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SEC Rules and Regulations 

SEC Issues Exemptive Relief for Non-Transparent ETMFs 
On December 2, 2014, the U.S. Securities and Exchange Commission (the “SEC”) issued an order of 
exemptive relief (the “Order”) to Eaton Vance Management, Eaton Vance ETMF Trust and Eaton Vance 
ETMF Trust II (collectively, “Eaton Vance”) under Sections 6(c), 12(d)(1)(J) and 17(b) of the Investment 
Company Act of 1940, as amended (the “Investment Company Act”), to launch non-transparent 
exchange-traded managed funds (“ETMFs”).  The SEC had previously issued a notice of the filing of the 
application (the “Notice”) on November 6, 2014 in which the SEC stated that the proposed ETMFs met 
the standard for exemptive relief under Sections 6(c), 12(d)(1)(J) and 17(b) of the Investment Company 
Act.  The SEC had also previously issued preliminary denials to two applications by different investment 
advisers requesting exemptive relief for the operation of non-transparent actively managed exchange-
traded funds (“ETFs”).  For a description of these preliminarily denied applications, please see the 
November 19, 2014 Investment Management Regulatory Update. 

According to the SEC, ETMFs are a hybrid between traditional mutual funds and ETFs, and are similar to 
ETFs in that they would (i) list and trade on an exchange, (ii) directly issue and redeem shares only in 
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share blocks (“creation units”), (iii) impose fees on creation units issued and redeemed to large broker-
dealers (in this capacity, “Authorized Participants”) and (iv) primarily use in-kind transfers of portfolio 
positions in issuing and redeeming the creation units.  At the same time, ETMFs are similar to mutual 
funds, according to the Notice, in that they would be bought and sold at prices linked to net asset value 
(“NAV”) and would be non-transparent (i.e., would not disclose their portfolio holdings on a daily basis). In 
its application for the Order, Eaton Vance stated that shares of the proposed ETMFs would trade 
throughout the day at “next-computed NAV” (determined at the end of any day the ETMF is open) plus or 
minus a premium or discount that would vary during the trading day.  Such premium or discount would be 
locked in at the trade execution and the final transaction price would not be determined until that business 
day’s NAV is computed at the end of the day.  The SEC noted that this NAV-based trading would not give 
investors the opportunity to transact intraday at prices based on current determinations of the shares’ 
value, although the amount of any premium or discount would be available to enable investors to see the 
execution costs of buying or selling ETMF shares.  Furthermore, according to Eaton Vance, competition 
among ETMF market makers should enable ETMFs to routinely trade at narrow premiums and discounts 
to NAV. 

According to the Notice, Authorized Participants would purchase creation units by making an in-kind 
deposit of instruments specified by the ETMF (such specified instruments collectively, the “Basket”) at the 
beginning of each business day, and the Authorized Participants redeeming their shares would receive an 
in-kind transfer of the Basket. Notably, according to the SEC, the Basket would not need to include all 
portfolio positions of the ETMF—for instance, if the adviser to the ETMF deemed it to be “in the best 
interests of the ETMF and its shareholders,” portfolio positions could be excluded from the Basket and 
therefore the Basket could include proportionately more cash than is in the ETMF’s portfolio.  The SEC 
also highlighted the fact that the adviser would publish the names and quantities of the instruments in the 
Basket through the National Securities Clearing Corporation at the beginning of each business day, and 
such Basket would apply until a new Basket is published the following day before the markets open.  

The Applicants noted, and the SEC agreed, that portfolio transparency has been viewed by the SEC as 
integral to achieving effective arbitrage and efficient secondary market trading of ETFs.  According to the 
SEC, this arbitrage mechanism has historically been achieved through the actions of market makers who 
are able to value an ETF portfolio on an intraday basis and, consequently, evaluate whether an arbitrage 
opportunity exists when purchasing and redeeming shares from the ETF.  However, according to Eaton 
Vance, market makers in the proposed ETMFs would not engage in arbitrage and would assume no 
intraday market risk in their positions because all trading prices would be linked to NAV.  Eaton Vance 
argued that if the market makers assume no intraday risk, they would not need to engage in intraday 
hedging activity, and therefore portfolio holdings disclosure would not be needed to keep trading prices 
and NAV close to each other.  Furthermore, according to Eaton Vance, ETMFs are expected to trade at 
“consistently narrow premiums/discounts” to NAV and tight bid-ask spreads even without the full 
transparency of their portfolio holdings. 

ETFs, and ETMFs, are only permitted to operate subject to certain SEC orders that provide exemptive 
relief from certain provisions of the Investment Company Act and the rules thereunder.  In the Notice, the 
SEC explained that Eaton Vance’s request for relief only differs from previous ETF orders in the 
application of Section 22(d) of the Investment Company Act and Rule 22c-1 thereunder to the ETMF 
NAV-based pricing mechanism.  Rule 22c-1 requires open-end funds, their principal underwriters, and 
dealers in fund shares, among others, to sell and redeem fund shares at a price based on the fund’s 
current NAV “next computed after receipt of an order to buy or redeem.”  According to the Notice, ETFs 
generally require relief from Section 22(d) and Rule 22c-1 because of the difference between the value of 
the underlying portfolio position and the ETF share prices; ETMFs, on the other hand, require relief only 
insofar as their trading prices deviate from NAV with respect to the premium or discount from NAV of 
buying and selling ETMF shares.  

