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S7-16-15 and S7-08-15)

Dear Mr. Fields:

The Investment Company Institute (“ICI”)! appreciates the opportunity to comment on the
Securities and Exchange Commission (“SEC” or the “Commission”) proposal to promote effective
liquidity risk management throughout the open-end fund industry.* The proposal addresses matters of
substantial importance and complexity that affect virtually all of our members, and we therefore
appreciate the 90-day period that the Commission provided for comments.

As the SEC states in the Release, daily redeemability is a defining feature of mutual funds and
other open-end management investment companies,’ and has been such since passage of the Investment

! The Investment Company Institute (ICI) is a leading, global association of regulated funds, including mutual funds,
exchange-traded funds (ETFs), closed-end funds, and unit investment trusts (UITs) in the United States, and similar funds
offered to investors in jurisdictions worldwide. ICI seeks to encourage adherence to high ethical standards, promote public
understanding, and otherwise advance the interests of funds, their shareholders, directors, and advisers. ICI's U.S. fund
members manage total assets of $17.9 trillion and serve more than 90 million U.S. shareholders.

* Open-End Fund Liquidity Risk Management Programs; Swing Pricing; Re-Opening of Comment Period for Investment
Company Reporting Modernization Release, SEC Release No. IC-31835, 80 Fed. Reg. 62274 (Oct. 15, 2015) (the “Release”),
available at www.gpo.gov/fdsys/pkg/FR-2015-10-15/pdf/2015-24507.pdf.

3 Unless otherwise indicated, references in this letter to “funds” include registered mutual funds and open-end ETFs, and
exclude money market funds. References to “mutual funds” or “open-end funds” also exclude money market funds. In
discussions of swing pricing, references to “funds” include only mutual funds.
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Company Act of 1940 (the “1940 Act”).* Meeting sharcholder redemptions is therefore integral to the
successful management of any fund—and something to which fund managers must, and do, pay the
closest attention. For 75 years, through bull and bear markets, long-term mutual funds have met
redemptions with great success. Since 1984, for example, mutual funds and ETFs have accommodated
gross redemptions totaling $54 trillion.>

The proposal’s broad objectives are to reduce the risk that funds will be unable to meet
redemptions, or will meet redemptions in ways that dilute interests of fund shareholders, and to
enhance disclosure regarding fund liquidity and redemption practices.* The SEC secks to achieve its
stated goals by:

® Requiring each fund to establish a formal liquidity risk management program that is
designed to: (i) assess and manage the fund’s liquidity risk; (ii) classify and monitor each
portfolio asset’s level of liquidity; and (iii) designate a minimum amount of portfolio

liquidity (the “proposed rule”);

e Requiring each fund to make public its liquidity classifications and information about
redemptions and swing pricing (if applicable) through disclosure on Form N-1A, proposed
Form N-PORT, and proposed Form N-CEN; and

e Permitting, but not requiring, mutual funds to use swing pricing in pricing their shares.

Summary of ICI’s Comments

A. Proposed Liquidity Risk Management Program Rule—Areas of Support

ICI strongly endorses the SEC’s proposal to require each fund to adopt a formal, written
liquidity risk management program reasonably designed to assess and manage a fund’s liquidity risk.
The fund industry long has employed sound liquidity risk management practices, but even more can be
done to promote discipline, rigor, and formalized thinking about fund liquidity. A truly risk-based rule
would require all fund managers to assess the liquidity characteristics of the strategies they employ and

4 Section 5(a)(1) of the 1940 Act defines an open-end fund as one that offers “redeemable securities.” Section 2(a)(32) of
the 1940 Act defines “redeemable security” as “any security, other than short-term paper, under the terms of which the
holder, upon its presentation to the issuer or to a person designated by the issuer, is entitled (whether absolutely or only out
of surplus) to receive approximately his proportionate share of the issuer’s current net assets, or the cash equivalent thereof.”
Valuation is critically important for funds, and Section 2(a)(41) of the 1940 Act defines “value” for purposes of valuing the
assets of a fund. Section 22(c) of the 1940 Act prohibits a fund from suspending the right of redemption or postponing the
date of payment or satisfaction upon redemption of any redeemable security for more than seven days after the tender of
such security for redemption, subject to certain exceptions.

> See Letter from Brian K. Reid, Chief Economist, Investment Company Institute, to Brent J. Fields, Secretary, Securities
and Exchange Commission, dated January 13, 2016 (“ICI Research Letter”), at Section II.A and Figure 1.

¢ Release at 62274,
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assets in their funds, which would lead to enhanced liquidity protocols, particularly for funds that
invest in less liquid markets or instruments. Rule 38a-1 under the 1940 Act, the classic example of a
program-based rule, successfully has enhanced a critical aspect of fund operations—compliance with
the federal securities laws. Rule 38a-1’s general procedural framework requires, among other things:
written policies and procedures; board approval of those policies and procedures; annual review of the
adequacy of those policies and procedures; the submission of an annual written report to the board
addressing the operation of those policies and procedures; and recordkeeping of those written policies
and procedures and other materials provided to the board. The proposed rule includes clearly
analogous provisions, and we applaud the SEC for looking to this successful model.

The proposed rule also includes substantive provisions that we support. We support a general
requirement that funds classify and monitor the liquidity of their portfolio assets. We generally
support requiring funds to assess and periodically review “liquidity risk,” and regard the proposed
factors for making this assessment as practical. With respect to managing liquidity risk, we support
codifying the 15% limit on illiquid assets, and requiring that funds adopt policies and procedures if they
engage in, or reserve the right to engage in, redemptions in-kind. Broadly speaking, we agree with how
the SEC has framed the fund board’s role within the proposed rule, i.e., as one of oversight.

B. Proposed Liquidity Risk Management Program Rule—Areas of Opposition
1. Asset Classification and Three-Day Liquid Asset Minimum

We oppose the proposal’s very specific and prescriptive elements: the six-category asset
classification scheme and the “three-day liquid asset minimum.” Those elements are quite problematic
and simply do not comport with sound risk management practices. They also would divert resources
toward a one-size-fits-all approach rather than encourage more diverse, risk-based liquidity
management practices that have worked well for funds and their investors. These prescriptive elements,
in turn, could introduce new risks to fund shareholders and the financial system.

We advance reasonable alternatives to these problematic elements for the Commission’s
consideration, designed to achieve the primary goals of the rulemaking. We strongly recommend that,
instead of the asset classification scheme, the SEC require each fund to formulate policies and
procedures to determine how best to classify and monitor the liquidity of portfolio assets. In place of
the three-day liquid asset minimum, we strongly recommend that the SEC require each fund to
formulate policies and procedures to determine how best to reasonably ensure that the fund has
sufficient liquidity to meet redemptions under normal and reasonably foreseeable stressed conditions,
consistent with its investment objective. In connection with each of these alternatives, a fund would
provide related monthly reporting to the SEC (on a non-public basis) on proposed Form N-PORT and
enhanced public disclosure regarding how it assesses, classifies, and monitors liquidity risk on Form N-
1A (the fund’s registration statement).
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2. Public Disclosure of Liquidity Classifications

We oppose the proposed requirement that funds publicly disclose their liquidity classifications
because this disclosure would provide a misleading appearance of comparability among funds and
naturally lead to unwarranted second-guessing. The disclosure also could reveal a key element of a
fund’s portfolio strategy—providing yet another means for third parties to dissect and abuse the fund’s
proprietary investment strategy. We strongly urge the SEC to reconsider the damaging effects public
disclosure of this information would have on shareholders, if the Commission determines to adopt a
mandatory liquidity classification scheme.

3. Aspects of “Liquidity Risk” Definition

The proposal’s definition of “liquidity risk” has two key elements. We agree with the first
element, which appropriately focuses on a fund’s ability to meet redemptions under normal and
reasonably foreseeable stressed conditions. We fundamentally disagree, however, with the second
element, which goes much further by requiring a fund also to assess the risk of meeting those
redemptions “without materially affecting the fund’s net asset value.” Likewise, we fundamentally
disagree with the asset classification scheme’s analogous requirement that a fund classify asset liquidity
for regulatory purposes based on sales of portfolio assets “at a price that does not materially affect the
value of that asset immediately prior to sale.”

Any market participant, including a fund, may engage in asset purchases and sales that affect the
value of that asset (i.e., result in market impact). And a7y market participant, including a fund, may
experience losses or gains in connection with these transactions, for any number of reasons (e.g.,
geopolitical developments, macroeconomic developments, general market sentiment, industry- and
sector-wide developments, issuer-specific developments, ezc.). Fund investors take on these various risks
knowingly and willingly. Placinga regulatory demand on a fund to tease out the extent to which fund
activity is affecting, or would affect, its net asset value (“NAV”) (or the values of its assets) as an element
of liquidity risk management simply cannot be justified. Further, expert liquidity risk management
cannot possibly be expected to buffer a fund from these larger market forces. As fiduciaries, fund
managers are, and should be, sensitive to all costs associated with asset purchases and sales, including
market impact. In assessing, reviewing, and managing liquidity risk, a fund manager’s focus should be
on meeting redemptions in normal and reasonably foresecable stressed conditions, and doing so in a
way that is prudent, cost-effective, and fair to sharecholders. Any final liquidity risk management rule
should reflect this expectation but go no further by seeming to suggest that funds should be managed in
a manner that protects their NAVs from the market impact of portfolio asset sales.

C. Swing Pricing

We urge the SEC to carefully explore the potential benefits, disadvantages, and operational
challenges of swing pricing. ICI members do not share a uniform view on the desirability of the SEC
authorizing swing pricing. Some ICI members (generally, those that use swing pricing in Europe) have
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articulated potential benefits similar to those that the SEC has outlined in the Release, including
mitigating dilution on days on which a fund experiences heavy purchases or redemptions. Other
members have articulated potential disadvantages similar to those outlined in the Release, such as lack
of transparency to investors, and application of a single adjusted NAYV to all shareholder orders,
regardless of order size. Beyond these varying conceptual views, fundamental differences in U.S. and
European fund operations create quite severe challenges to implementing swing pricing in the U.S.
These operational challenges must be addressed before swing pricing could ever be implemented in the

U.S.
D. Further Considerations

In sum, there is a very clear path for the SEC to advance a final package of reforms that would
enhance effective liquidity risk management practices—by building on the proposal’s strong
foundational elements and existing sound liquidity management practices, adopting reasonable
alternatives to the proposed liquidity classification scheme and three-day liquidity minimum, and
avoiding public disclosure of liquidity classifications. ICI stands ready to assist in these efforts.

Structure of the Comment Letter

We set forth our views on each of the elements of the proposal in greater detail below. Our
letter includes five parts and five appendices, as follows.

®  Part I discusses the fund industry’s current liquidity risk management practices and

historical experience with meeting redemptions.
® PartII provides comments on the liquidity risk management program proposal.
®  Part III addresses the swing pricing proposal.
®  Part IV provides comments on specific disclosure elements of the proposal.

® Part Vprovides comments on the SEC’s proposed implementation dates for the

proposed rules and other requirements.

o Appendix A is an ICI Working Paper titled “Overview of Mutual Funds’ Liquidity
Management Practices” (“ICI Liquidity Working Paper”), which we prepared in close
collaboration with the ICT’s liquidity management working group and provided to the
SEC staff in June 2015 to help inform them about our members’ current practices in
this area.

o Appendix B summarizes the relevant orders that the SEC has granted under Section
22(e) of the 1940 Act.
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o Appendix C summarizes liquidity risk management requirements for European Union

(“EU”) funds.

o Appendix D outlines common European operational practices related to swing pricing

in greater detail.
o Appendix E summarizes swing pricing rules and guidelines outside the U.S.

I Funds’ Current Liquidity Risk Management Practices and Historical Experience With
Meeting Redemptions

In anticipation of the proposal, ICI established a liquidity management working group
consisting primarily of chief risk officers and senior portfolio managers to inform us of their current
liquidity risk management practices. Fifty mutual fund complexes—Iarge, medium, and small—have
contributed to this group’s work to date. While we understand that the SEC staff engaged in some
limited outreach prior to the proposal’s issuance, we strongly urge the SEC staff to begin a dialogue
with the liquidity management working group to obtain s broader perspective of views about the
proposal and funds’ liquidity risk management more generally.

We provide below an overview of the liquidity management practices the group has conveyed
to us.” We then turn to a discussion of funds’ experiences with meeting redemptions and minimizing
shareholder dilution.

