase revenues derived from distribution arrangements) vatiemoti
these activities. In this setting, the distinction between different types of communieations
notbeas clear.

Second, the information environment surrounding covered investment funds further
complicates establishing whether publishing reseapbrts about covered investment funds is
undertaken in the regular course of business. In the context of research reports about operating
companies, a research analyst #@Afoll owingo an
company so as to provide taly forecasts and recommendations. Because of differences in the
nature of covered investment funds and operating companies, we believe that the same is less
likely to hold for a research &hwdbglewethdf ol | ow
the opportunities for acquiring idiosyncratic information relevant to future returns of covered
investment funds are generally more limited: covered investment funds represent portfolios of
securities and diversification effects reduce the value of idioatind.e., firm-specific)
infformation®*® Consequently, we expect research anal ys
funds to focus instead on information related to fund characteristg.sfées, portfolio
composition, or index tracking strategy) anddavelopments at the sector macrolevel.

Because we do not expect the arrival of such information to be as frequent, we expect that the

335 The regularcourseof-business requiremegeneically requirsiir e sear ch reportso to be pi
distributed in the regular course of a brolkere a |baesméssmnd is not limited to covered investment fund
research reportsSeeProposing Releassupranote2, at 26797.

336 See supraotes267 268and accompanying text.
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inclusion of new analysis in research reports about covered investment funds could be more rare

than in the contexaf operating company research reports. Consequently, the publication or

distribution of covered investment fund research reports could occur relatively infrequently, or

could be driven largely by marketide factors. This could make it more difficultestablish

whether a covered investment fund research report is published in the regular course of business.
We noted in the Proposing Release that dube@forementioned distinctions in the

information environment and business rationale, we bealithat the regulacourseof-business

requirementn the context of rule 139may be more challenging to apply in practice than the

regularcourseof-business requiremeirt the context of rule 138nd thathe potential benefits

of this requirement in rule B® may bemorelimited. We also noted that theffects of the

regularcourseof-business requirement would be clearer in cases where, in the case of

issuerspecific research reports, the bright ne fAi ni ti ation or reinitia

(i.e., where the covered investment fund does not have a class of securities in substantially

continuous distribution). For such cases, the regrdarseof-business requirement would

condition the availability of the safe harbor on the research report nesegping the initiation

or reinitiaion of coverage by the brokelealer publishing or distributing said research report.

However, becausie universe of covered investment funds is dominated by funds with a class

of securities that could be considerede in substantially continuous distributitfthe

337 See supraection0.

110



brightline test of the regulacourseof-business requirement would impact only a small subset
of funds.

Related concerns were voiced by several commenters who questerfedsibility of
satisfying the regulascourseof-business requiremennder the proposed rulé¥. As discussed
above, we have included additional guidance to mitigate concerns about the interpretation of the
regularcourseof-business requiremeft? While we believe that this guidance should address
commentersd concerns about tchueseoffbasaesss bi | ity of
requirement, we acknowledge thadue to the reasons discussed aBolkmkerdealers
evaluating whether their researattivities satisfy the regularourseof-business requirement are
likely to face more uncertaintyhen those activities relate tovered investment fusdhan
when those activities relate operating companiedHowever we believe that broketealers
would only issue covered investment fund research reports if the benefits are likely to outweigh
the costs, including uncertainty.

C. Reporting History and Minimum Market Value Requirements
for Issuers appearing in Issuerspecific Research Reports

Under rue 139b, abroked e al er 6 s publ i c assuerspecifioreseath st r i bt
reportsdoesnot qualify for the safe harbor unless twvered investmeritind included in the

report satisfies minimum public market value threshold of $75 mill#éh Issuersarealso

338 See supraectiond, 0.
339 See suprgaragraph accompanying ndt&s
340 Seerule 139b(a)(1)(i)(B).
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required to have been subject to the reporting requirements of the Investment Company Act (for
covered investment funds that are registered investment companies) or the reporting
requirements under section 13sexction15(d) of the ExchangAct (for covered investment
funds that are not registered investment companies) for a period of at least 12 calendar months
prior to reliance on the rule as well as to have timely filed all required reports during the
preceding 1Zalendamonths3*