The SEC stated that Section 22(d) and Rule 22c-1 are designed to “prevent dilution caused by riskless 
trading schemes, require that shareholders are treated equitably when buying and selling fund shares, 
and assure an orderly distribution system of investment company shares.”  The SEC noted that, 
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historically, in granting exemptive relief from Section 22(d) and Rule 22c-1, the SEC has relied on 
representations by ETF sponsors that an arbitrage mechanism exists and functions to keep the market 
price of the ETF’s shares at or close to the NAV per share.  Eaton Vance argued, however, that 
permitting the ETMFs to operate, even though they do not provide an arbitrage mechanism, would not 
undermine any of the purposes of Section 22(d) and Rule 22c-1.  Since the secondary trading in ETMF 
shares would not involve the ETMF’s portfolio, shareholders’ interests, according to Eaton Vance, would 
not be diluted.  Eaton Vance also asserted that since the ETMF shares would regularly trade on a 
regulated exchange at market-determined premiums and discounts (which would be transparent to both 
investors and intermediaries), there would be little risk of price discrimination among purchasers or a 
disorderly distribution of ETMF shares.  More fundamentally, according to Eaton Vance, the transparent 
pricing should lead to competition among market makers, which would potentially reduce the 
intermediaries’ embedded profit in the premium or discount and therefore the total amount of such 
premium or discount, ultimately allowing investors to buy or sell shares at approximately the same 
intraday price.  

According to the Order, the SEC agrees that the NAV-based trading system of the ETMF shares 
addresses the concerns underlying Section 22(d) of the Investment Company Act and Rule 22c-1 
thereunder.  In addition, Eaton Vance’s requested relief for an exemption from Sections 2(a)(32), 5(a)(1), 
6(c), 12(d)(1)(A) and (B), 17(b), and 22(e) of the Investment Company Act, all of which, according to the 
SEC, were similar to relief previously requested to permit the operation of ETFs, was granted.  According 
to the Notice, the Order is subject to several conditions, including four specific to ETMFs: (i) the ETMF’s 
shares must be listed on an exchange; (ii) no ETMF, Eaton Vance ETMF Trust or Eaton Vance ETMF 
Trust II may be marketed as an open-end investment company, a mutual fund or an ETF, and any sales 
material describing creation units must disclose that shares are not individually redeemable; (iii) the 
website for the ETMFs must contain, among other things and on a per share basis for each ETMF, (A) the 
prior business day’s NAV; (B) intraday high, low, average and closing trading prices, (C) the midpoint of 
the highest bid and lowest offer prices as of the close of exchange trading, and (D) the spread between 
the highest bid and lowest offer prices as of the close of exchange trading; and (iv) the advisers or 
subadviser to the ETMF must not cause any Authorized Participant to acquire any Basket instrument for 
the ETMF through a transaction in which the ETMF could not engage directly.   

► See a copy of the application, the SEC Notice and the SEC Order 

SEC Staff Responds to Questions About Form PF 
On December 5, 2014, the Division of Investment Management of the SEC issued additional responses 
(the “Responses”) to frequently asked questions regarding Form PF.  For details on previously posted 
SEC responses to frequently asked questions regarding Form PF, please see the March 24, 2014 
Investment Management Regulatory Update, the September 26, 2013 Investment Management 
Regulatory Update, the May 16, 2013 Investment Management Regulatory Update, the March 25, 
2013 Investment Management Regulatory Update, the December 20, 2012 Investment Management 
Regulatory Update, the August 22, 2012 Investment Management Regulatory Update and the July 
16, 2012 Investment Management Regulatory Update. 

Investment advisers registered or required to register with the SEC under the Investment Advisers Act of 
1940, as amended (the “Advisers Act”), that advise one or more private funds (i.e., 3(c)(1) or 3(c)(7) 
funds) and that have at least $150 million in private fund assets under management (“private fund 
advisers”) are required to file Form PF with the SEC for the purpose of reporting systemic risk 
information to the SEC.  Additionally, private fund advisers that are also registered with the Commodity 
Futures Trading Commission (the “CFTC”) as commodity pool operators (“CPOs”) or commodity trading 
advisors (“CTAs”) and are required to file Form PF under the Advisers Act must file Form PF with the 
SEC to satisfy certain CFTC filing requirements with respect to their commodity pools that are private 
funds.  Such CPOs and CTAs may file Form PF with the SEC to satisfy certain CFTC filing requirements 
with respect to their commodity pools that are not private funds.  Please see the November 18, 2011 