A. Funds’ Current Liquidity Risk Management Practices Are Fundamentally Sound

Liquidity management is a major element of investment risk management, an intrinsic part of
portfolio management, and a constant area of focus for fund managers. Many investment and
operational practices are designed expressly to support fund liquidity and daily redeemability of fund
shares.

There is no, and can be no, “one-size-fits-all” approach to liquidity management. A fund
manager must manage liquidity taking into account the specific characteristics of each fund, including
its portfolio holdings, investment objectives, policies, and strategies, and relevant market conditions. A
large-cap U.S. equity fund differs from a high-yield bond fund, and the approach to liquidity

management must account for those varying liquidity characteristics. Even if two funds have relatively

7We also include, as Appendix A, the ICI Liquidity Working Paper. ICI also has been deeply engaged on the subject of
liquidity in responding to requests for comment from the Financial Stability Oversight Council (“FSOC”) and the Financial
Stability Board (“FSB”). See, e.g., Letter to the Financial Stability Oversight Council from Paul Schott Stevens, President &
CEQ, ICI, dated March 25,2015 (“FSOC Comment Letter”) at 10-49, available at www.ici.org/pdf/15_ici_fsoc_ltr.pdf; see
also Letter to the Financial Stability Board from Paul Schott Stevens, President & CEO, ICI, dated May 29, 2015 (“FSB
Comment Letter”) at 24-38, available at www.ici.org/pdf/15_ici_fsb_comment.pdf.
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similar portfolios, a fund manager’s approach to managing the liquidity of each could differ markedly
depending on the characteristics of the funds’ shareholder bases and their historical purchase and
redemption patterns.

While there is no one-size-fits-all approach, currently there are common elements of day-to-day
liquidity management.® These can provide a useful framework for a liquidity risk management rule that
also provides funds with the necessary flexibility to implement in accordance with their particular
circumstances:

o Top-down assessment of a fund’s portfolio. Fund managers generally consider portfolio

holdings to fall along a liquidity continuum or spectrum. Based in large part on the
historical performance of particular assets in different market conditions, a fund manager
may develop a general “macro”—or top-down—liquidity view of such holdings by class and
sub-class, issuer domicile, duration, credit quality, and currency. This is a dynamic process,
and the manager may modify its views on an ongoing basis as necessary. Specific
quantitative and qualitative information may then generally contribute to the manager’s
view of asset level liquidity. To be clear, these assessment practices differ markedly from the

proposed asset classification scheme.’

o Understanding the fund’s shareholder base and monitoring fund flows. Fund managers review
their funds’ historical redemption patterns (particularly the highest historical levels of
redemption activity), and many also review historical redemption activity data for similarly
managed peer funds. Managers seek to understand the characteristics of a fund’s
sharcholder base (including, for example, the percentage of the base that consists of
typically long-term investors, and its diversity (with respect to both the overall number of
investors and their reasons for investing)). Any information a manager can glean about its
shareholder base can help the manager predict the potential magnitude of the fund’s net
redemption activity.'

»  Monitoring and managing the fund’s overall portfolio. Monitoring and managing portfolio

liquidity is a fluid and collaborative process to which several groups within the fund

8 See the ICI Liquidity Working Paper, infra Appendix A, for additional detail. For more information on risk management
practices of some fund managers, see The GARP Buy Side Risk Managers Forum, Risk Principles for Asset Managers (Sept.
2015), available at go.garp.org/1/39542/2015-09-30/3152dc/39542/90066/BSRMF_Risk_Principles_2015.pdf (“Risk
Principles for Asset Managers”).

? See infra, Section ILE for a discussion of this aspect of the proposal, our objections to it, and our proposed alternative.

1 The proposal recognizes these considerations in its conception of “liquidity risk,” which would require a fund to consider,
among other things, “[s]hort-term and long-term cash flow projections” and the “[flund’s shareholder ownership
concentration.” Proposed Rule 22e-4(b)(2)(iii)(A).
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manager (e.g., portfolio managers, traders, risk officers and analysts, legal and compliance
personnel, and senior management) contribute. Among many other tools, funds often
conduct forms of stress testing to determine the impact of certain changes (e.g., changes in
interest rates, credit quality, widening spreads, or currency fluctuations) on portfolio

liquidity."!
B. Funds Have a Strong Record of Meeting Shareholder Redemptions

Fund investors value their ability to redeem their fund shares and receive cash proceeds
relatively quickly and easily. For their part, funds have been highly successful in honoring shareholder
redemptions. The 75-year record of the modern fund industry provides compelling evidence of the
effectiveness and skill with which funds have managed shareholder redemptions.

Meeting daily redemptions, in fact, is an area where the fund industry’s practices generally far
exceed minimum statutory requirements. Instead of paying redemption proceeds to investors within
seven days, as is contemplated under the 1940 Act, funds generally meet redemptions and pay proceeds
much more quickly, often in three days or less. The SEC frames this positive development as one
warranting regulatory attention. But there is another, much greater and more obvious lesson to draw:
this remarkable increase in efficiency, which clearly benefits investors, would not have been possible if
meeting redemptions were a recurring challenge for funds.

The fund industry’s record is the result of a sound regulatory framework and an industry that
takes seriously its legal and compliance obligations, its need to manage investment and liquidity risk,
and its fiduciary duties to those sharecholders who entrust funds with their money. It is a credit also to
the SEC—a regulator that is expert in asset management, provides effective oversight, and has taken
great care when updating its rules and regulatory guidance to promote investor protection while
fostering a dynamic industry.'*

! Monitoring and managing liquidity at the portfolio level also are reflected in the proposed rule’s requirement that a fund
assess and periodically review its liquidity risk (Proposed Rule 22¢-4(b)(2)(iii)) and manage that risk (Proposed Rule 22¢-

4(b)(2)(iv))-

2 The SEC’s rules and related guidance under the 1940 Act fully reflect the requirement for daily redeemability. See, e.g.,
Rule 2a-4 under the 1940 Act, which defines “current net asset value” for purposes of computing the current price of a
redeemable security. Rule 22¢-1 requires funds, their principal underwriters, and dealers in fund shares to sell and redeem
fund shares at a price determined at least daily based on the current net asset value next computed after receipt of an order to
buy or redeem. In addition, the SEC has defined an “illiquid asset” as “any asset which may not be sold or disposed of in the
ordinary course of business within seven days at approximately the value at which the mutual fund has valued the
investment” and limits such assets to no more than 15% of a fund’s net assets. The SEC imposes this limitation because
funds must stand ready to redeem shares daily and pay redemption proceeds within seven days of the request. See Revisions
of Guidelines to Form N-1A, SEC Release No. IC-18612, 57 Fed. Reg. 9828, 9829 (March 20, 1992) (“SEC Liquidity
Guidelines Release”).
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Certainly, funds and their managers need to be vigilant—just last month, the SEC issued a
temporary order to permit a mutual fund to suspend redemptions.”> The SEC’s issuance of such an
order has been quite a rare occurrence, as the SEC recounts in the Release.” This fact only serves to
underscore the larger point that there is no evidence of an overarching failure or regulatory gap across
the fund industry with respect to meeting redemptions.

We believe that the risk-based liquidity management program rule that we recommend would
have gone a long way toward addressing the liquidity challenges that the fund that suspended
redemptions last month encountered, perhaps even influencing the threshold decision of whether its
strategy was appropriate for an open-end fund. This fund had a concentrated distressed debt
portfolio.” Almost 90% of the debt in the fund’s portfolio was rated CCC or lower, or not rated at
all.’® A risk-based liquidity management program could require a fund manager, when launching a new
mutual fund, to assess whether the fund’s investment strategy and permissible holdings are suitable for
the open-end structure in light of these liquidity characteristics.'” That program also could provide
enhanced protocols for funds that invest in less liquid assets, including reporting to fund boards of any

instances in which the fund’s holdings of illiquid assets exceed 15% of the fund’s NAV.
C. Funds Have Been Successful in Minimizing Shareholder Dilution

The SEC states that one of its objectives is minimizing the impacts of redemptions on funds—
in other words, mitigating dilution of the value of fund shares. In the 75 years since the enactment of
the 1940 Act, fund managers have demonstrated ongoing attention and care in managing these impacts.

13 See Third Avenue Trust and Third Avenue Management LLC, SEC Release No. IC-31943 (Dec. 16,2015) (Notice of
application and temporary order under Section 22(e)(3) of the Investment Company Act).

14 1p the Release, the SEC cites only three examples since passage of the 1940 Act of it issuing orders permitting the
suspension of redemptions. Release at 62283, n.82. Two of the three funds referred to were money market funds. Money
market funds appropriately are excluded from the scope of the proposal, because the SEC separately adopted two substantial
money market fund reform packages in the past five years. See infra Section IL11 for a further discussion of our views on

suspensions of redemptions and Appendix B for a summary of orders that the SEC has granted under Section 22(e¢) of the
1940 Act.

15 See Jeftrey Ptak, Third Avenue Focused Credit Abruptly Shuttered, Morningstar (Dec. 11, 2015), available at
http://news.morningstar.com/articlenet/article.aspx?id=733021.

16 1n contrast, “the majority of high yield bond funds are far more diversified by issuer and hold substantial stakes in the

higher quality and typically more liquid tiers of the junk bond market.” Sarah Bush, Junk-Bond Funds Settle Down After a
Rough Week, Morningstar (Dec. 11, 2015), available at http://news.morningstar.com/articlenet/article.aspx?id=733736.

17 See Risk Principles for Asset Managers at 13 (“Investment products should be designed and managed so that demand for
liquidity incurred by investor subscription and redemption rights and patterns is aligned with the liquidity profile of the
investments made by the product.”).
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First and foremost, fund managers owe fiduciary duties to the funds they manage, and cannot
favor the interests of one group of shareholders (e.g., redeeming shareholders) over those of another
(e.g., remaining shareholders). And any dilution in a fund adversely affects the performance of that
fund. In the highly competitive fund market, managers are strongly incented to minimize dilution to
support strong fund performance. Managers have numerous tools and techniques at their disposal to
minimize dilution. These include measures to discourage and limit excessive short-term trading;'®
redemptions in-kind; interfund lending exemptive relief; lines of credit; negotiated reductions in
settlement times on certain transactions; the use of “bid” prices to value fixed income securities; and,
where appropriate, fair value pricing.

More broadly, we demonstrate, in our companion ICI Research Letter that we are filing today"
in response to the white paper prepared by the SEC’s Division of Economic and Risk Analysis
(“DERA”) staft,? that there is no evidence that funds manage liquidity in ways detrimental to their
shareholders.

IL Evaluation of Proposed Rule 22¢-4

Proposed Rule 22¢-4 requires each fund to adopt a formal, written liquidity risk management
program that is reasonably designed to assess and manage the fund’s liquidity risk.* The SEC proposes
three general required program elements, under which each fund must:

e Classify, and conduct an ongoing review of, each portfolio position (or portion thereof)*
using mandatory factors and a prescribed six-category classification scheme based on the
number of days in which the fund’s position would be convertible to cash at a price that
does not materially affect the value of that asset immediately prior to sale;*

'8 For example, a fund may (i) impose a fee on redemptions of fund shares held for short periods; (ii) limit the number of
trades an investor may make within a specified period; and/or (iii) reserve the right to reject purchase orders if it suspects
that an investor intends to redeem the shares shortly after purchasing them.

9 See supra, note S.

2 Securities and Exchange Commission, Liguidity and Flows of U.S. Mutual Funds (Sept. 2015) (the “DERA Paper”),
available at www.sec.gov/dera/staff-papers/white-papers/liquidity-white-paper-09-2015.pdf.

I Under the proposed rule, the fund’s board would be required to: (i) approve the program, any material changes to the
program, and the fund’s designation of the investment adviser or officers responsible for administering the program; and (ii)
review a written report that reviews the program’s adequacy, provided at least annually from the program’s administrator. A
fund would be required to maintain a written copy of the policies and procedures adopted by the fund under the rule and
maintain copies of certain materials provided to the fund board.

22 Throughout our discussion of the proposed rule’s asset classification scheme, references to “assets” or “positions” should
be read to include “portions thereof.”