Thecovered investment funds market is dynaffifcin 2017, more than six hundred
covered investment funds entered the market, while morestghthundred exited. The entry
and exit of covered investment funds creates a situation in which a younger covesgthent
fund may not be widely followed by market participatifsThus, for covered investment funds,
the universe of youréyand potentially lesfollowedd issuers is largét* Moreover, securities
issued by covered investment funds may not be subjedndisant levels of market scrutiny.
Unlike securities issued by operating companileat(generally have diverse groups of investors,

including institutional investors, money managers, arbitrageurs, activist investors, and short

341 Including Forms NCSR, NQ, N-PORT, NMFP, and NCEN as applicable for registered investment
companies, and Forms-K] 10-Q, and 26F as applicable for covered investment funds that are not registered
investment companiesSeerule 139b(a)(1)(i)(A).

342 See suprasectionO.

343 In contrast, there weirfewerthan one hundred U.S. IPOs for operating companies in. 28&éJay Ritter,
Initial Public Offerings: Updated Statisti¢aug. 8, 2017)available at
https://site.warrington.ufl.edu/ritter/files/2017/08/IPOs2016 Statistics.pdf

344 For example, Morningstar notes that funds with short track records are unlikely to be provided cdseeage.
Morningstar Morningstar Manager Research Coverage Decibaking (June 2018 vailable at
https://morningstardirect. morningstar.com/clientcomm/Morningstar_Manager_Research_Coverage_Decision_

Making.pdf
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sellery, covered investent funds are primarily held by retail investéts.As covered
invest ment fund shares are not a major compon
believe that they are less likely to garner wapeead attention from the types of sophisticated
institutional investors most capable of subjecting them to scréthy.

We believe that in the context of covered investment funds, where we expect limited
market discipline from institutional investors and where large numbers of new funds are created
each yearthe information available to investors could be sparse. In such an environment, a
single research report about a covered investment fund could have a disproportionate effect on
retail investor s 00 inthé dase bfs biasddoesdareporh bavefau nd an d
negative effect on investor welfare. We believe that conditioning the availability of the safe
harbor on the aforementioned reporting history and market valuation requirevoeiddelp
restrict the availability of the safe harbor in aiions where we expect the information
environment to be most limited: for new funds and for funds livitited trading or interest*’

As noted by several commenterschuse young and small covered investment funds are

relatively common, the costs asstied withtheseconditions on the availability of a safe harbor

345 See supraection0.
346 See supraote310and accompanying text.

347 For examplewhile Morningstar provides analyst ratings for 200 ETFs and 1,562amkfunds, among ETFs
and operend funds falling below the $75 million minimum public market value threshold, only 27 received an
analyst rating.See supraotes243and344.
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couldbe significan*® In particular, as shown ifiable1, the $75 million minimum public

market valuation conditiowill limit the availability of the safe harbor with respect to

brokerd e al er s6 publication or di str i b-thirdiofoalh o f

covered investment fund®’ Research reports about nearly half of extant ETFs, &ilPsot

qualify for the safe harbdr® Availability of the safe harbawvould beleast impacted for

research reportsboutBDCs andclosedend funds®!

Althoughsmall funds represent a very small fraction of covered investment fund assets,

they are relatively large in numb®&? Because nearly orird of covered investment funesl |

not satisfy the eligibility criteria for the safe harbor, we believe that those fufidse less

likely to receive coverage by brokdealers insofar as the inability to rely on the safe harbor

reducesbroked e al er s6 wi | | i ng nweseseatctorepprisb | i sh and

348

349

350

351

352

SeeSIFMA Comment Lettel; ICI Comment LetterFidelity Comment Lettr, see alsdBlackRock Comment
Letter.

30% of all covered investment funds have public market valuations less than $75 rGiierable 1.
41% of ETF and ETPs have public market valuations less than $75 milieeT.ablel.

12% of closeeend funds and 7% of BDCs have public markéta@ons less than $75 milliorSeeTable 1.
SeeTablel.
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Table 1: Covered investment funds with public market value less tha$75 million, and the fraction of
covered investment fund assets held by these funds. For each covered investment fund type, we report
the percentage of funds of that type with a public market value below $75 million and the percentage of
covered investment fund assets held in funds with public market values below $75 million. Mutual

fund, ETF, and ETP statistics are based on data from CRSmutual fund database (2017Q3). Closed
end fund statistics are based on data from CRSP monthly stock file (Dec. 2017). BDC statistics are
based on Commi ssionds | isting of registered BD
and Audit Analytics.