http://www.sec.gov/Archives/edgar/data/1076598/000094039414001310/exemptiveapplication3vs4blac.htm
http://www.sec.gov/rules/ic/2014/ic-31333.pdf
http://www.sec.gov/rules/ic/2014/ic-31361.pdf
http://www.davispolk.com/sites/default/files/03.24.14.IMG_.Update.pdf
http://www.davispolk.com/sites/default/files/03.24.14.IMG_.Update.pdf
http://www.davispolk.com/sites/default/files/09.26.13.IMG_.Update.pdf
http://www.davispolk.com/sites/default/files/09.26.13.IMG_.Update.pdf
http://www.davispolk.com/download.php?file=sites/default/files/files/Publication/a12a4dd7-3282-4dc0-87f9-e3ec34b01fc3/Preview/PublicationAttachment/7dcf3ce4-ef7f-455f-ac1e-e5d4c3b059dd/051613.IM.Reg.Update.pdf
http://www.davispolk.com/sites/default/files/files/Publication/7aa65c24-8485-483b-ae3f-01310a78d19e/Preview/PublicationAttachment/defb82d4-7473-4409-8e52-09af50198e06/03.25.13.IMG.Update.pdf
http://www.davispolk.com/sites/default/files/files/Publication/7aa65c24-8485-483b-ae3f-01310a78d19e/Preview/PublicationAttachment/defb82d4-7473-4409-8e52-09af50198e06/03.25.13.IMG.Update.pdf
http://www.davispolk.com/sites/default/files/files/Publication/3d18a830-89ad-44e1-a92f-c7add34ac7b3/Preview/PublicationAttachment/b78cfe9d-588a-40c6-98e1-e27c0bd137f0/12.20.12_IMG_Update.pdf
http://www.davispolk.com/sites/default/files/files/Publication/3d18a830-89ad-44e1-a92f-c7add34ac7b3/Preview/PublicationAttachment/b78cfe9d-588a-40c6-98e1-e27c0bd137f0/12.20.12_IMG_Update.pdf
http://www.davispolk.com/sites/default/files/files/Publication/09b2d934-c786-42fe-bcdc-c479b43c064c/Preview/PublicationAttachment/98437207-9b22-483c-8f25-c481f6b26399/08.22.12_IMG_Update.pdf
http://www.davispolk.com/sites/default/files/files/Publication/5bf3f47e-21d6-41d8-872a-478059fd0ac9/Preview/PublicationAttachment/d129585c-a41e-43f2-8695-7dc95cd0defe/071612_IMG_Reg_Update.pdf
http://www.davispolk.com/sites/default/files/files/Publication/5bf3f47e-21d6-41d8-872a-478059fd0ac9/Preview/PublicationAttachment/d129585c-a41e-43f2-8695-7dc95cd0defe/071612_IMG_Reg_Update.pdf
http://www.davispolk.com/sites/default/files/files/Publication/330d4113-ff6b-4549-a09e-1f31a29d3563/Preview/PublicationAttachment/35d9aa26-36f7-4e04-99c9-03b8b7897d2a/111811_im_reg_update.pdf
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Investment Management Regulatory Update for a discussion of the final Form PF rules and the June 
19, 2012 Investment Management Regulatory Update for a discussion of the initial Form PF deadlines. 

The additional Responses provided guidance on two Form PF topics: 

Reporting Assets.  The Responses clarified that if an adviser excludes disregarded private funds and 
any other private fund’s equity investments in other private funds for reporting purposes pursuant to 
Instruction 7, it should also exclude those disregarded funds and equity investments in other private funds 
with respect to reporting: (i) the breakdown of certain assets in Question 3, (ii) the reporting fund’s gross 
asset value in Question 8 and net asset value in Question 9 and (iii) a summary of the reporting fund’s 
assets and liabilities in Question 14.  The Responses note that advisers are still required to report the 
value of the reporting fund’s investment in equity of other private funds in Question 10, even if the 
reporting fund is a disregarded private fund. 

Global Markets Entity Identifier.  The Responses also clarified that if a reporting fund or controlled 
portfolio company is issued a GMEI code by the Global Markets Entity Identifier (“GMEI”) utility, that 
GMEI code may be used in response to questions on Form PF that request the reporting fund’s or 
controlled portfolio company’s legal entity identifier (“LEI”).  According to the SEC, a code issued by a 
utility recognized by the Global LEI Regulatory Oversight Committee or the Global LEI Foundation is an 
acceptable LEI for purposes of responding to questions on Form PF.  

► See a copy of the Responses 

Industry Update 

SEC Chair Discusses Risk Monitoring and Regulatory Safeguards for Asset Management 
Industry 
On December 11, 2014, Mary Jo White, the Chairwoman of the SEC, discussed risk monitoring and 
regulatory safeguards for the asset management industry at the New York Times DealBook Opportunities 
for Tomorrow Conference.  White emphasized the growth of the asset management industry, citing the 
fact that assets under management for most of the largest firms have doubled since 2004 and that in 
2013, 46% of U.S. households owned mutual funds, and the growth in new investment strategies and 
investment products, such as exchange-traded products.  The SEC, according to White, has three 
significant tools to regulate asset management: (i) controls on conflicts of interest, (ii) a registration, 
reporting and disclosure regime and (iii) controls on fund portfolio composition and operational risks. 

With respect to conflicts of interest, White noted the SEC’s “careful focus” on revising its approach, 
including in 2010 when it amended advisers’ disclosure brochures to more clearly explain conflicts of 
interest to their clients.  White further noted that registration is the “core regulatory foundation” enabling 
the SEC to oversee investment advisers and funds: in recent years, the SEC has created a summary 
prospectus to aid mutual fund investors in focusing on fees and risk of a mutual fund and implemented a 
more comprehensive registration regime for investment advisers.   

In her speech, White focused on the controls on portfolio composition risk (risk relating to the mix of a 
fund’s investments) and operational risk (risk from inadequate internal processes).  As examples of these 
controls, White highlighted custody requirements, capital structure limits, diversification requirements and 
the requirement that mutual funds pay shareholders their redemption proceeds within seven days of any 
request.  The SEC has further enhanced its regulations of these risks by, according to White, reforming 
money market funds, establishing reporting requirements for advisers to private funds and implementing 
rules protecting customer information.  For a detailed discussion of the money market fund reforms, 
please see the August 5, 2014 Davis Polk Client Memorandum, SEC Adopts Money Market Fund 
Reforms.  Please see the November 18, 2011 Investment Management Regulatory Update for a 
discussion of the reporting requirements for advisers to private funds.  For a discussion of the identity 