2 Proposed Rule 22¢-4(b)(2)(i) and (ii).
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e Assess a fund’s liquidity risk using several mandatory factors;** and

e Manage liquidity risk, including by:

0 Establishing and investing in accordance with a “three-day liquid asset minimum;”*

O Limiting investments in illiquid assets (referred to in the proposed rule as “15%

standard assets”);? and

0 Adopting policies and procedures related to redemptions in-kind.”

ICI strongly endorses a rule requiring a fund to adopt a written liquidity risk management
program that is risk-oriented and principles-based.® Any rulemaking that addresses liquidity must
allow for multi-factor analysis and a focus on the particular risks that a fund presents, including its
holdings and investment strategy, its historical purchase and redemption activity, and its shareholder
base. Many aspects of the proposal follow this approach, but others (in particular the asset classification
scheme and three-day liquidity minimum) are highly prescriptive and inconsistent with sound risk
management principles.

We discuss below our specific comments on the proposed liquidity risk management program
rule. We start with a discussion of the risk-based approach that we support and that sound liquidity
risk management requires. We then evaluate the proposed definition of “liquidity risk” and
recommend two key modifications. We discuss our support for the 15% standard assets limitation, and
policies and procedures related to redemptions in-kind.

We then discuss the mandatory six-category asset classification scheme and the three-day liquid
asset minimum, both of which we strongly oppose. We provide recommended alternatives to each.

We conclude this section with a discussion of some specific liquidity management tools (such as
cross-trades) that the Release discusses and certain ETF-specific issues.

% Proposed Rule 22e-4(b)(2)(iii)-
% Proposed Rule 22e-4(b)(2)(iv)(A)-(C).
% Proposed Rule 22¢-4(b)(2)(iv)(D).
¥ Proposed Rule 22¢-4(b)(2)(iv)(E).

2 We support excluding money market funds, closed-end funds, and unit investment trusts from this requirement for the
reasons set forth in the Release.
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A. A Sound Approach to Liquidity Management

We support the SEC’s adoption of a liquidity risk management requirement. We urge the SEC
to recognize in its final rule that liquidity risk assessment and management will and should look very
different by fund and should not be reduced to a “check the box” or one-size fits all exercise. In fact,
liquidity risk is a complex, multifaceted concept® that cannot be captured adequately by any one
management approach or any single measure or metric. This is particularly true when one considers the
wide variety of stocks, bonds, and derivatives that funds hold, and the different markets and manners in
which they trade (i.c., either on an exchange or over-the-counter). We therefore recommend that the

SEC make revisions so that the final rule is soundly risk-based.

Under a risk-based rule, a fund would develop and implement policies and procedures in a way
most appropriate for its particular liquidity risk profile. A fund manager’s approach to liquidity risk
management within its program would include general principles and then elaborate on their
application (i.e., the specific means used for monitoring* and managing risk).

The Commission has had experience with this very type of principles-based rule—the fund
compliance rule, Rule 38a-1 under the 1940 Act. This principles-based rule has successfully enhanced a
critical aspect of fund operations—compliance with the federal securities laws. In adopting that rule,
the SEC made a conscious choice to provide “fund complexes with flexibility so that each complex may
apply the rule in a manner best suited to its organization.”' Fund complexes may do so within a general
procedural framework. And asa complement to the Rule itself, the SEC used the adopting release to
describe the compliance topics that it expects a fund’s compliance policies and procedures to address.

The SEC also can look to other jurisdictions for support for a principles-based program rule.
The EU equivalent of a mutual fund—a publicly-sold collective investment scheme authorized as an
undertaking for collective investment in transferable securities (“UCITS”)—must have a liquidity risk
management program. In the EU, the UCITS manager exercises a degree of latitude in managing
liquidity risks. Similarly, retail investment funds under national rules and alternative investment fund

¥ See, e.g., Abdourahmane Sarr & Tonny Lybek, Measuring Liquidity in Financial Markets, IMF Working Paper (Dec.
2002), available at www.imf.org/external/pubs/ft/wp/2002/wp02232.pdf. (“Market liquidity is a multifaceted concept.

Many of the various dimensions of the characteristics of market liquidity—tightness, immediacy, depth, breadth, and
resiliency—can be covered by traditional liquidity measures, such as bid-ask spreads, turnover ratios, and selected price-based
indicators... . However, these indicators are incomplete, and they may send mixed signals, particularly during a crisis.”)

3% As we explain below, fund managers may see some value in using certain summary scores or metrics voluntarily for internal
purposes. This is quite different from making such scores or metrics the centerpiece of a regulatory approach to liquidity or,
worse, requiring their disclosure to the public, which unduly exaggerates their precision and predictive abilities and risks

misleading the public.

3! Compliance Programs of Investment Companies and Investment Advisers, SEC Release No. IC-26299, 68 Fed. Reg. 74714,
74717 (Dec. 24, 2003).
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managers must establish and implement liquidity risk management programs. These fund managers
must establish procedures tailored to the nature of each fund. The International Organization of
Securities Commissions (“I[OSCQO”), furthermore, identified principles against which industry and
regulators should assess liquidity risk management practices and rules.”> IOSCO eschewed developing
or reccommending any prescriptive standards.”” In light of practices across jurisdictions, this is
unsurprising—in its latest contribution to the subject of liquidity management in collective investment
schemes,** IOSCO noted that “the majority of respondents to the survey pointed out that in their
jurisdiction there is no formal definition of liquidity. Where some type of definition does exist, the
definition could be considered to be more principle-based rather than prescriptive.” We urge the SEC
to take into account these overseas regulatory experiences, and its own experience with the compliance
rule, as it adopts any final rule in this area.

B. Assessment of Liquidity Risk

Under the proposed rule, a fund would be required to assess, periodically review, and manage its
“liquidity risk,” which the SEC proposes to define as “the risk that the fund could not meet requests to
redeem shares issued by the fund that are expected under normal conditions, or are reasonably
foreseeable under stressed conditions, without materially affecting the fund’s net asset value.”® The
proposed rule then provides a broad and practical set of factors for assessing liquidity risk that generally
comport with sound risk management practices and principles.’** We support this aspect of the rule,
provided two key modifications are made.

First, we recommend that the SEC eliminate the phrase “without materially affecting the fund’s
net asset value” from the definition in any final rule. This definition (and a similar concept in the rule’s
requirement regarding asset classification, which we evaluate below) has a misplaced focus on the

3210SCO, Final Report on Principles of Liquidity Risk Management for Collective Investment Schemes, 2 (Mar. 2013)
(“IOSCO Principles”), available at www.iosco.org/library/pubdocs/pdf/IOSCOPD405.pdf.

33 We have included, as Appendix C, a summary of liquidity risk management requirements for funds domiciled in certain
non-U.S. jurisdictions.

3410SCO, Final Report on Liquidity Management Tools in Collective Investment Schemes: Results from an I0SCO Committee
S survey to members (Dec. 2015), available at www.iosco.org/library/pubdocs/pdf/TOSCOPDS517.pdf.

3 Proposed Rule 22¢-4(a)(7).

3¢ Specifically the proposed rule would require funds to consider: (i) short-term and long-term cash flow projections, taking
into account: (a) size, frequency, and volatility of historical purchases and redemptions of fund shares during normal and
stressed periods; (b) the fund’s redemption policies; (c) the fund’s shareholder ownership concentration; (d) the fund’s
distribution channels; and () degree of certainty associated with the fund’s short-term and long-term cash flow projections;
(ii) investment strategy and liquidity of portfolio assets; (iii) use of borrowings and derivatives for investment purposes; and
(iv) holdings of cash and cash equivalents, as well as borrowing arrangements and other funding sources. The SEC indicates
that this list is not meant to be exhaustive.
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concept of “materially moving the market price” when selling portfolio holdings.”” A sale of a portfolio
asset very well may have a market impact, in normal or stressed market conditions. This is a
fundamental aspect of investing in markets generally, through funds or otherwise. Investors understand
that a future sale of portfolio assets in a declining market might result in the fund receiving less than the
asset’s carrying value in proceeds—and that this type of risk and associated costs are fundamental
attributes of investing, which are disclosed in prospectuses.*® An undue emphasis on moving the
market seems to stigmatize legitimate fund activity, i.e., selling portfolio assets.

Moreover, this would be a new and unprecedented standard to which funds alone would be
subject. Other pooled investment vehicles and institutional and retail investors with their own
investment accounts sell assets when they (or their advisers) deem it appropriate, and they too can move
market prices (potentially to their detriment, and that of others) with their selling activity. The Release
offers no justification for why funds’ sales should be subject to this heightened responsibility.

We also are concerned that this responsibility could have unintended consequences. This
misplaced focus could incentivize fund managers to meet redemptions first using cash and then by
selling those assets that are least likely to have a market impact. Such an expedient approach could very
well run counter the manager’s fiduciary duties, the fund’s investment objective, policies, and strategies,
and the interests of the fund’s long-term investors. The SEC criticizes this very practice, stating that it
could “leave remaining shareholders in a potentially less liquid and riskier fund until the fund
rebalances.” The SEC should carefully consider whether requiring funds to engage in this type of
analysis would have the perverse effect of making this type of unwanted behavior more likely.

We also are concerned more generally with the focus on portfolio asset sales not affecting the
fund’s NAV. Funds’ NAVs will fluctuate—due to factors much more significant (e.g., geopolitical
developments, macroeconomic developments, general market sentiment, industry- and sector-wide
developments, issuer-specific developments, ezc.) than a particular fund’s liquidity risk management
practices—and investors understand that this makes funds fundamentally different from deposit
accounts.” Investors should be under no illusion that they can redeem out of a fund at an NAV that is

37 Aside from our conceptual objection, neither the proposed rule itself nor the Release offers a definition of or guidance
regarding “materiality.” Given its importance within the proposed rule, we recommend that the SEC at least provide
guidance regarding materiality if it is retained in the final rule in any way.

3% Under Item 3 of Form N-14, a fund must include the following in the summary section of its prospectus: “The Fund pays
transaction costs, such as commissions, when it buys and sells securities (or “turns over” its portfolio). A higher portfolio
turnover rate may indicate higher transaction costs and may result in higher taxes when Fund shares are held in a taxable
account. These costs, which are not reflected in annual fund operating expenses or in the example, affect the Fund’s
performance.”

3 Release at 62279.

“ AsTOSCO has noted, “CIS [i.e., collective investment schemes] differ fundamentally from banks in that ‘maturity
transformation’ is not an inherent feature of their operation, and the majority of CIS do not engage in such transformation
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protected or supported. We doubt that the Commission intends that. Still, the Commission should be
very cautious about adopting any rule that shareholders might interpret in that way.

Investors knowingly and willingly assume this risk in exchange for seeking returns in excess of a
risk-free rate that is otherwise available through other channels. Any regulation that does not
appreciate and begin with this key premise, and instead seeks as an end some measure of NAV stability,
risks distorting funds in ways that will limit their utility to investors.*!

If the Commission’s concern is that fund managers do not take sufficient care in mitigating the
dilutive impact on the fund of portfolio transactions, we simply disagree.* That concern ignores the
powerful incentives that fund managers have to minimize dilution to the extent possible. Market
impact costs can harm fund performance, a most unwelcome outcome in a deeply competitive industry.
As noted above, fund managers are fiduciaries to the funds they manage and have many tools and
techniques at their disposal that they use to foster more equitable treatment of fund sharcholders.*

IOSCO has expressed a different view on how managers should assess liquidity risk, stating that
“the fundamental requirement of liquidity risk management is to ‘...ensure that the degree of liquidity
of the open-ended CIS [the responsible entity] manages allows it in general to meet redemption
obligations and other liabilities.”** Conforming the proposal to IOSCO’s formulation would result in a
more workable assessment of liquidity risk, and we therefore urge the SEC to do so. Alternatively, the
Commission could consider the definition of liquidity risk adopted in The Risk Principles for Asset
Managers: “Liquidity risk is uncertainty about future liquidity cost, in particular uncertainty about the
cost of transacting in a timely manner in order to update a portfolio to reflect changing views of

to the extent that banks do. For example, many CIS use investors’ subscriptions to invest in highly liquid large capitalization
listed company shares, which can quickly be sold if necessary to provide liquidity for meeting redemption requests from
investors in the CIS. Neither does the majority of CIS provide any ‘promise’ or guarantee that investors will get back (at
least) the same amount of money as they initially invested. An investor in a CIS is a shareholder; as opposed to a depositor in

a bank, who is a creditor.” IOSCO Principles at 1.
#We also address this topic in the ICI Research Letter at Section IV.A.