Covered Investment Fund Funds with public market value < $75 million
Type Number of Funds Fund Assets
Openend 30% <1%
Closedend 12% <1%
ETHETP 41% <1%

BDC 7% <1%

Total 30% <1%

Severalcommentes raised concerns thitin addition to the aforementioned casts
compliance with the reporting history and minimum market value requiremgmi®posed
could be operationally challenging for broldealers®® In generalwe do not believe that
verifying coveed investment fundseporting history and public market valuation represents a
significant additional burdefor brokerdealersn this position®*

Another commenter noted that some brettealers provide investors research about
large numbers of funds on a largely automated basis, and that ensuring compliance with the
reporting history and minimum public market value requiremeniddc r e at eiondloper at

h u r dforéhesé brokedealers® We believe that tokerdealers that choose to automate

353 SeeSIFMA Comment Lettel; see alsdridelity Comment Letter.

354 For example, much of this information is currently accessible through the publicly available EDGAR system
and/or thirdparty data providers.

355 SeeFidelity Comment_etter, see als@aragraphs accompanyisgpranotes64, 73.
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publication of researcteportswill make significant investments in technologyimplementhis

automation andthatbrokerdealers with infrastructure caga of automating publication of

research reporthouldhavelittle difficulty implementingthe proceduresequiredfor similarly

automating theverification of these requirement®. However, in a change from the proposal,

final rule 139b will not requiréghe minimum public market valuation condition to be verified at

the time of reliancé>’ Rather, the final rule requires thhts condition be satisfied at the time

oft he brokerds or dealerds first pudolereed ati on o

investment fund, and at leagtarterlythereafter®® We believe this change should simplify

compliance without materigia f f ect i ng t he pr3visionsoé effecti
Finally, one commenter raisedncernghatbecause of shortcomings in the data

currently available about affil i-dedleessod0 hol di ng

establisithe publicmarket valueof a covered investmefind if affiliate holdingsare to be

excluded from the calculaticfi® Althoughwe believe thathat the information required to make

3% \We note that a software system capable of automatically generatiftgviainresearch reports about a given
covered investment funds would contain data access modules providing programmatic access to the covered

investmentfunds hi storical filings and pricing dat a. Condi
implementation of tests for the reporting history and minimum market value requirements would repdesent a
minimiscost.

357 See supraectiono.
358 Seerule 139b(a)(1)(i)(B).

359 We believe that implementing periodic assessments would be simpler and less costly than implementing an
assessment at the time of reliance. At the same time, we do not believe that there would be a material
difference in the set of covered investment fundptured by the minimum public valuation threshold under
these two approache&ee suprgparagraph accompanying ndte4.

360 SeeSIFMA Comment Letter |l.
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this calculatiormay beavailable to brokedealers, we understandhatit may not currentlye
generally availablén a structured formmmenable to automation. This copletsent operatital
difficulties for brokerdealers developing processes for automated report publicdti@n.

change from the proposéinal rule 139b eliminates theequirement thathe public market
valuationcalculationo e cal cul at ed n eformostcovarédfinvestmentfumdsd h ol c
We believe that this change is unlikelynaterially affect theeffectiveness of the minimum

public market valugequiremeri®* while eliminatinga plausible obstacle to its automated
verificationin the vast majority ofases We acknowledgehowever that retaining the

requirement t@djust foraffiliate holdingsin the public market valuation calculatifor

commodity and currencypased trusts could reduce the amount of automated coverage provided
to such trusts byrbkerdealers’®?

d. Reporting Requirement for Issuers Appearing in Industry
Reports

Under rule 139b an industry research report could only include covered investment funds
that are required to file reports pursuant to section 30 of the Investment Compdny, Aar
covered investment funds that are not registered investment companies under the Investment

Company Act, required to file reports pursuant to section 13 or section 15(d) of the Exchange

361 Cowered investment funds are subject to unique legal provisions that generally restrict affiliate ownership and
provide additional legal protections when affiliate ownership is permied, e.glnvestment Company Act
sections 12, 17, and 57 and rules¢lumder. In additionynlike rule 139, rule 139b does not permit affiliates of
covered investment funds to rely on the safe harbor, mitigating the risk that a fund with significant affiliate
holdings would be the subject of market moving research by Haose affiliates