http://www.davispolk.com/sites/default/files/files/Publication/330d4113-ff6b-4549-a09e-1f31a29d3563/Preview/PublicationAttachment/35d9aa26-36f7-4e04-99c9-03b8b7897d2a/111811_im_reg_update.pdf
http://www.davispolk.com/sites/default/files/files/Publication/aaf79796-a473-4855-8e31-aa24bcbbb850/Preview/PublicationAttachment/fc08f98f-7d99-4332-ab96-ac9bfa109786/061912_IMG_Reg_Update.pdf
http://www.davispolk.com/sites/default/files/files/Publication/aaf79796-a473-4855-8e31-aa24bcbbb850/Preview/PublicationAttachment/fc08f98f-7d99-4332-ab96-ac9bfa109786/061912_IMG_Reg_Update.pdf
http://www.sec.gov/divisions/investment/pfrd/pfrdfaq.shtml
http://www.davispolk.com/sites/default/files/52399484_1_0.PDF
http://www.davispolk.com/sites/default/files/52399484_1_0.PDF
http://www.davispolk.com/sites/default/files/files/Publication/330d4113-ff6b-4549-a09e-1f31a29d3563/Preview/PublicationAttachment/35d9aa26-36f7-4e04-99c9-03b8b7897d2a/111811_im_reg_update.pdf


 

Davis Polk & Wardwell LLP 5 

theft rules adopted by the SEC, please see the April 29, 2013 Investment Management Regulatory 
Update.  

White stated that more proactive initiatives were needed, however, and identified three initiatives for 
which SEC staff is currently developing recommendations: (i) improving data used to draw conclusions 
about the risks inherent in the asset management industry and the appropriate regulatory responses, (ii) 
ensuring that registered funds enhance fund-level controls to be able to identify and address portfolio 
composition risks and (iii) ensuring firms are prepared to transition clients’ assets when warranted.  With 
respect to data reporting, White asserted that reporting obligations of funds and advisers have not kept 
pace with the emerging products and strategies present in the industry, particularly with respect to 
derivatives used by funds and securities lending by funds.  According to White, the reporting and 
disclosure of fund investments in derivatives, the liquidity and valuation of fund holdings, fund securities 
lending practices and the existence of separately managed accounts need to be augmented.  

White further expanded on the SEC’s concerns relating to portfolio composition risk and the SEC’s focus 
on liquidity management and the use of derivatives in mutual funds and ETFs.  To address the risks 
associated with improper liquidity management and increased use of derivatives, the SEC staff is 
considering whether “broad risk management programs” should be required for mutual funds and ETFs, 
and is considering whether to implement more specific requirements, such as updated liquidity standards, 
disclosures of liquidity risk or limitations on leverage created by a fund’s use of derivatives. With respect 
to transition planning, White advised that the SEC staff is developing a recommendation to require 
investment advisers to create transition plans to prepare for an extensive disruption in their business.  
White further noted that the SEC staff continues to consider methods to implement the new requirement 
for annual stress testing by large investment advisers and large funds and how to tailor these 
requirements to asset management and different types of firms. 

White concluded her speech by discussing the SEC’s emphasis on addressing systemic risk, explaining 
that fully and appropriately addressing systemic risk requires the participation of agencies other than the 
SEC.  She highlighted the Financial Stability Oversight Council and noted that its review of risks to the 
stability of the U.S. financial system stemming from asset managers is a complement to the SEC’s efforts 
to reduce undue risk to investors in the asset management industry. 

► See a copy of White’s speech 

IM Director Discusses Developments in the Variable Products Space and Division of 
Investment Management Guidance Updates and Initiatives  
On November 13, 2014, Norm Champ, the Director of the SEC’s Division of Investment Management (the 
“Division”), discussed developments in asset management regulation at the ALI CLE 2014 Conference 
on Life Insurance Company Products in Washington, D.C.  Champ noted that the Division is focused on 
(i) actively monitoring and analyzing industry trends, (ii) publishing guidance to the industry and (iii) 
undertaking rulemaking initiatives.  

Monitoring and Analyzing Industry Trends.  One resource highlighted by Champ is the Risk and 
Examinations Office (“REO”).   REO gathers information and provides financial analysis of the investment 
management industry to aid SEC policymaking decisions.  REO also conducts examinations, typically in 
conjunction with the Office of Compliance Inspections and Examinations (“OCIE”).  Champ also 
discussed the Disclosure Review and Accounting Office, which reviews and comments on the numerous 
prospectuses, shareholder reports and other disclosure documents filed by variable products issuers, 
mutual funds, exchange-traded funds and other investment companies each year.  In addition, Champ 
explained that Division personnel have been meeting with senior management and fund boards at several 
of the largest asset managers nationwide. 

Champ noted that the Division has identified changes in the variable products space, including that 
certain issuers have launched annuities that offer no living benefits (such as guaranteed minimum 
accumulation and withdrawal benefits)—so-called “investment only” contracts.  According to Champ, the 

http://www.davispolk.com/sites/default/files/files/Publication/cfe95590-6901-416f-baf2-0167ccc399ba/Preview/PublicationAttachment/321f9d17-fb57-4224-ab7b-06087b3787d9/04.29.13.IMG.Update.pdf
http://www.davispolk.com/sites/default/files/files/Publication/cfe95590-6901-416f-baf2-0167ccc399ba/Preview/PublicationAttachment/321f9d17-fb57-4224-ab7b-06087b3787d9/04.29.13.IMG.Update.pdf
http://www.sec.gov/News/Speech/Detail/Speech/1370543677722
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Division believes that investors and their financial advisers need disclosure that will enable them to 
assess whether the tax deferral and annuitization features of such contracts are worth the fees charged 
under the contract.  In addition, the Division has noted the “rapid and significant” growth of alternative 
mutual funds, both in the retail fund space and as investment options under variable contracts.  In light of 
this trend, Champ emphasized the need for clear and fulsome disclosure to investors, particularly with 
respect to derivatives. 