42 See ICI Research Letter at Section III (finding or noting, among other things, that (i) short-term asset ratios, even among
funds typically thought of as holding less liquid assets, do not deteriorate much, if at all, in response to net cash outflows; (ii)
the DERA study finds that as market liquidity declines, fund liquidity declines proportionately less; (iii) the DERA study
finds that funds with more variable flows hold more liquidity; and (iv) fund flows and changes in fund liquidity may be
correlated, but both could be caused by a third factor, specifically overall market conditions).

* See supra, Section 1.C. If the SEC adopts swing pricing, this would be another tool to mitigate the costs that remaining
shareholders otherwise might bear disproportionately by remaining shareholders when such “market moving” sales are the
result of redemptions.

#TOSCO Principles at 2 (quoting IOSCO’s Principles on Suspensions of Redemptions in Collective Investment Schemes).
See also Section ILE, infra, for our discussion of position size and market impact as they relate to the proposed asset

classification scheme and our alternative.
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markets and securities; to meet funding obligations such as withdrawals from an investment vehicle; or

»45

to meet collateral calls.”® This definition takes into account potential future costs, but it does not

assume, as the SEC proposal appears to do, that the transactions may not materially affect the fund’s
NAV.

The proposed rule also provides a broad set of factors for assessing liquidity risk. A technical
reading of the rule seems to require funds to consider a// of the specified factors for assessing liquidity
risk. Because not all of these factors are relevant to all funds, we request that the SEC clarify in any final
rule (cither in the rule text itself or the adopting release) that a fund only needs to consider factors
relevant to its operations, which may include some or all of those outlined by the SEC or others not
enumerated by the SEC. For example, the proposed rule would require a fund to consider “use of
borrowings and derivatives for investment purposes” even if that fund does not engage in borrowing or
use derivatives.

C. Limitation on Illiquid Assets

Under current SEC guidance, a fund may not invest more than 15% of its net assets in “illiquid
assets.”* The proposed rule would codify this current guidance, by prohibiting a fund from acquiring
any “15% standard asset”¥ if immediately after the acquisition the fund would have invested more than
15% of its total assets in 15% standard assets. The SEC explains in the Release that the current
guidance generally has caused funds to limit their exposures to particular types of securities that cannot
be sold within seven days and that the Commission and staff have indicated may be illiquid (depending
on the facts and circumstances), such as private equity securities, securities purchased in an initial public
offering, and certain other privately placed or other restricted securities.*

* The Risk Principles for Asset Managers at 13.

% SEC guidance defines an illiquid asset as “any asset which may not be sold or disposed of in the ordinary course of business
within seven days at approximately the value at which the mutual fund has valued the investment.” See supra, note 12.

47 A “15% standard asset” would be defined as “an asset that may not be sold or disposed of in the ordinary course of business
within seven calendar days at approximately the value ascribed to it by the fund.” Proposed Rule 22e-4(a)(4). While there
are slight wording differences, we interpret the two definitions (i.c., those for “illiquid assets” and “15% standard assets”) to
be substantively identical. The proposed definition further elaborates: “For purposes of this definition, the fund does not
need to consider the size of the fund’s position in the asset or the number of days associated with receipt of proceeds of sale
or disposition of the asset.” Id. This is consistent with how many in the industry apply the current definition of “illiquid
assets” to their funds. We recommend that the SEC retain the existing term (i.e., “illiquid assets”) in any final rule, because

it is more descriptive.

48 Release at 62284-85.
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We strongly support the codification of this limit on illiquid assets (or 15% standard assets, in
the proposal’s terminology).” We agree that the large majority of a fund’s assets should be liquid. If
this discipline breaks down, and a fund’s investment objective, policies, strategies, and permissible
investments are not suited to the open-end fund structure, or if the portfolio otherwise becomes over-
concentrated in illiquid assets,” then the fund runs the risk of encountering liquidity pressure. The
15% limit on illiquid assets is therefore an important investor protection measure.

Under our recommended risk-based approach to liquidity risk management, funds could do
even more to monitor for and manage the risk presented by holding illiquid assets than what the
proposed rule contemplates. For example, a fund could adopt protocols for reporting to its board if the
fund exceeds certain thresholds of illiquid assets, even if it is in technical compliance with the 15%
threshold, which is measured at the time of purchase. Fund policies also could require reporting to the
board upon the occurrence of other events, such as unusually high redemption activity. In the release
adopting any final rule, the SEC could encourage funds that invest primarily in markets with potential
liquidity challenges (which could include under certain circumstances, for example, bank loans,
municipal securities, emerging market debt, and high yield bonds) to adopt protocols of this kind.

D. Redemptions In-Kind

The proposed rule also would require that a fund adopt relevant policies and procedures if it
engages in or reserves the right to engage in redemptions in-kind. We support this proposed
requirement because it will promote focusing on any legal or operational issues in advance of funds’ use
this liquidity management tool.”!

#We recommend, as a technical correction to the rule text, that the 15% standard assets limitation apply to net assets,
which we believe was the SEC’s intention. Proposed Rule 22¢-4(b)(2)(iv)(D) would limit a fund from acquiring any 15%
standard asset if, immediately after the acquisition, the fund would have invested more than 15% of its zozal assets in 15%
standard assets. Elsewhere in the Release and consistent with prior Commission positions, however, this limitation is
described as one based on net assets. See, e.g., Release at 62304 (“Proposed rule 22e-4(b)(2)(iv) would require a fund to
manage its liquidity risk based on this assessment, including . . . (iii) prohibiting a fund from acquiring any 15% standard
asset if the fund would have invested more than 15% of its zet assets in 15% standard assets.”) (emphasis added); see a/so the
SEC Liquidity Guidelines Release, s#pra note 12.

50 See supra, Section 1.B.

5! Mutual funds use redemptions in-kind sparingly because they are operationally more challenging than cash redemptions,
and retail investors typically expect cash redemptions. See, e.g., FSOC Comment Letter at 37.
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E. Six-Category Asset Classification Scheme and Related N-PORT Disclosure

We oppose the proposed six-category asset classification scheme and associated public
disclosure requirements. In this section, we explain our objections to each. We then recommend an

alternative to the proposed scheme, followed by other comments on this portion of the proposal.

1. Objections to the Proposed Asset Classification Scheme

The proposed rule would require a fund to classify and engage in an ongoing review of the
relative liquidity of each portfolio position, using a six-category classification scheme®* based on the
number of days in which the fund’s position would be convertible to cash at a price that does not
materially affect the value of that asset immediately prior to sale. The rule provides nine factors for a
fund to consider for purposes of this classification and review process.>

We strongly oppose this proposed asset classification scheme for a number of reasons. First,
and most fundamentally, it is not a recognized or sound liquidity risk management practice. Further, it
seems designed to stigmatize funds’ sales of portfolio holdings by placing undue emphasis on their
potential to move the market. It would require funds to make highly subjective, unknowable
projections about asset liquidity. It would provide a misleading illusion of comparability. It would
mischaracterize larger, highly liquid funds. It would impose enormous operational burdens on funds
and inevitably invite undue reliance on third-party vendors as liquidity “rating agencies.” Finally, the
costs of this element of the proposal far outweigh any potential benefits.*

Relationship to Sound Risk Management Practices. We agree with some basic observations in the

Release regarding portfolio liquidity classification or scoring. Citing our letter to the Financial Stability

52 The six categories are: (i) convertible to cash within 1 business day; (ii) convertible to cash within 2-3 business days; (i)
convertible to cash within 4-7 calendar days; (iv) convertible to cash within 8-15 calendar days; (v) convertible to cash
within 16-30 calendar days; and (vi) convertible to cash in more than 30 calendar days. A fund could determine that
different portions of a single position could be converted to cash within different times—if so, it would categorize distinct
portions accordingly.

53 Specifically, the proposed rule would require a fund to consider: (i) existence of an active market for the asset, including
whether the asset is listed on an exchange, as well as the number, diversity, and quality of market participants; (ii) frequency
of trades or quotes for the asset and average daily trading volume of the asset (regardless of whether the asset is a security
traded on an exchange); (iii) volatility of trading prices for the asset; (iv) bid-ask spreads for the asset; (v) whether the asset
has a relatively standardized and simple structure; (vi) for fixed income securities, maturity and date of issue; (vii)
restrictions on trading of the asset and limitations on transfer of the asset; (viii) the size of the fund’s position in the asset
relative to the asset’s average daily trading volume and, as applicable, the number of units of the asset outstanding; and (ix)
relationship of the asset to another portfolio asset (this could arise in connection with hedging or derivatives transactions).
The SEC indicates that this list is not meant to be exhaustive, and not every factor will be relevant in each liquidity
determination.

54 The ICI Research Letter elaborates on many of these points, at Section IV.C.
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Oversight Council, for example, the SEC states that “funds with relatively comprehensive liquidity
classification procedures tend to view the liquidity of their portfolio assets in terms of a more-liquid to
less-liquid spectrum.” The Release notes, approvingly, that “[t]his ‘spectrum’-based approach to
liquidity can enhance a fund’s ability to construct a portfolio whose liquidity profile is calibrated to
reflect the fund’s specific liquidity needs.”® It then states that “some funds ‘score’ the liquidity of their
portfolio holdings based on a variety of factors, including the period of time it takes to convert the
holdings to cash....”’

Quite regrettably, the proposal then makes an enormous leap from these observations to its
proposed asset classification scheme, which focuses on CUSIP-specific quantitative data and requires
funds to estimate how long it would take the fund to convert each asset to cash without materially
affecting its market price. We recognize that some funds may use elements of this classification scheme
in different contexts and for different purposes,”® and that some asset types (particularly, exchange-
traded instruments) are more amenable to asset classification methodologies that are more heavily
quantitative. Based on extensive discussions with our members and their senior-most risk officers,
however, we have identified 70 fund that utilizes the liquidity classification scheme exactly as the SEC

has proposed for the entire industry.>

The proposed asset classification scheme places inordinate emphasis on this one component of
overall liquidity risk assessment. It would very likely become in practice the de facto focal point of the
proposed rule, diverting fund managers from the broader assessments of portfolio liquidity risk that
historically have served funds so well. This would be highly counterproductive.

If adopted, the proposed asset classification scheme would not improve funds’ liquidity risk
management practices. In fact, it would be quite misleading for, or at best irrelevant to, liquidity risk
management. The proposed scheme would require fund managers to conduct a highly artificial analysis
of a fund’s liquidity that ignores altogether information about the fund’s shareholders, historical
redemption patterns, and other approaches to monitoring and managing liquidity risk.

Fund managers, instead, quite frequently base their asset level liquidity assessments on
evaluations of asset types and certain key information about the asset (e.g., issuer type, issuer domicile,

% Release at 62291, citing FSOC Comment Letter at 23.
56 Id. at 62291.
57 Id. at 62294.

%8 Some fund managers may use certain “days to liquidate” measures as part of their liquidity risk management programs.
We understand that they generally combine the information about the portfolio’s assets with the fund manager’s trading
experience and use the output as data points, among many others, for assessing overall portfolio liquidity. More

fundamentally, they recognize the limitations and subjective aspects of the exercise and do not view it as an end in itself.

59 Third-party service providers may seek to develop mechanisms to assess liquidity along the lines proposed by the SEC, but
this would be in response to any new regulatory requirement.
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duration, credit quality, and currency). They use the type of CUSIP-specific quantitative metrics (such
as trading data) called for by the proposal to a much lesser extent (particularly for instruments that
trade over-the-counter). Put another way, when a fund manager conceptualizes its particular liquidity
spectrum, it places asset classes and sub-asset classes (e.g., U.S. Treasury bonds, agency bonds,
investment grade corporate bonds, high yield corporate bonds, ezc.) along it, while recognizing that
further analysis may sometimes bring to light the asset-by-asset variability within the asset or sub-asset
class. This known approach is entirely appropriate and effective because instruments with certain
similar characteristics are often highly comparable and substitutable from a liquidity perspective.

Undue Emphasis on Moving the Market Price and Requirement That Funds Make Highly
Subjective, Unknowable Projections about Asset Liquidity. As discussed above, both the definition of
liquidity risk (with its “without materially affecting the fund’s net asset value” clause) and the asset
classification scheme (with its requirement that a fund determine how quickly it can convert a position
into cash “at a price that does not materially affect the value of that asset immediately prior to sale”)
have a misplaced focus on “moving the market price” when selling portfolio holdings. This conceptual
difficulty is compounded within the asset classification scheme because it requires hundreds of these
determinations for a single fund (and possibly several determinations for a single asset), as opposed to
one overall assessment at the fund level.