362 See supraote99.
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Act).83 As discussed above, these conditions generally pacilel conditions under rule 139,

but have been modified so that they would be applicable with respect to covered investment fund
issuers. We do not expect these conditions to have economic effects beyond marginally
improving economic efficiency by merclosely aligning regulations with their intended context.

e. Content and Presentation Requirements for Industry Research
Reports

Under rule 139b, the content and presentation standards for industry research reports of
rule 139aretailored to the contexif covered investment funds. Under rule 139b (and rule 139),
issuers appearing in industry research reports are subject to fewer conditions than issuers that are
subjects of issuespecific research reporf& We believe that in the absence of content and
presentation requirements suchtlasse an industry research report could be used to circumvent
the conditions associated with the safe harbor available for ispeeific research reports. We
therefore bleve thatthe content and presentation standavdsare adoptingave benefits
similar to those of the parallel content and presentation requirements in rule 139, and provide
meaningful limitsfor industryresearch report§>

We believe theompliancecoss imposed by these requirements on the production of

industry research reports would be low, particularly as brdkaters are already familiar with

363 Seerule 139b(a)(2)(i). As discussed previously, each issuer included in andgmedfic research report also
would be required to be subject to these reporting requirements, as well as the requiremerfilezl haze
timely manner all of the periodic reports required to be filed during the precedeaetzlaimonths See
suprasection0.

364 Seesuprasectiors 0, O.

365 See supraectiong, 0.
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similar conditions in rule 139, making implementation of presentation conditions for industry
research remrts on covered investment funds less burdensome.

f. Presentation of Performance Information

Given thedefinitonof Aresearch reporto under the FAI
Ar es e ar bding adeppednddr ule 139b), certain communications bykieredealers that
historically have been treated as advertisements for registered investment esnipaer
rule 482 now could be distributed as covered investment feseiarch reports under the
rule 139b safe harbd¥® In the Proposing Release, we raisedcerns that not including
provisions similar to rule 482 in proposed rule 188hld result in investors receiving
communications abowbvered investment funds where ttaracter of the communicatioine(,
bona fide research versus advertising) islear>®’ Conflicts of interest resulting from
brokerd e a |fieanc&alGncentivesould affect the manner in which performance data is
presentedn research reportpotentially leading tonisleadingpresentation of performance data.
In addition, invests could be confused if performance is presented differently in an
advertisement and in a research report, part.

disclose the methodologies used to produce the performance that could explain the differences.

366 See supraotel62and accompanyingtexSi mi | ar |y, Aresearch reportso regart
thatbroketrd e al er s t oday might publish or distribute as fis
Company Actrule 34b-1 (which must be preceded or accompanied by a statutory prospectus) could be
distributed as covered investment fund research reports under rule 989Isupraote165and accompanying
text.

367 SeeProposing Releassyupranote?2, at 26825.
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Retail investors, in particular, may be unable to assess thstantdardized performance figures
when considering their investment decisions.

As discussed above, unlike in the Proposing Release, final rule 139b incorporates
provisions on th@resentation of performance information in research reports about registered
investment companies that mirror those of rule 48& with respect talosedend fund§

Form N-2.3%8 Incorporatinghesepresentation standards in rule 139b reducepdkential br
confusion between (registerebperrend managemeintvestment company advertisements and
selling materials covered lyle 482andregistered closednd investment company selling
materials covered by Form-Rland (ii) rule 139bresearch reporf§® Additionally,

incorporating somef theseprovisions into rule 139b would reduttes potential for investor
confusion resulting from divergent standards in thegmé&tion of performance data.

Because fees can represent a significant drag on investmenspétibecause different
performance measures may be more or less favorable at different times, and because retall
investors are known to be sensitive to past performancé’data,believe that the manner in
which past performance data is presented cambea mpor t ant factor dri vin

investment decisions. As discussed above, even unaffiliated fte&tars may have incentives,

368 Rule482 does not set forth requirements on the presentation of performance information in research reports
about registered closeshd investment companieSeesuprasection0.