Guidance Updates.  Champ explained that the SEC staff is focusing on transparent and direct 
communications with industry participants by issuing guidance updates that cover various disclosure, 
regulatory and compliance matters.  He highlighted several specific guidance updates that, in his view, 
would be of interest to investment managers and funds in the insurance products space.  According to 
Champ, and pursuant to these guidance updates:  

 Funds are not required to obtain a “mixed and shared funding” order prior to offering shares as an 
investment option under a variable life and/or variable annuity contract (please see the 
November 19, 2014 Investment Management Regulatory Update for a discussion of the 
relevant guidance update); and 

 Funds should disclose key information, including living benefits and death benefits for relevant 
insurance contracts, in a clear and concise manner (please see the July 24, 2014 Investment 
Management Regulatory Update for a discussion of the relevant guidance update). 

Rulemaking Initiatives. Champ stated that the Division is undertaking an initiative to develop a 
recommendation that would modernize and streamline the information that mutual funds, closed-end 
funds and ETFs are reporting to the Commission to give us more timely and useful information about fund 
operations and portfolio holdings.  Further, according to Champ, the Division is considering 
recommending that the SEC propose substantial improvements to Form N-SAR, the semiannual report to 
the SEC filed by investment companies, including variable insurance separate accounts. 

► See a copy of Champ’s speech 

SEC Commissioner Addresses Issues of Transparency in Municipal Securities, Private 
Equity Markets and Exchange Traded Funds 
On November 21, 2014, Kara Stein, a Commissioner of the SEC, discussed issues of transparency in the 
context of the municipal securities and private equity markets and ETFs at the Columbia Law School 
Conference on Current Issues in Securities Regulation.  Stein began by noting the importance of 
transparency in the securities markets, stating that while it is not the only tool that the SEC may use, it is 
“foundational.”  

Stein first discussed the recent improvements in transparency to the municipal securities markets through 
the rulemaking efforts of the Municipal Securities Rulemaking Board and the utilization of the Electronic 
Municipal Market Access system (the “EMMA”), including the SEC’s implementation of Congress’s 
mandate to require municipal advisers to register with the SEC.  According to Stein, regulators should 
focus their attention on two areas: provision of post-trade pricing disclosure on customer confirmations for 
principal transactions and dissemination of pre-trade market and pricing information.  With respect to the 
former, Stein noted that despite the transaction information being available on the EMMA, investors do 
not receive disclosure on their confirmations concerning the transaction costs paid when purchasing or 
selling a municipal security in a principal transaction.  With respect to pricing information, Stein noted that 
ordinary investors did not have access to some types of generic information pre-trade, including who is in 
the market to buy or sell municipal securities and firm bid and ask quotes for such securities.  Stein 
further commented that the information that does exist is generally only available through alternative 
trading systems or municipal bond dealers and is typically only available to institutional investors and 
participating dealers.  One way to increase the information available to ordinary investors, according to 
Stein, would be to amend Regulation ATS to require public disclosure of pricing information, or to have 
the SEC require the broker’s brokers to publicly disclose pricing information. 

http://www.davispolk.com/sites/default/files/November%202014%20IMG%20Update.pdf
http://www.davispolk.com/sites/default/files/07.24.14.Investment.Management.Regulatory.Update.pdf
http://www.davispolk.com/sites/default/files/07.24.14.Investment.Management.Regulatory.Update.pdf
http://www.sec.gov/News/Speech/Detail/Speech/1370543436709
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Stein also raised the subject of transparency in the context of private equity, noting that OCIE has 
identified what it believes are violations in controls concerning fees and expenses.  Stein highlighted two 
areas in need of increased transparency: disclosure of fees and disclosure of performance information.  
With respect to fees, Stein expressed her concern over consultant fees which are paid for services 
provided to the portfolio companies, even when the consultants look and act like employees of the 
adviser.  She went on to state that without more specific disclosure, many investors may reasonably 
believe that the consultants are employees of the adviser and their services are being paid from the 
agreed upon management fee.  Stein also expressed her concern regarding cases where investors are 
paying the adviser for services provided to a portfolio company under a monitoring agreement.  According 
to Stein, these agreements are long and sometimes indefinite, last beyond the time that the adviser 
provides services to the portfolio company and often include acceleration provisions resulting in large 
fees paid when a portfolio company is taken public or sold.  Further, Stein explained that the fees 
associated with such monitoring agreements are frequently not disclosed with much detail at the time 
when the investor commits capital to the fund.  With respect to performance fees, Stein noted that some 
advisers do not provide sufficient disclosure on how they calculate the internal rate of return (“IRR”) for 
past funds.  There could be a material difference, according to Stein, between an IRR calculated based 
on unrealized investments as valued by the adviser and an IRR based solely on realized investments.  
She also stated that IRRs presented as net returns could potentially be inflated if they included returns on 
capital contributed by the fund’s general partner, since the general partner typically does not pay a 
management fee or carried interest, or could be inflated by preferred investors who pay reduced fees. 