In effect, the scheme tries to answer the following question: If a fund decided to liquidate its
entire portfolio today, how long would it take to do so in a way that would not materially affect the
prices of its portfolio assets immediately prior to sale? But that question has little real-world import,
because the likelihood that a fund, unexpectedly, would encounter gross redemptions equal to 100
percent of its shares and therefore be forced to liquidate all of its portfolio in a short time frame is far-
fetched at best. Certainly, it defies what has been the consistent experience of the modern fund
industry over its entire life. This is not to say that valuation has no place in considerations of liquidity.
In applying the current 15% limit on illiquid assets, a fund must determine whether it can sell or
dispose of an asset in the ordinary course of business within seven days at approximately the value at
which the fund has valued it. Significantly, however, many in the industry currently assess asset
liquidity by trading lot (i.e., the test is not whether a fund can exit its position entirely within seven
days—rather, the determination is made with respect to a normal trading lot for the holding in
question), reflecting the more practical view that a fund generally would not need to liquidate an entire
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large position—much less its entire portfolio— unexpectedly, in less than seven days. The SEC wisely
has codified this approach in its proposed definition of “15% standard asset.”®!

The asset classification scheme would require funds to make highly subjective, forward-looking
projections about market impact. For each asset, a fund would have to determine (i) how quickly and
(ii) how much of it could be (iii) convertible to cash (iv) at a price that does not materially affect the
value of that asset immediately prior to sale. It is extremely difficult to make judgments with any
precision and confidence about how quickly an asset can be sold at a particular price prior to actually

selling the asset, particularly for those instruments that trade over-the-counter.

Precisely determining the timing of the sale of any portfolio holding is particularly difficult
because of the categories’ compressed, arbitrary time intervals.®> Often, whether an asset can be sold in
three business days or four calendar days without materially moving the market price cannot be
determined with any real confidence for internal purposes, much less with the requisite confidence that
should accompany regulatory filings and public disclosure.

The SEC states that this classification requirement is meant to reflect that the fund must
determine whether the sale price the fund would receive for the asset is reasonably expected to move the
price of the asset in the market, independent of other market forces affecting the asset’s value.> While
the SEC also states that it does not expect a fund to determine in advance the precise current market
price or fair value of an asset at the moment before the fund would sell the asset, this statement provides
at best cold comfort to those tasked with making this determination for each fund asset. Even with this
minor concession, a fund would have to determine (i) the asset’s price prior to sale (which could differ
from the prior day’s closing price), (ii) the asset’s price after the sale, and (iii) whether the differential, if
any, would be “material.” Whether the sale will have an impact on the asset’s price is highly subjective

€ See Investment Company Institute, Valuation and Liquidity Issues for Mutual Funds, 42 (Feb. 1997). Valuation of fund
securities works in the same manner. That is, securities are valued based on trading lot (and not liquidation of the fund’s
entire position). SEC staff guidance precludes application of a discount or premium to a readily available market price based
on size of the fund’s holding. See 2001 Annual Industry Comment Letter to CFOs (February 14, 2001), available at:

www.sec.gov/divisions/investment/im021401.htm. While we are concerned that the SEC is considering a new tack with

respect to liquidity and position size (at least with respect to its asset classification scheme and the three-day liquid asset
minimum), we applaud the SEC for leaving analogous guidance on valuation and position size undisturbed.

¢! Proposed Rule 22e-4(a)(4) (“For purposes of this definition, the fund does not need to consider the size of the fund’s

position in the asset or the number of days associated with receipt of proceeds of sale or disposition of the asset.”).

2 In this regard, the Form PF filing requirements that the SEC has imposed on private funds differ in key respects: (i) the
time intervals for Form PF’s 7-category scheme are far less compressed (1 day or less; 2 days — 7 days; 8 days — 30 days; 31
days — 90 days; 91 days — 180 days; 181 days — 365 days; Longer than 365 days), and thus require far less hair-splitting; (ii)
private funds report aggregated figures at the portfolio level; and (iii) as discussed in greater detail below, Form PF filings are
non-public. Item 32 of Form PF.

0 Release at 62292.
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and unknowable because it is impossible to determine the precise price impact a particular sales
transaction would have prior to executing the trade. At the particular time a fund would dispose of an
asset, there may be many buyers of that asset, which could fully offset any market impact and perhaps
allow the fund to sell the asset at a premium to its carrying value—or not. There is no way for a fund to
know in advance with any precision the market conditions that would greet an order. Indeed, even
after a sale, it can be difficult to determine precisely how much of an asset’s price decline was due to zhar
particular fund’s selling activity versus the selling activity of others and other market events. We explore

this concern in greater depth in the ICI Research Letter.*

The variety of instruments that funds hold would make this four-pronged analysis even more
challenging. This might be merely challenging and imprecise (and if publicly reported, potentially
misleading) for exchange-traded instruments (e.g., stocks and certain derivatives). But it would be
nearly impossible for instruments that trade over-the-counter (e.g., bonds and certain derivatives). The
DERA Paper appears to acknowledge this difficulty.® Among other reasons, some of the nine
prescribed factors (e.g., frequency of trades or quotes for the asset and average daily trading volume of
the asset, volatility of trading prices for the asset, and the size of the fund’s position in the asset relative
to the asset’s average daily trading volume) are inapt. Of the large number of CUSIPs that trade over-
the-counter, many simply do not trade very often.® And trading-related data for these instruments
generally is not as readily available as that for exchange-traded investments.”

Hlusion of Comparability. Because each classification would reflect a number of subjective
judgments, the proposed scheme would present a beguiling appearance of objectivity and comparability

across funds. That appearance quite simply would be false.

Large-cap U.S. equities illustrate this point. Other than cash and cash equivalents, large-cap
U.S. equities are perhaps the asset type most amenable to this kind of classification scheme. We
understand from our members that if they had to apply the classification scheme to their large-cap U.S.
equity funds, they may give considerable weight to the size of an equity position relative to its average

¢ 1CI Research Letter at Section IV.A (showing that the price of Apple stock outperformed the S&P 500 index during a
period in 2015 when funds, on a net basis, were selling this stock).

© DERA Paper at 31. The DERA Paper ultimately assessed municipal bond fund liquidity by using the percentage of
municipal bonds that a fund holds as its portfolio liquidity proxy.

6 See ICI Research Letter at Section IV.C (finding that over half of corporate bonds trade ten times or fewer per month).

It does not follow from this lack of clear and convenient quantitative proxies for liquidity that these instruments are
illiquid. Investors (including mutual funds) often view bonds as long-term “buy and hold” investments, and a lack of trading
in bonds is often in no way indicative of an inability to trade those bonds. Bonds with similar broad characteristics (e.g.,
issuer type, credit quality, maturity) are often seen by market participants as somewhat fungible, which helps sellers find
buyers, notwithstanding scant prior trading activity for that particular CUSIP. A mechanical application of the asset
classification scheme’s factors would obscure, rather than highlight, these realities.
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daily trading volume (the eighth of the nine prescribed factors). But funds almost certainly would 7oz
weigh the nine factors in precisely the same way. And even if their weightings of the nine factors were
identical, funds still would need to determine how to apply each factor. Using the average daily trading
volume factor as an example, funds might differ in how they defined “average daily trading volume”
(.., how many days to include in calculating the average). More significantly, one fund may believe
that it could sell up to 20% of an equity’s average daily trading volume in a given day without materially
affecting its market price; another may believe that 10% is a more appropriate target. How a fund
resolves these matters would have a major impact on its classifications as reported to the SEC on Form
N-PORT, and how investors would perceive it. This example also helps demonstrate the implications
of position size in the asset classification scheme—even funds within a single complex likely would
classify identical assets differently, because of differences in position size from fund to fund.

For instruments trading over-the-counter, these types of judgments would become even more
complicated and subjective, and practices likely would vary to an even greater degree. In fact, the
proposed rule’s factors related to trading activity have little or no value in assessing the liquidity of
instruments that trade over-the-counter. We are concerned that their inclusion in the rule could create
a presumption that funds consider each factor in evaluating each portfolio holding and therefore
recommend that if the SEC were to adopt a final rule with an asset classification scheme, it should
provide any factors in the adopting release and clarify that a fund is under no obligation to consider
cach factor. Rather, the adopting release should indicate that funds are expected to indicate in their
policies and procedures the factors they typically would expect to consider.

While we understand the SEC’s preference for a single, uniform classification scheme, along
with reliable, comparable, and concise summary data that it envisions collecting and aggregating
through Form N-PORT filings, such a regulation simply is not realistic and would, we believe, bear very
adverse consequences. To the extent that fund-furnished projections and value judgments are
introduced into any mandatory classification scheme, comparability is sacrificed, and the value of any
aggregated industry-wide data is compromised. Liquidity risk is too multifaceted, and attempts to
monitor and manage it are, appropriately, too subjective and methodologically diverse, to be classified
industry-wide in a uniform manner. Moreover, the SEC should not impose a fundamentally flawed
asset classification scheme on the fund industry simply in the interest of convenient data reporting and
scorekeeping.

Misleading Characterization of Large Funds. The classification scheme would misleadingly
characterize larger, highly liquid funds. We address and demonstrate this at length in the ICI Research
Letter.®® A very large, diversified large-cap U.S. equity fund, heretofore considered highly liquid at both
the asset and portfolio level, may not be viewed as such if that fund categorizes its assets using the
proposed average daily trading volume factor. Indeed, such a fund almost certainly would look “worse”
than a much smaller fund with the exact same pro rata portfolio makeup as the larger fund.

% ICI Research Letter at Section IV.D.
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Theoretically, such a large fund could look more liquid immediately by reorganizing into two (or more)
smaller funds. Such a move would offer no benefit from a liquidity standpoint, and would prove costly
to the fund and its shareholders because the fund would lose economies of scale that often result from
increased size. This is an especially odd result when one considers DERA’s conclusion that the
variation in flows within a fund generally decreases as fund size increases.” Perhaps most importantly,
these “false positives” that the asset classification scheme would produce risk distracting fund managers,
the SEC, and investors from scrutinizing the far more limited number of funds that may face liquidity

challenges.

Unavoidable Operational Burdens. The asset classification scheme would impose an enormous
operational burden on funds. An individual fund may have hundreds of portfolio positions, and a fund
complex may have tens of thousands. The larger the number of positions, the more burdensome this
becomes. Establishing asset classification methodologies for so many different instruments and
applying them in making initial determinations upon purchases of new assets (or across all fund
holdings, when the rule would first take effect) would be an extremely challenging and resource-
intensive endeavor. The proposed rule’s requirement for “ongoing review” of each asset would place
additional burdens on funds. The Release notes that, at a minimum, funds would have to review all
liquidity classifications at least monthly in connection with Form N-PORT filings,”" and that “a fund
whose portfolio assets’ liquidity could depend significantly on current market conditions should
generally review the liquidity classifications of its portfolio assets relatively often (up to daily, or even
hourly, depending on facts and circumstances).””*

Returning to the comparatively straightforward example of large cap U.S. equities, the
quantitative factors that support an equity’s classification (e.g., average daily trading volume) will be in
constant flux, and could push a portfolio position into a different liquidity category at any time.
Consequently, funds would need platforms on which they could input their (potentially quite complex)
methodologies; that could continuously receive quantitative data on which their methodologies rely
(e.g., trading data); and that could apply those methodologies to current portfolio holdings and all
relevant quantitative and qualitative data to produce SEC-mandated classifications in real-time. Just as
we know of no fund complex that employs the SEC’s proposed methodology, so also we know of no
existing platform capable of performing this analysis. Given their resources, small fund complexes
would be particularly hard-pressed to build this infrastructure, and even for larger fund complexes the

burdens would be enormous.