369 Seesupraparagraph accompanying not85 167.

870 Seege.g, Mark M. CarhartOn Persistence in Mutual Fund Performans2 The Journal of Financk 57i 82
(Mar. 1997)

371 SeeFrik R. Sirri & Peter TufanpCostly Search and Mutual Fund Floy&3 The Journabf Finances, 1589
1622 (Oct. 1, 1998).
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stemming from funds®é di stacdvdradinvestmentdund,@atog e me n't

promote certain funds overhatrs®’?2 When brokerdealers publish or distribute research reports
on covered investment funds, their choices with respect to how fees are disclosed, which
performance measures are quoted, and for what time periods could be affected by these
considerations This in turn can adversely affect investors, particulanlyophisticatethvestors.
We believethatthese additional requirements on the presentatigerformance information
will limit opportunities for selective performance disclosame will curtail opportunities to
circumvent thegperformance reportingequirements of rule 48nhd Form N2.

By limiting opportunitiedor selective performance disclosuves believe that final rule
139b will also reducehe potential foinvestor confusion Underthe final rule therewill be
fewer opportunities for the performance disclosure in registered investment company
advertisements and research reports to diverge. There also could be less potential for investor
confusion when comparing research reportsiaddferent covered investment funds,reports
issued bydifferent brokerdealers. These results would benefit investés discussed in the
Proposing Release, tleatent of the bene8tresulting from requirementsn the presentation of
performancenformationdepend on their effectiveness in ensuring consistent disclosure and/or
alerting investors to factors that could influence their understanding of the disclosure in a
research report. The extent of the benefit also would depend on the awdiensdl be

reading research reports about registered investment companidscéssed in the Proposing

872 See supraection0.
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Releasewe believethat retail investors would generally be less likely to be able to identify
sources of bias (and disregard or discount biasprimncunications about covered investment
funds than institutional investors and therefore could benefit from limitations on selective
performance disclosurélVe believe that rule 488tandards on the presentation of performance
information have been effeet at limiting selective disclosure applicableregistered

investment company adveséiments, and that they will be similarly effective for research reports
falling under rule 139bMoreover, asiotedabove, we believe that retail investors v the
primary consumers of such research reports, and that such investors would be most likely to
benefit from these additional provisions.

As discussed in the Proposing Release, we believe thatdsiesignificant costs
associateavith additional requirementsn the manner in which performance information may be
presented wouldesult fromtheir potential to limitthe manner in which theontent of
brokerd e al er s 6 r & presantedAtthougle weaire hos preventing alternative
performance measur&®m being included in research reports, by limitihg prominence
afforded tosuch performance measureseoaelld adversely affect brokere al er s6 abi | ity
provide valuable analysis. For example, a bralealer who wishes to center its analysis on a
fu n d 0 sadjustedsdiurns would be limitedow such information could be presented in the
report even though certain audiences for research reports could consider this infornmdo
particularly relevant.

We believe that brokedt e a | e r s pliahce casts wndectioeadditionalprovisions

would be minimal.Because wéelievethat brokerdealerghatwill publish research reporése
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likely currently digributing advertisements undarle 482, these brokatealerdikely already

have processeand system®produce charts and tables of performance measures using timely
dataunder the presentation standards required by the final rdi@sever, we acknowledge that

the final rul es 6 wledlefsthat dipnotprevioashstlibute on br oker
advertisements undeule 482andtheywould need todevelop processes and systems to

implement these presentation standards. eéfgnate the orgme implementation costs

attributable to the newresentation standarétsr each brokedealer publishing research reports

to be approximatel§ hoursor $1,31037 Further, we expect the systems necessasatisfy the
requirement for timely data undeule 482(g)would generally be available to brok#ealers

publishing reesarch reports

3. Rule 24b4

Rule 24b4 excludesa covered investment fund research refrorn the coverage of
section 24(b) of the Investment Company Acd the rules and regulations thereundrcept to
the extent that such report is rsoibject to tk content provisions @ROrules related to
research reportencluding those contained in the rules governing communications with the
public regarding investment companies or substantially similar standasd#iscussed above,
this rule is meant to imgment section 2(b)(4) of the FAIR Act, which we interpre¢tclude

covered investment fund research reports from section 24(b) of the Investment Company Act so

873 Calculated as 5 hours x Senior Business Analyst at $262 per hour =.$I8108ourlywage rates from
SI FMA6s Management & Professional Earnings in the Se:q
1,80Chour work year; multiplied by 5.35 to account for bonuses, firm size, employee benefits and overheard;
and adjustetb account for the effects of inflation.
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