Stein further discussed ETFs, noting the rapid growth of ETFs and that, over the past decade, total net 
assets in ETFs have grown from $151 billion to $1.8 trillion.  She mentioned that the SEC, at the time of 
this speech, was considering new exemptive applications for actively managed ETFs that seek to provide 
less transparency regarding portfolio holdings than what has typically been required.  For a discussion of 
some of these applications, please see the article above, SEC Issues Exemptive Relief for Non-
Transparent ETMFs, and the November 19, 2014 Investment Management Regulatory Update.  Until 
now, according to Stein, the daily transparency requirement has restricted ETFs from gaining much of the 
actively managed funds’ market share and provided a practical ceiling on the aggregate size of ETFs.  
Stein asserted that now, however, exchanged-traded managed funds had the potential to become much 
larger in size than traditional ETFs.  Stein noted some of her questions concerning the implications of an 
increase in exchange traded products (“ETPs”), such as the effect of an ETF on the volatility of the 
underlying securities held by such ETF, what happens when one or more authorized participants drops 
out of the market, and whether redemptions may increase fire sale risk as ETFs invest in less liquid 
assets.  She concluded by mentioning that the SEC had a cross-division team that continues to monitor 
ETPs and consider the market and systemic impacts of the ETP industry.   

► See a copy of Stein’s speech 

Insider Trading: U.S. Court of Appeals (Second Circuit) Vacates Convictions, Clarifies 
Requirements of Tippee Liability 
On December 10, 2014, the U.S. Court of Appeals for the Second Circuit held that to obtain an insider 
trading conviction against a tippee, the Government must prove that the tippee knew both that an insider 
disclosed confidential information and that the insider did so in exchange for a personal benefit.  The 
court emphasized that “without establishing that the tippee knows of the personal benefit received by the 
insider in exchange for the disclosure, the Government cannot meet its burden of showing that the tippee 
knew of a breach.”  The Second Circuit vacated defendants' convictions and remanded for dismissal 
because the district court improperly instructed the jury, there was insufficient evidence showing that the 
insiders received a personal benefit and, even assuming that evidence of the insiders' personal benefit 
was sufficient, there was insufficient evidence that defendants knew that they were trading on information 
obtained in violation of the insiders' fiduciary duties.  For a detailed discussion of this ruling, please see 
the December 11, 2014 Davis Polk Client Memorandum, Insider Trading: U.S. Court of Appeals 
(Second Circuit) Vacates Convictions, Clarifies Requirements of Tippee Liability.  

http://www.davispolk.com/sites/default/files/November%202014%20IMG%20Update.pdf
http://www.sec.gov/News/Speech/Detail/Speech/1370543515397#.VIsZqCvF8WY
https://sites-davispolk.vuturevx.com/email_handler.aspx?sid=fd58bc7f-2937-41cd-ab5e-88b9001c3c2e&intIaContactId=dVMTOITFLsl3xFU9aCqiqA%3d%3d&redirect=http%3a%2f%2fwww.davispolk.com%2fsites%2fdefault%2ffiles%2f12-11-2014_Insider_Trading_U.S._Court_of_Appeals_%2528Second_Circuit%2529_Vacates_Convictions_Clarifies_Requirements_of_Tippee_Liability.pdf
https://sites-davispolk.vuturevx.com/email_handler.aspx?sid=fd58bc7f-2937-41cd-ab5e-88b9001c3c2e&intIaContactId=dVMTOITFLsl3xFU9aCqiqA%3d%3d&redirect=http%3a%2f%2fwww.davispolk.com%2fsites%2fdefault%2ffiles%2f12-11-2014_Insider_Trading_U.S._Court_of_Appeals_%2528Second_Circuit%2529_Vacates_Convictions_Clarifies_Requirements_of_Tippee_Liability.pdf
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SEC Plans Several Initiatives Focused on Investment Funds and Advisers in 2015 
On November 17, 2014, the SEC issued its Fiscal Year 2014 Agency Financial Report (the “Report”), 
which, among other things, highlighted several key initiatives involving investment funds and advisers 
planned for 2015. 

Rulemaking Initiatives 
According to the Report, in 2015 the SEC plans to devote significant effort to implementing several 
regulatory initiatives specific to investment funds and advisers, including the following: 

 Evaluating the recommendation for a uniform fiduciary standard of conduct for investment 
advisers and broker-dealers when providing personalized investment advice about securities 
to retail investors; 

 Considering methods of harmonizing the regulatory requirements of investment advisers and 
broker-dealers more generally when each provide the same or substantially similar services 
to retail investors; 

 In the context of addressing the remaining reviews required by the Dodd-Frank Wall Street 
Reform and Consumer Protection Act of 2010, assessing whether the “accredited investor” 
definition requires any adjustments; 

 Further enhancing the quality of reports and other information provided to mutual fund and 
variable annuity investors; 

 Considering significant improvements to the risk management practices of investment funds 
and advisers, specifically through new requirements addressing liquidity risk management, 
stress testing, the use of derivatives and transition planning; and 

 To facilitate data analysis and risk monitoring, improving the content and usability of data 
reporting by investment funds, mutual funds, ETFs and other registered investment 
companies. 

Data Analytics Initiatives 
According to the Report, in 2015 the Division of Investment Management will develop and employ several 
sophisticated data analytics, including: 

 Enhancing the SEC’s ability to track and categorize disclosure filings, including substantive 
disclosure and accounting comments made to mutual funds and other registered investment 
companies.  According to the SEC, such analytics will improve its analysis of emerging 
trends, frequency of issues and related patterns in fund disclosure and product development 
activity; and 

 Analyzing monthly portfolio data from the Forms N-MFP of money market funds in order to 
implement money market mutual fund reforms adopted by the SEC in 2014. 