This conceptual complexity and enormous ongoing administrative burden, coupled with
understandable concerns about being second-guessed by the SEC and the public, likely will impel funds
to rely on third-party vendors. This may explain the enthusiasm with which third-party service

® DERA Paper at 17.
70 Release at 62303, n.253.
"V Id. at 62303.
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providers have supported the classification scheme. Indeed, the SEC seems to foresee reliance on third-
party service providers as a positive outcome of its proposed rulemaking: it states that “some third-party
service providers currently provide data and analyses assessing the relative liquidity of a fund’s portfolio
assets, and we believe that a fund also appropriately could use this type of data to inform or supplement
its consideration of the proposed liquidity classification factors.””> The SEC previously has crafted
rules that effectively enshrined third parties as arbiters of credit quality. In 2010, Congress required the
SEC to take a starkly different tack.” This regrettable historical experience should, in our view, make
the SEC highly reluctant to do the same, at least implicitly, with respect to liquidity determinations.

These platforms and providers are untested, but the proposed classification scheme, if adopted,
would make these largely unregulated third parties the de facto arbiters of liquidity. In its Guidelines for
UCITS Liquidity Risk Management, the Association of the Luxembourg Fund Industry (“ALFI”)
states a view with which many of our members concur: “There are many suggestions in current theory
and practice particularly from software vendors about how to measure liquidity risk. However, no one
is proved to be superior to all others yet, but many of them are even not widely accepted nor empirically

tested in an acceptable and rigor [sic] manner in order to be regarded as a generally acceptable
method.””*

Our broader and more important point is this: any required asset classification scheme whose
complexity and burdensome nature practically forces funds to outsource to third-party vendors a
function that fund managers view as fundamental to portfolio and risk management—and one about
which fund managers have robust and proven expertise—demands serious rethinking.

While we object to the proposed liquidity classification scheme, we note that the SEC itself
could analyze funds along the lines of that scheme if it perceives some merit in doing so. The SEC’s
data modernization proposal, which we generally support, would provide the SEC with funds’ portfolio
holdings data in a structured format. The proposal was premised in very large part on enabling the SEC
staff to analyze that data. To satisfy regulatory oversight needs, the SEC staff could make its own
determinations about portfolio liquidity of funds and the entire fund industry, devising its own
protocols for this purpose as it sees fit.

72 Id. at 62297.

73 Section 939A of the Dodd-Frank Wall Street Reform and Consumer Protection Act (“Dodd-Frank Act”) requires each
federal agency to review regulations issued by such agency that require the use of an assessment of the creditworthiness of a
security or money market instrument and any references to or requirements in such regulations regarding credit ratings.
That section further provides that each such agency shall “modify any such regulations identified by the review . .. to remove
any references to or requirements of reliance on credit ratings, and to substitute in such regulations such standard of
creditworthiness as each respective agency shall determine as appropriate for such regulations.”

7% Guidelines for UCITS Liquidity Risk Management, the Association of the Luxembourg Fund Industry, 10 n. 23 (Mar.
2013), available at www.alfi.lu/sites/alfi.lu/files/Guidelines-for-UCITS-Liquidity-Risk-Management.pdf.
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2. Objections to Form N-PORT Disclosure of Asset Classifications

The proposal also would require each fund to report monthly on Form N-PORT ecach asset’s
liquidity classification and whether a holding is a 15% standard asset.”> The SEC would make public
the information contained in the filings for the third month of each fiscal quarter, sixty days after the
end of the quarter.”®

Public disclosure would greatly compound the concerns posed by the proposed classification
scheme.”” It would expose funds to continued second-guessing about determinations and judgments
that in many cases lack objective certainty and in that sense are subjective in nature; may harm
shareholders by adversely impacting portfolio management or revealing proprietary investment
strategies and techniques; and is unnecessary for regulatory purposes and not in the public interest.”®
We discuss each of these concerns below.

Second-Guessing Subjective Determinations. As discussed above, the classification of each asset
(along with any methodology for arriving at a classification) requires a number of underlying subjective
judgments and results in a final liquidity classification that is fundamentally forward-looking. Given
the number of factors to consider and judgments a fund has to make for each asset, reported asset
classifications naturally will vary across funds. While the SEC appreciates that there will be some
divergence in how funds classify identical assets, the SEC also states that “if a fund is an outlier with
respect to its liquidity classifications, Commission staff would be able to identify such outlier
classifications based on the fund’s position-level liquidity disclosure on Form N-PORT and determine
whether further inquiry is appropriate.”” This statement appears to signal the SEC’s intent to align
liquidity risk-management determinations industry-wide according to its own classification scheme,
and clearly suggests that funds risk regulatory rebuke if their assessments deviate more than some
unknown amount from their peers.

75 Proposed Item C.13 (requiring funds to indicate the liquidity classification for each portfolio asset (or portion thereof))
and proposed Item C.7 of proposed Form N-PORT (requiring funds to identify whether each portfolio asset is a 15%
standard asset).

7¢ Proposed General Instruction F of proposed Form N-PORT.

77 Indeed, we question how this kind of disclosure, absent the rule mandating it, would comport with the regulatory
requirements under Rule 10b-5 under the Securities Exchange Act of 1934 (“Exchange Act”).
q g g

78 We raised similar concerns regarding the public disclosure of illiquidity determinations in our comment letter on the
investment company reporting modernization proposal. See Letter from David W. Blass, General Counsel, Investment
Company Institute to Brent J. Fields, Secretary, Securities and Exchange Commission, dated Aug. 11,2015, available at
www.sec.gov/comments/s7-08-15/570815-315.pdf (“ICI Fund Reporting Comment Letter”). See also Investment Company
Reporting Modernization, SEC Release No. IC-31610, 80 Fed. Reg. 33718 (June 12, 2015), available at
www.gpo.gov/fdsys/pkg/FR-2015-06-12/pdf/2015-12779.pdf (“Fund Reporting proposal”).

7 Release at 62294.
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Nor would this second-guessing be limited to the SEC. Individual asset-by-asset disclosure,
especially appearing in a structured (XML) format, will highlight these fund-by-fund differences to
third parties who would have the benefit of 20/20 hindsight. Third parties without the SEC’s ability to
conduct further examination would second-guess even funds that soundly determined liquidity
classifications based on information obtained after reasonable inquiry, simply because the results of
their analyses differed from that of others. The number of classifications, and the artificial precision
required, increases the likelihood of second-guessing. As discussed above, this reality would fuel a need
for funds to resort to liquidity rating agencies and the ostensibly expert, third-party inputs they provide.

Impact on Portfolio Management Practices. In addition, public disclosure may impact negatively
portfolio management practices. Although the SEC seeks to promote more consistent liquidity
classification practices, public disclosure potentially may incent funds to restructure their portfolios to
be similar to their peer groups in liquidity profile, as outliers can well expect to be second-guessed.
Public disclosure also may incent funds, as a matter of prudence, to take an extremely conservative
approach to their liquidity determinations so they are not accused of providing an overly favorable
outlook. All of this will lead to further commoditizing of mutual funds. Classifying assets this way may
not always be the right answer, and the fund industry might lose the benefits of having diverse views of
liquidity.

Public disclosure of asset-by-asset liquidity determinations also may lead funds to invest in
assets that are deemed more liquid to improve the perception of their portfolios’ liquidity. There may
be a convergence of market interest (so-called herding) into those assets considered more liquid, and
similar convergence whereby other assets fall out of favor, leading to “cliff events” and potentially
increasing systemic risk. With this potential bias toward liquid assets, funds and their investors also
could experience a loss in returns, because more liquid assets typically provide lower returns.

Disclosure of Investment Strategies. If a fund were to disclose its liquidity assessments, it would
reveal another key element of its portfolio management strategy. These classifications when taken
together could provide third parties with insight into a fund manager’s view on liquidity, providing yet
another means to dissect and replicate the fund manager’s proprietary investment strategy.*® Disclosure
also would provide third parties with information about securities that the fund identifies as being less
liquid or difficult to sell. When a fund is expected to encounter heavy redemptions due to market or
other conditions, a third party could sell short those less liquid securities with knowledge that the fund

8 This is a long-standing issue of critical concern to the fund industry. See, e.g., Letters from Paul Schott Stevens, President,
Investment Company Institute, to Christopher Cox, Chairman, Securities and Exchange Commission, dated September 14,
2005, August 29, 2006, and September 19, 2008; Letter from Karrie McMillan, General Counsel, Investment Company
Institute, to Elizabeth M. Murphy, Secretary, Securities and Exchange Commission, dated April 30, 2013, available at
www.sec.gov/comments/4-659/4659-12.pdf.
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might need to liquidate those positions to meet redemptions. The third party then could purchase
those securities at a lower cost from the fund, harming the fund and its sharcholders.

Public Disclosure is Not in the Public Interest. We note that the Commission has broad ability to
determine not to publicly disclose information filed in reports required under the 1940 Act if it finds
that public disclosure of such information is neither necessary nor in the public interest or for the
protection of investors.! We previously have noted that certain proposed disclosures in the Fund
Reporting proposal, which are primarily intended for the Commission’s use, contain little benefit to
investor decision making and do not warrant public disclosure. We compared our reasoning to the
Commission’s two-prong approach with Form ADV and Form PF, in which some private fund
information was filed on Form ADV and publicly disclosed but other information was filed on Form

PF and kept non-public.®

Under a similar analysis, the proposed asset-by-asset liquidity classification disclosures are
neither necessary nor in the public interest or for the protection of investors. The Commission
designed Form N-PORT primarily to provide information to the Commission for its oversight
purposes, and Form N-PORT information should not be used to complement risk disclosures that are
contained in a fund’s registration statement to help investors make informed investment decisions.”
Funds have operated without mandatory liquidity disclosures for over 75 years without major incident.
In addition, public disclosure of the liquidity classifications could be deemed to be confusing or
misleading. For example, third parties may not understand that funds within a complex could classify
assets differently because of the requirement to consider position sizes. And even third parties
cognizant of the nuance would not be able to reconcile differences in any meaningful way.

Additionally, as discussed above, public disclosure of the liquidity classifications could reveal
sensitive and proprietary information about funds. In fact, the Commission made a similar
determination for similar liquidity classifications that private funds are required to report along with
other non-public information on Form PF,* stating that “the public disclosure of [Form PF
information] could adversely affect the funds and their investors” and designing certain aspects of the
Form PF reporting requirements to mitigate the potential risk of inadvertent or improper disclosure.®

81 See Section 45(a) of the 1940 Act and ICI Fund Reporting Comment Letter at 23-24.
82 See ICI Fund Reporting Comment Letter at 25-30.

% In this regard, we noted that the SEC already has a comprehensive disclosure regime developed over the course of decades
to help investors understand the material aspects of their investment without drowning them in information. See id.at 24-
25.

84 See Item 32 of Form PF, supra note 62.

8 Reporting by Investment Advisers to Private Funds and Certain Commodity Pool Operators and Commodity Trading
Advisors on Form PF, SEC Release No. IA-3308, 76 Fed. Reg. 71128 (Nov. 16,2011), available at
www.gpo.gov/fdsys/pkg/FR-2011-11-16/pdf/2011-28549.pdf at 71155-56.
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There is no public policy justification, in our view, for treating mutual funds differently from private
funds in this respect if the SEC ultimately chooses to mandate an asset classification scheme.

3. Recommended Alternative to the Proposed Six-Category Asset Classification
Scheme

Policies and Procedures. We strongly recommend that, instead of the six-category asset
classification scheme, the SEC require each fund, as part of its written liquidity risk management
program, to formulate policies and procedures to determine how best to classify and monitor the
liquidity of portfolio assets. We believe this approach is superior to the SEC’s because it: (i) is risk-
based and therefore better reflects the industry’s diverse and sound risk management practices; (ii)
places proper emphasis on asset level liquidity assessment within the broader context of portfolio level
liquidity risk assessment; and (iii) eliminates the need for funds to make subjective forward-looking
statements about market impact.

We describe below, at a high level, some examples of liquidity classification methods that
members either are using or have indicated that they would be interested in using under the approach
suggested above. We recognize that the examples below include some terms that the funds themselves
would have to define or clarify in their particular policies and procedures. We encourage the SEC and
its staff to engage in a dialogue with the ICI’s liquidity management working group® to learn in greater
detail about the diverse means by which fund complexes assess asset liquidity in their fund portfolios.

Liquidity Classification Examples. A fund might implement this new requirement in a number

of different ways as it best sees fit. Below we provide non-exclusive examples.

Under one specific approach (and for illustrative purposes only), a fund might assess and
classify the liquidity of its portfolio using three categories, as follows:

®  “Most Liquid Assets” would consist of any cash held by a fund and any asset that the fund
believes is convertible into cash within three business days, within the context of normal
trading;

e “Intermediate Liquidity Assets” would consist of assets that are not Most Liquid Assets or
Illiquid Assets; and

o “Illiquid Assets” would consist of assets that are considered “15% standard assets,” as

defined in the proposal.

A fund might classify the assets based on a combination of both quantitative and qualitative
considerations that it deems relevant. These might include, for example, trading volume, asset type,

8 See supra, note 7 and accompanying text.
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market conditions, and investment professionals’ expert understanding of trading conditions for the
assets, among other factors.

Under other approaches (and, again, for illustrative purposes only), a fund might assess and
classify the liquidity of its portfolio assets using four, five, or some other fixed number of categories.
These categories might correspond to determinations about the fund’s anticipated ability to sell an
asset. A fund would include an “illiquid assets” category (which would not be reflected as a separate
category under the proposal). A fund’s policies and procedures would establish these categories and
define the categories’ key terms and concepts.

Using such a framework, a fund might assess the liquidity of its portfolio assets in a qualitative
way using factors that it deems appropriate. For instance, a fund might assess and classify its assets
based on a combination of security type (e.g., investment grade corporate bonds) and other key
characteristics. These characteristics might include issuer type, issuer domicile, duration, credit quality,

. b} . . . <« » « )’87
currency, issuer’s sector or industry, whether the instrument is “on the run” or “off the run,” the
instrument’s place within the issuer’s capital structure, its registration status, and other legal rights and
restrictions.

A fund then could place different asset types (and thus particular assets sharing their
characteristics) into one of the respective categories on a provisional basis, subject to monitoring the
assets and re-categorizing particular assets as appropriate in light of specific facts and circumstances.
This approach would acknowledge that, while assets of certain types (e.g., large cap equities, investment
grade corporate bonds, or municipal bonds) may have broadly similar liquidity profiles, the profile of
particular assets may differ, and a fund should appropriately account for those differences. A municipal
bond fund, for example, may generally invest in bonds with similar liquidity profiles and classify them
similarly, but political or economic events affecting a particular municipality could in turn affect the
liquidity of certain of its bonds, and the fund could review the liquidity of those bonds and classify
them differently from its other municipal bond holdings.*

Monitoring and Board Reporting. In addition to calling for and outlining an approach to
assessing and classifying the fund’s assets, the fund’s policies and procedures should be required to
include protocols for continuous monitoring and oversight. For instance, a fund could presumptively
classify certain specific asset types in a particular category in its policies and procedures, based on its

8 “On the run” bonds are more recently issued than older but otherwise comparable “off the run” offerings from the same

issuer.

8 This approach would be consistent with the IOSCO Principles, which suggest that “[t]he responsible entity should fully
consider the liquidity of the #ypes of instruments in which the CIS’s assets will be invested, at an appropriate level of
granularity....” IOSCO Principles at 3. (emphasis added) IOSCO elaborates on “the appropriate level of granularity,”
stating, “Consideration at the level of the asset class may not be sufficiently granular—for example, some equities can be
liquid and some illiquid.” Id. We agree, and we would expect considerably more granularity in these assessments than
simple classifications of “equities,” “bonds,” and “cash.”
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analysis of their liquidity under normal trading conditions, and periodically review these classifications
and underlying assumptions in light of factors such as changing market conditions. The protocols also
could require such monitoring at required intervals, such as prior to monthly reporting on Form N-
PORT. A fund’s policies and procedures also could call for board reporting of the results of the
periodic reviews in an aggregated manner as part of an annual written report to the fund board on the
adequacy and effectiveness of the fund’s liquidity risk management program.

SEC Reporting and Public Disclosure. We recommend, as part of our alternative, that a fund
report related information on Form N-PORT and make related disclosures in its prospectus. In
particular, a fund would be required to report to the SEC only on Form N-PORT, on an aggregated
basis, the percentages in each of the categories that it establishes, and provide a description of those
categories. We strongly recommend that this Form N-PORT information be kept non-public to avoid
any investor confusion that may result from necessary and appropriate variations in categories among
funds, as well as any predatory practices that could result from liquidity disclosures as described above.*
In addition, each fund would provide additional disclosure in its prospectus about how it assesses,

classifies, and monitors fund liquidity.”

Rationale for Alternative Approach. Our proposed alternative would accomplish the SEC’s
policy objectives in a more effective and far less burdensome manner. The requirement that funds
would formulate policies and procedures to classify and monitor the liquidity of portfolio assets would
ensure structure and rigor around liquidity risk management without occasioning the kinds of concerns
that the proposed requirement does. The SEC’s desire that investors understand how funds assess asset
level liquidity and manage it would be met through our proposed enhancements to prospectus

disclosure (which go farther than what the SEC has proposed).

The SEC’s desire for better liquidity-related data for risk oversight purposes would be met
through (i) enhanced information collected through future Form N-PORT filings, and (ii) our
proposed aggregated liquidity classification information, which would provide useful periodic
summaries of a fund manager’s view of a fund’s liquidity profile. Even if this proposal did not expand
Form N-PORT in any way, the information that the SEC would collect through Form N-PORT filings
(as initially proposed) still would help the SEC spot emerging liquidity trends at the fund or industry
level. After the SEC adopts its reporting modernization rules, it will have the ability to assess fund
liquidity using metrics it believes are most appropriate. Proposed Form N-PORT would require funds

% As we suggested in the ICI Fund Reporting Comment Letter, there are a number of mechanisms for treating portions of
Form N-PORT as non-public, including requiring funds to submit the non-public items under Part D or on a separate
schedule to the Form. See ICI Fund Reporting Comment Letter at 30. If the SEC does require public disclosure of asset
classifications, at an asset-by-asset or aggregated level, we recommend that such information be accompanied by disclosure
that makes clear that the future liquidity of assets, or portfolios of assets, cannot be predicted with reasonable certainty, and
that the liquidity classification breakdowns are not a forecast of future liquidity levels.

? This new disclosure requirement could appear under Item 11 of Form N-1A.
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to report portfolio holdings and other information (e.g., information about fund flows” and return
information®) in a structured format on a monthly basis. With this information, the SEC would be
well-positioned to (i) conduct its own analysis of individual funds and assess their liquidity profiles, and
(ii) aggregate, analyze, and form its own judgments about fund liquidity at the individual fund or
industry level, using whichever metrics or approaches it deems appropriate. For instance, the SEC
could determine percentages of a fund’s (and industry-wide) assets: by issuer or CUSIP; by asset type,
issuer type, or country; or in illiquid assets, restricted securities, “Level 3” assets, or defaulted securities,
among others.”

We believe our recommended approach (i.e., requiring each fund to formulate policies and
procedures to determine how best to classify and monitor the liquidity of portfolio assets) is far
preferable, and preserves the various methods and disciplines that funds have employed in managing
liquidity so successfully over so many years. Still, if the SEC insists instead on prescribing a single
regime across the industry, we strongly urge that it (i) consider the information provided in this letter as
a starting point, (ii) engage in dialogue with the industry before settling on a new one to propose, to
help ensure that it would work in practice, in contrast to the scheme it has proposed,’ and (iii) re-
propose the prescribed approach to provide an opportunity for full consideration of its potential
advantages and disadvantages, including its anticipated costs and benefits.

4. Other Comments on Proposed Asset Classification Scheme

While we object to the proposed asset classification scheme and recommend that it be
abandoned, we make the following related points about this element of the proposed rule.

a. Forward-Looking Statements

As discussed above, the proposed asset liquidity classifications disclosed on Form N-PORT
would be fundamentally forward-looking. Therefore, we strongly recommend that the SEC implement
measures to shield from liability funds that in good faith make such future assessments of liquidity at

! Form N-PORT would require funds to separately report, for each of the preceding three months, the total NAV of: (i)
fund shares sold (including exchanges but excluding reinvestments of dividends and distributions); (ii) fund shares sold in
connection with reinvestments of dividends and distributions; and (iii) fund shares redeemed or repurchased (including
exchanges). Proposed Item B.6.

°2 Form N-PORT would require funds to provide monthly total returns for each of the preceding three months, along with
other return-related information. Proposed Item B.5.

%3 See generally Proposed Item C of Form N-PORT.

%4 We also urge the SEC to carefully consider its authority for the proposed rule in light of commentary by some legal
experts. See infra, note 106.
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either the asset or portfolio level that subsequently turn out to materially differ from actual liquidity.”
The Commission has precedent for using its authority to shield from potential liability certain forward-
looking information that registrants are required to provide.”® If the SEC either requires or permits
funds to provide such forward-looking information about their liquidity, then it is only proper that it
protect funds from any liability that could result from good faith projections that do not materialize.

b. Relationship of an Asset to Another Portfolio Asset

The proposed rule would require funds to consider the relationship of one portfolio asset to
another when determining the liquidity classification of a position.”” The Commission provides two
examples of these considerations in the context of derivatives. First, the Commission notes that certain
types of investments will implicate the senior securities provisions of the 1940 Act and will require
funds to maintain liquid assets in a segregated account to “cover” the fund’s obligations for the
investments based on the Commission’s positions for financing transactions and the Commission
staff’s no-action positions for derivatives.”® In these situations, the Commission states that funds would
have to consider that the segregated assets are being used to cover other transactions and are “frozen” or
“unavailable for sale or other disposition.” Accordingly, the Commission notes that “[b]ecause these

assets are only available for sale to meet redemptions once the related derivatives position is disposed of

%> Assuming the SEC permits funds to adopt their own means of classifying assets and requires related disclosure on Form
N-PORT, such information still could include forward-looking elements.

% See, e.g> Rule 175 under the Securities Act of 1933 (the “Securities Act”) and Rule 3b-6 under the Exchange Act; see, e.g.,
Item 303(c) of Regulation S-K (applying the safe harbor provided in Section 27A of the Securities Act and Section 21E of
the Exchange Act to forward-looking information related to off-balance sheet arrangements and certain contractual
obligations contained in the “Management's Discussion and Analysis” section of a registrant's disclosure documents) and
Disclosure in Management's Discussion and Analysis about Off-Balance Sheet Arrangements and Aggregate Contractual
Obligations, SEC Release No. 33-8182, 68 Fed. Reg. 5982 (Feb. 5,2003).

%7 Proposed Rule 22e-4(b)(2)(ii) (D).
%8 See Securities Trading Practices of Registered Investment Companies, SEC Release No. IC-10666, 44 Fed. Reg. 25128 (Apr.

27,1979) available at www.sec.gov/divisions/investment/imseniorsecurities/ic-10666.pdf; See also Use of Derivatives by
Investment Companies Under the Investment Company Act of 1940, SEC Release No. IC-29776, 76 Fed. Reg. 55237 (Sept. 7,
2011), available at www.gpo.gov/fdsys/pkg/FR-2011-09-07/pdf/2011-22724.pdf. The Commission recently proposed a
rule that could affect the types of collateral that funds use to cover their derivatives transactions. Use of Derivatives by
Registered Investment Companies and Business Development Companies, SEC Release No. IC-31933, 80 Fed. Reg. 80884
(Dec. 28,2015) (“Derivatives Proposal”), available at www.gpo.gov/fdsys/pkg/FR-2015-12-28/pdf/2015-31704.pdf. We
assume that the Commission’s position would apply to any new requirements that it adopts, and we urge the Commission

to consider adopting any final liquidity risk management program rule together with the Derivatives Proposal and impose
consistent compliance dates to ensure that funds can address any overlapping operational changes in a reasonable and cost-
effective manner.

%7 Release at 62302, n.243 and surrounding text.
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or unwound, a fund should classify the liquidity of these segregated assets using the liquidity of the
derivative instruments they are covering,”'®

Similarly, the Commission notes that a fund may purchase an asset in connection with its
holding of another. It cites an example of a fund that purchases a debt security denominated in a
foreign currency, then buys a derivative that hedges out the currency risk. In these situations, the
Commission states that, when a fund purchases a more liquid asset in connection with a less liquid
asset, and it plans to transact in the more liquid asset only in connection with the less liquid asset, the
liquidity of both assets are linked, and the fund should consider the liquidity classification of the foreign
securities when determining the liquidity of the currency derivative.

The Commission’s proposal to require funds to link assets raises difficult operational issues for
funds, and may cause confusion if liquidity classifications are publicly disclosed. Each of these concerns
is explained below.