► See a copy of the Report 

CFTC Issues No-Action Relief from Registration as Commodity Trading Advisors for 
Family Offices 
On November 5, 2014, the Division of Swap Dealer and Intermediary Oversight (the “Division”) of the 
U.S. Commodity Futures Trading Commission (the “CFTC”) issued CFTC Letter No. 14-143 (the “Letter”) 
granting no-action relief from the requirement to register as commodity trading advisors (“CTAs”) under 
Section 4m(l) of the Commodity Exchange Act (the “CEA”) to family offices in connection with their 
advisory services to family clients.  The Letter builds upon CFTC Letter No. 12-37, issued by the Division 
in November 2012 (the “CPO Letter”), which provided similar relief from the requirement to register as 

http://www.sec.gov/about/secpar/secafr2014.pdf
http://www.sec.gov/about/secpar/secafr2014.pdf
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commodity pool operators (“CPOs”) to family offices providing advisory services to family clients.  
According to the CPO Letter, a family office generally is a professional organization that is wholly-owned 
by clients in a family and is exclusively controlled (directly or indirectly) by one or more members of a 
family and/or entities controlled by a family.   

According to the Letter, the Division issued the CPO Letter to address the impact of the rescission of 
CFTC Regulation 4.13(a)(4), which had provided an exemption from CPO registration that was commonly 
relied upon by family offices.  Further, the CPO Letter noted SEC rulemaking providing an exemption for 
family offices that would otherwise be required to register as investment advisers.  According to the 
Division, in an effort to facilitate compliance and place both agencies on equal footing with respect to the 
application of investor protections relevant to this issue, the Division issued the CPO Letter providing 
relief from registration to CPOs meeting the SEC’s definition of family office in 17 CFR 275.202(a)(11)(G)-
1.  According to the Division, the arguments raised in favor of the no-action relief provided by the CPO 
Letter are equally applicable in the context of CTA registration, and therefore family offices eligible for 
relief under the CPO Letter are further granted no-action relief from CTA registration.  

The relief provided by the Letter is not self-executing and a family office seeking relief must file a claim 
containing the name, main business address and telephone number of the family office claiming relief and 
the capacity (i.e., CTA) and, where applicable, the name of the pool(s) for which the claim is being filed.  
The claim must be electronically signed by the family office and filed with the Division by email to 
dsionoaction@cftc.gov with the subject line “Family Office CTA Relief.” 

► See a copy of the press release 

► See a copy of the no-action letter 
► See a copy of CFTC Letter No. 12-37 

Chancellor of the Exchequer Discusses Changes in Private Equity Taxation 
On December 2, 2014, George Osborne, the United Kingdom’s Chancellor of the Exchequer, delivered 
his annual Autumn Statement to the British Parliament, which laid out the government’s priorities for 
financial policy in the year ahead.  Osborne announced that the UK will take measures to prevent “the 
disguising of fee income by investment managers.”  

According to the Autumn Statement, the U.K. government will introduce legislation, effective from April 
2015, designed to ensure that fees paid to investment fund managers “for their services” are taxed as 
income rather than as capital gains, regardless of whether a manager claims such fees were related to 
performance.  Under the new rules, according to the Autumn Statement, management fees will be treated 
as income and rates could rise from 28% to 47%.  The government made clear, however, that the new 
legislation would not affect fees actually linked to performance (“carried interest”) or returns that are 
exclusively from investments by partners.  According to the Autumn Statement, the scheme is expected to 
generate approximately £360 million in additional tax revenue for the United Kingdom over the next five 
years. 

► See a copy of Osborne’s speech 

► See a copy of the Autumn Statement 

Litigation 

SEC Grants Exemption from Rule 506(d) Disqualification 
On November 25, 2014, the SEC issued an order (the “Order”) to Bank of America, N.A. and Merrill 
Lynch, Pierce, Fenner & Smith Inc. (collectively, the “Respondents”) pursuant to Rule 506(d) of 
Regulation D under the Securities Act of 1933 (the “Securities Act”) waiving their disqualification from 

mailto:dsionoaction@cftc.gov
http://www.cftc.gov/PressRoom/PressReleases/pr7068-14
http://www.cftc.gov/ucm/groups/public/@lrlettergeneral/documents/letter/14-143.pdf
http://www.cftc.gov/ucm/groups/public/@lrlettergeneral/documents/letter/12-37.pdf
https://www.gov.uk/government/speeches/chancellor-george-osbornes-autumn-statement-2014-speech
https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/382327/44695_Accessible.pdf
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participating in Rule 506 private placements.  According to the SEC’s complaint in the SEC action relating 
to the disqualification, the Respondents defrauded investors in an offering of residential mortgage-backed 
securities by failing to disclose key risks and misrepresenting facts about the underlying mortgages, 
thereby violating Sections 17(a)(2) and (3) and Section 5(b)(1) of the Securities Act.  Under the terms of a 
settlement by the Respondents with the U.S. Department of Justice (which included a resolution of the 
SEC’s charges), the Respondents were enjoined, pursuant to the final judgment issued by the District 
Court for the Western District of North Carolina (the “Judgment”), from committing violations of Sections 
17(a)(2) and (3) and Section 5(b)(1) of the Securities Act.   