In many cases, funds do not link segregated assets to a particular derivative but often only
segregate assets equal to the aggregate obligations owed to a counterparty under a// derivatives
contracts. Similarly, funds typically do not link other types of securities to a particular derivative. For
example, a currency-hedged balanced fund may purchase foreign debt and equity securities that are
denominated in euros and may enter into multiple foreign currency contracts with various
counterparties to hedge euro currency risk for the entire portfolio. The foreign currency contracts are
not entered into daily with each euro-denominated investment but monthly based on the fund’s
aggregate investments in euro-denominated securities. The fund may add or eliminate exposure to
existing foreign currency contracts or enter into new contracts depending on the fund’s overall
exposure to the euro and based on changes to the market value of the euro-denominated securities or
the fund’s intra-month flows. Under the current system, it would be difficult, if not impossible, for the
fund to determine which euro-denominated securities should link to which foreign currency contract
with any certainty because it is putting on a hedge based on the portfolio’s exposure and its existing
hedges, not on any particular investment. Linking assets may require a change to portfolio management
or the creation of a complex system that could estimate, without complete accuracy or evident purpose,
what portion of a derivatives agreement covered which underlying securities.

Moreover, the SEC’s position seemingly would require the liquidity determination of several
assets to link to the liquidity determination of a particular asset. Thus, taking the example above, the
liquidity classification of a euro-denominated debt security, its related derivatives contract (if the fund
could identify a linkage) and the segregated assets associated with the derivatives contract would
somehow have to link together and bear the same liquidity classification, which could differ from a
curo-denominated equity security, its related derivative (if the fund could identify a linkage) and its

19 Id. at 62303, nn. 244 to 245 and surrounding text.
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segregated assets. Funds would need to develop complex and costly systems to track these complicated

linkages.

Under the proposal, a fund could deem an otherwise liquid but encumbered asset to be less
liquid than it actually is. For example, a fund might classify a cash equivalent security that ordinarily
could be converted to cash within one business day as an asset convertible to cash within 8-15 days, if it
is used to “cover” an instrument that the fund classifies as convertible to cash within 8-15 days. This
automatic classification belies the fact that the fund could replace the asset as cover with another liquid
asset at any time, and sell the asset to obtain proceeds within one business day. In addition, currently,
there are no mechanisms on Form N-PORT to explain these linkages and how assets are linked
together for purposes of liquidity determinations. We are concerned that linking assets could confuse
those viewing Form N-PORT and cannot envision how such disclosure could be designed in a manner
that would be informative. This aspect of the proposal also makes asset classifications less comparable
in an opaque manner that will be difficult for third parties to decipher.

For these reasons, the Commission should eliminate the requirement that funds determine the
liquidity classifications of assets based on other related assets. Rather, if the SEC adopts the individual
asset-by-asset classification approach, we recommend that the SEC add an item to the Form N-PORT’s
Schedule of Portfolio Investments that permits a fund to note whether an asset (or portion thereof) is
encumbered or linked to other assets as of the reporting date, without separately tying to or identifying
a “linked” asset.

c. Funds’ Investments in Other Funds

It is unclear to us how a fund would classify an investment in another fund under the proposed
asset classification scheme. On the one hand, a fund generally can redeem (or sell on the secondary
market, as applicable) and receive cash for shares of mutual funds, ETFs, and closed-end funds quickly
and easily, which suggests that it generally would be appropriate to classify such assets entirely within
the two most liquid categories. On the other hand, the Release discusses investments in ETFs (as a
liquidity management tool) and states, “We therefore encourage funds to assess the liquidity
characteristics of an ETF’s underlying securities, as well as the characteristics of the ETF shares
themselves, in classifying an ETF’s liquidity under proposed rule 22¢-4(b)(2)(i).”**" If the SEC believes
a similar approach is appropriate for other fund types (e.¢., mutual funds, closed-end funds, and
unregistered funds), it is unclear how a fund should balance the liquidity of the underlying fund shares
themselves with the liquidity of the underlying fund’s portfolio assets. Furthermore, if the underlying
fund is unaffiliated, the fund may not have up-to-date information about the underlying fund’s
portfolio assets, making this determination even more difficult. This is yet another example of the
difficulties that would arise in applying a “one-size-fits-all” asset classification scheme across the fund
universe, with its great diversity of holdings and strategies.

01 Jd. at 62321.
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d. Classifying Assets Based on Settlement Periods

Under the asset classification scheme, a fund would estimate expected settlement times for
determining convertibility to cash. In providing examples of transactions with lengthy settlement
periods, the Commission mentions “agency mortgage-backed securities (other than secondary market
trades)” and notes in a related footnote that over ninety percent of agency mortgage-backed securities
(“MBS”) trading occurs in the to-be-announced (“TBA”)' forward market, and that the trade date of
a TBA trade will usually precede settlement by between two and sixty days.'” We find this example of
agency MBS and TBAs confusing and unhelpful. For purposes of assessing liquidity, the relevant
determination is zot how long it takes for the fund to come into possession of the actual agency MBS
upon settlement of the TBA—it is how long it would take for the fund to dispose of the TBA itself and
reclaim its cash value. We understand that the TBA market is highly liquid, and that funds generally are
able to dispose of TBAs without delay prior to the designated forward settlement date. In this regard,
the TBA market is similar to the futures market, in which physically-settled futures contracts may trade
continuously (.., daily) but the underlying reference assets are delivered at a later date (e.g., once every
three months). Perhaps the SEC meant to acknowledge all of this with the parenthetical (“other than
secondary market trades”). Still, the SEC should drop this example. Otherwise, it risks casting a cloud
over the liquidity of funds” holdings in a well-functioning and critically important market.

F. Three-Day Liquid Asset Minimum

We oppose the proposed three-day liquid asset minimum. In this section, we explain our
objections and recommend an alternative designed to achieve the SEC’s goals for this provision.

1. Objections to the Three-Day Liquid Asset Minimum

The SEC proposes to require each fund to determine a “three-day liquid asset minimum”'*

(considering the same factors used to assess liquidity risk), periodically review that minimum, and
manage the portfolio in accordance with it. As part of its normal operations, a fund could fall below its

122 TBAs are securities in which the parties agree that the seller will deliver to the buyer a pool or pools of a specified face
amount and meeting certain other criteria, but the pool or pools to be delivered at settlement are not specified at the time of
execution.

193 Release at 62295, n. 198 and accompanying text.

1% The three-day liquid asset minimum would be “the percentage of the fund’s net assets to be invested in three-day liquid
assets....” “Three-day liquid assets” would consist of “any cash held by a fund and any position of a fund in an asset (or
portion of the fund’s position in an asset) that the fund believes is convertible into cash within three business days at a price
that does not materially affect the value of that asset immediately prior to sale.” In determining whether an asset (or portion
thereof) would qualify, a fund would consider the same factors used in classifying portfolio assets. Proposed Rule 22¢-

4(a)(9); Proposed Rule 22¢-4(b)(2)(iv)(A)-(C).
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minimum, but then would be precluded from purchasing “less liquid assets”'% until it once again met or

exceeded its minimum.

The SEC justifies this new liquidity requirement on the basis that funds often represent that
they will pay redemption proceeds in less than seven days, and Rule 15¢6-1 under the Exchange Act
establishes a three-day settlement period for security trades effected by a broker or a dealer.!® The SEC
also notes that, based on staff outreach to the industry, “targeting such a minimum [of assets similar to
those included in the SEC’s definition of three-day liquid assets] appears to be a common practice for
those funds that do establish a target.”'"”

For a variety of reasons, we do not support the proposed three-day liquid asset minimum, even
assuming the SEC has authority to require it. It is excessively prescriptive and may quite negatively
impact portfolio management practices and overall markets.

As an initial matter, the proposed three-day liquid asset minimum relies on the highly flawed
asset classification scheme described above. In effect, those assets falling into the first two categories
would qualify as three-day liquid assets. For assets other than cash, compliance testing around this
requirement still would necessitate funds’ making forward-looking and highly subjective judgments
about whether and how much of each asset could be (i) convertible to cash (ii) within three business
days (iii) at a price that does not materially affect the value of that asset immediately prior to sale.

105

A “less liquid asset” would be any asset that is not a three-day liquid asset. Proposed Rule 22¢-4(a)(6).

106\W/e question whether the SEC’s authority to adopt rules for broker-dealers can be read to supersede express
Congressional determinations, such as establishing a seven-day redemption timeframe in Section 22(e) of the 1940 Act. At
the open meeting at which the Commissioners approved the release of the proposal, Commissioner Piwowar, quite
appropriately, expressed concern about the three-day liquid asset minimum and its inconsistency with Section 22(e). See
Statement at Open Meeting on Open-End Fund Liquidity Risk Management Programs; Swing Pricing; Re-Opening of
Comment Period for Investment Company Reporting Modernization Release, Commissioner Michael S. Piwowar (Sept. 22,
2015), available at www.sec.gov/news/statement/open-end-fund-liquidity-risk-management.html (“While in practice many
funds may make payment to shareholders for securities tendered for redemption in less than seven days, section 22(e) of the
Investment Company Act only requires that the fund make payment within seven days of the securities being tendered. I
would prefer that the rule track the statute and require a seven-day liquid asset minimum rather than the proposed three-day
liquid asset minimum.”).

Our recommended alternatives would avoid the substantial legal questions about the Commission’s authority in this regard
and in regard to other elements of the proposal. See, e.g., SEC Proposes Minimum Liquidity Requivement for Open-End
Funds; Raises Questions Regarding the Relationship Between Liquidity and Valuation, Simpson Thacher & Bartlett LLP
(November 2015)(questioning whether the SEC has authority under Sections 22(e), 22(c), or 38(a) of the 1940 Act to
adopt Proposed Rule 22¢-4), available at www.stblaw.com/docs/default-

source/Publications/registeredfundsalert_november2015.pdf.

107 Release at 62312.
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Funds therefore would be saddled with this unworkable framework for setting and determining

compliance with their minimums.

Compliance with the three-day liquid asset minimum would be exceedingly difficult for funds
with multiple sub-advisers. These funds are able to monitor and comply with the current 15% limit on
illiquid assets because they (i) communicate their policies and procedures (which generally call for
classifying assets by trading lot (i.e., without regard to position size)) to sub-advisers, and (ii) can impose
limits on each individual sub-adviser’s ability to invest in (reasonably identifiable) illiquid assets,
thereby ensuring that the funds do not exceed these limits due to purchases of new portfolio assets.
This process allows a fund to assure overall portfolio compliance. Because of the fluidity of what would
constitute three-day liquid assets versus less liquid assets (subject to change daily, or even hourly),
ongoing monitoring and compliance would become a much greater challenge. Consequently, funds
and their sub-advisers would be hard-pressed to settle on some universe of assets that they could
consistently treat as three-day liquid assets. To illustrate, two sub-advisers, in isolation, may apply
accurately a fund’s policies and purchase for the fund the same large-cap U.S. equity that by all measures
would qualify as a three-day liquid asset. But because the three-day liquid asset definition requires
consideration of position size at the fund level, such independent purchases could cause the fund to

violate its three-day liquid asset minimum, through no fault of the sub-advisers, the adviser, or the
fund.'®®

More fundamentally, a fund’s compliance with its three-day liquid asset minimum could
adversely affect its ability to adhere to its investment objectives, policies, and strategies, and deprive it of
certain investment opportunities. While a fund that falls below its minimum would not be required to

719 it would be precluded from acquiring less liquid assets. Prohibiting

dispose of any “less liquid assets,
such acquisitions could affect portfolio management in very real and negative ways. As a matter of
policy and/or strategy, funds, whether actively or passively managed, often seck to maintain weightings
in certain security types, countries, sectors, efc. Compliance with a three-day liquid asset minimum
would at best complicate, and at worst severely undermine, these common approaches to portfolio
management. Italso could depress investment returns, to the extent that a fund’s minimum affects the
fund manager’s decision-making process and investment choices. Index funds could experience
increased tracking error, limiting their ability to fulfill investors’ clear expectations. Actively-managed
funds also could be hamstrung, if portfolio managers do not have discretion to purchase assets that they

believe would maximize funds’ risk-adjusted returns.

The minimum also could prove unnecessarily rigid in application. A fund could fall below its
minimum, for example, yet be aware of a large pending purchase of fund shares that would add cash to

198 In the event that the individual sub-advisers, rather than the adviser, would have responsibilit