Rule 506 of Regulation D under the Securities Act (“Rule 506”) is a non-exclusive safe harbor that 
permits the unregistered sale of securities in private placements to “accredited investors” (including 
individuals with more than $1 million in net worth, excluding primary residence, or with annual income of 
more than $200,000 in the prior two years and a reasonable expectation of meeting the threshold in the 
current year, and companies with more than $5 million in assets), subject to certain conditions. Under 
Rule 506(d), if one of an enumerated list of covered persons in relation to an offering of securities is 
subject to a “disqualifying event” that occurred on or after September 23, 2013, then the issuer is 
generally disqualified from relying on Rule 506. Rule 506(d)(2)(ii), however, gives the SEC discretion to 
grant an exemption from such disqualification upon a “showing of good cause.” Please see the December 
11, 2013 Davis Polk Client Memorandum, SEC Issues Guidance on Rule 506 “Bad Actor” Provisions, 
for a discussion of the guidance and interpretations regarding certain key aspects of the bad actor rules 
that affect investment advisers and their funds. 

According to the Order, the Respondents have shown good cause by agreeing to: 

 Retain an independent consultant (the “Consultant”) to conduct a comprehensive review of 
their policies and procedures relating to compliance with Rule 506; 

 Cooperate fully with the Consultant and provide access to materials as reasonably requested 
for review;  

 Require the Consultant to (i) test the relevant entities’s policies and procedures relating to 
Rule 506 by sampling Rule 506 transactions and (ii) submit a written preliminary report to 
Respondents and the SEC Staff within 360 days of the Order, which report must identify any 
instances of potential non-compliance with the Rule 506 policies and procedures and contain 
recommendations for any changes in or improvements to the relevant entities’ Rule 506 
policies and procedures;  

 Within 180 days of receipt of the preliminary report, generally adopt and implement all 
recommendations in such report (subject to a procedure for the Respondents to object to any 
recommendation they consider “unduly burdensome or impractical”) and notify the SEC when 
the recommendations have been implemented; 

 Within 180 days of implementation of the preliminary report recommendations, require the 
Consultant to submit a final written report to the Respondents and the SEC staff, which report 
shall contain the Consultant’s certification that Respondents have implemented the 
recommendations in the preliminary report and that the Respondents’ policies and 
procedures designed to ensure compliance with Rule 506 are reasonably designed to 
achieve that purpose; 

 Following the delivery of the final report, the Respondents may apply to the SEC for a waiver 
covering the remaining 30 months in the disqualification period not covered by the Order (as 
discussed below); 

 Require the Consultant to agree that for the engagement period and two years following such 
period, the Consultant, along with any firm with which the Consultant is affiliated (or any 
person engaged to assist the Consultant with its duties with respect to the relevant entities 
without prior written SEC consent) will not enter into a professional relationship with the 
relevant entities and any of their present or former affiliates; and 

http://www.davispolk.com/download.php?file=sites/default/files/12.11.13.Rule_.506.Bad_.Actor_.htm
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 Terminate the Consultant’s role only with the prior written approval of SEC staff and to 
compensate the Consultant at reasonable and customary rates. 

The SEC’s waiver is valid for a period of 30 months after the Judgment.  As stated above, after the 
Respondents have adopted all of the Consultant’s recommendations, they may apply for a waiver 
covering the remaining 30 months of the disqualification period. 

► See a copy of the Order 

 

SEC Charges HSBC’s Swiss Private Banking Unit with Providing Unregistered Services 
to U.S. Clients 
On November 25, 2014, the SEC issued an order (the “Order”) instituting settled administrative and 
cease-and-desist proceedings against HSBC’s Swiss private banking unit, HSBC Private Bank (Suisse), 
SA (“HSBC Suisse”), for providing cross-border brokerage and investment advisory services to U.S. 
clients without registering (or being exempt from registration) as a broker-dealer or investment adviser 
with the SEC, in violation of Section 15(a)(1) of the Securities Exchange Act of 1934 and Section 203(a) 
of the Investment Advisers Act of 1940. 

According to the SEC, from at least 2003 through 2011, HSBC Suisse and its predecessors, through the 
actions of unregistered relationship managers, engaged in certain brokerage and investment advisory 
services with U.S. clients that required it to be registered with the SEC, including (i) soliciting, establishing 
and maintaining brokerage and investment advisory accounts, (ii) accepting and executing orders for 
securities transactions, (iii) providing investment advice, (iv) handling funds and securities and (v) 
providing account information and statements.  The SEC alleged that relationship managers traveled to 
the United States to solicit securities transactions and provide investment advice and also communicated 
with U.S. clients through overseas mail and email.  According to the Order, HSBC Suisse maintained as 
many as 368 U.S. client accounts during this time and earned approximately $5.7 million in fees for such 
services.   Further, the SEC alleged that HSBC Suisse was aware that certain of its activities with U.S. 
clients required registration with the SEC and undertook compliance initiatives in an effort to mitigate such 
risk, including establishing a dedicated North American desk to service U.S. clients in a compliant 
manner.  However, according to the Order, many U.S. clients were never transferred to the North 
American desk because the current relationship managers did not want to lose their clients. 

HSBC Suisse settled the proceedings, agreeing to: (i) admit wrongdoing, (ii) be censured and (iii) pay 
$5,723,193 in disgorgement, $4,215,543 in prejudgment interest and a civil penalty of $2,600,000. 

► See a copy of the press release 

► See a copy of the Order 
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If you have any questions regarding the matters covered in this publication, please contact any of the 
lawyers listed below or your regular Davis Polk contact. 

John G. Crowley 212 450 4550 john.crowley@davispolk.com 

Nora M. Jordan 212 450 4684 nora.jordan@davispolk.com 

Yukako Kawata 212 450 4896 yukako.kawata@davispolk.com 

Leor Landa 212 450 6160 leor.landa@davispolk.com 

Gregory S. Rowland 212 450 4930 gregory.rowland@davispolk.com 

Beth M. Bates 212 450 4062 beth.bates@davispolk.com 
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