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 Legal Considerations for Registered 

Investment Companies Investing in 

Derivatives: Part 1  

 by Georgia Bullitt, Thomas Harman, Christopher Menconi, 
Bill Zimmerman and Christopher Jackson 

 O
ver the past 20 years, the registered investment company industry, 

its regulators and the popular press have engaged in an on-going 

debate regarding the risks and rewards of allowing registered 

investment companies to invest in derivatives and to obtain lever-

age through derivatives and other arrangements, such as prime brokerage. 1    During 

that period, investment companies have significantly increased their use of derivatives 

both for risk management purposes and as a means of obtaining exposures in a man-

ner consistent with the Investment Company Act of 1940 (the 1940 Act). 2    Investment 

companies have also used derivatives as a substitute for direct investment when the 

desired direct investment is less liquid or is restricted, or when obtaining exposure 

through derivatives is believed to be more cost-effective. 

 The intensity of the debate regarding the 
use of derivatives by registered investment 
companies increased following the bankruptcy 
of Lehman Brothers and the US government 
bailout of American Insurance Group. Both 

events created a public perception of deriva-
tives as risky investments that behave in an 
unpredictable manner. At the same time, the 
Securities and Exchange Commission (SEC) 
intensified its focus on risks observed in lev-
eraged and inverse exchange-traded funds 
(ETFs), which rely heavily on derivatives. In 
light of both the general market concerns and 
a desire to re-evaluate the use of derivatives 
by registered investment companies, including 
ETFs, the SEC announced this past spring 
that it was embarking on a review of the use 
of derivatives by registered investment com-
panies and suspending requests for exemptive 
relief  from actively-managed ETFs to permit 

  Ms. Bullitt and Messrs. Harman, Menconi and 
Zimmerman are partners with Morgan Lewis & 
Bockius LLP, and Mr. Jackson is General Counsel 
of Calamos Investments. The authors would also 
like to acknowledge the following colleagues at 
Morgan Lewis who assisted with the article: John 
McGuire, Tim Levin, Richard Grant, Thomas 
D’Ambrosio, Michael Piracci, Sean Graber, Josh 
Blackman and John O’Brien.  
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 investments in derivatives. 3    As part of  its 
review, the SEC will also consider the recently 
reported recommendations of a Task Force 
created by the American Bar Association 
(ABA Task Force). 4    In speeches regarding the 
SEC derivatives review, Andrew Donohue, 
Director of the SEC’s Division of Investment 
Management, indicated that one of the primary 
concerns of the Staff  of the SEC regarding the 
use of derivatives by registered investment 
companies was the access to leverage provided 
by the instruments. 5    In analyzing leverage cre-
ated by derivatives, the Staff  focused both on 
what it called “indebtedness leverage” and on 
what it referred to as “economic leverage.” 6    
Indebtedness leverage involves the creation by 
an investment company of an obligation to a 
person or entity other than investment com-
pany shareholders that allows the investment 
company to participate in gains and losses 
on an amount that exceeds the initial invest-
ment by the investment company. 7    Examples 
include futures, forward contracts and written 
options. The other type of leverage, “economic 
leverage,” is described by the Staff  as height-
ened price sensitivity in a manner similar to 
debt. Unlike indebtedness leverage, economic 
leverage does not involve the creation of an 
obligation but may expose the investment 
company to a level of risk that exceeds the 
amount invested. For example, when an invest-
ment company purchases a long call option, it 
participates in gains on the price of the stock 
underlying the option in return for a premium 
that is a fraction of the market price of the 
stock. If  there are no gains, the investment 
company simply loses the premium. In 1994, 
when the Staff  last studied the use of deriva-
tives by investment companies, the Staff  con-
cluded that disclosure was the most effective 
way to address concerns regarding investment 
company use of leverage. Given statements by 
the Staff  in connection with the SEC’s current 
review and the recommendations of the ABA 
Task Force, it seems unlikely that it will come 
to the same conclusion. 8    

 In speeches regarding the review, the Staff  
indicated that it was also examining whether 
existing regulations appropriately address 
issues relating to concentration and diversifi-
cation. 9    These statements raise practical issues 
for registered investment company boards and 

advisers regarding how to comply with the 
1940 Act, including whether the current meth-
ods used by investment companies to value 
derivatives and to calculate the amount of 
assets earmarked as “cover” are acceptable. 

 The use of derivatives by registered invest-
ment companies will also be affected by immi-
nent legislative changes. 10    Congress is currently 
reconciling legislation passed by the United 
States House of Representatives (the House) 11    
and the United States Senate (the Senate) 12    that 
will regulate both dealers and substantial users 
of derivatives and force a number of deriva-
tives that are currently traded over-the- counter 
(that is, privately negotiated transactions off  
an established exchange) to be centrally cleared 
and traded on a regulated exchange or cross-
ing facility. These changes are likely to change 
the marketplace for derivatives and limit the 
ability to obtain customized contracts that 
are tailored to the regulatory and investment 
needs of a particular counterparty, including 
an investment company. 

 This article summarizes the relevant regula-
tory, disclosure and tax implications of using 
derivatives for investment company managers 
and boards and discusses developing issues 
relating to their use of derivatives. The discus-
sion includes an analysis of current regulation 
and anticipates future changes stemming from 
the pending financial reform legislation as well 
as the SEC review.  

 Regulatory Considerations 
for Registered Investment 
Companies Using Derivatives 
and Engaging in Short Selling 

 The term “derivative” refers to a broad 
range of financial instruments whose value 
is dependent on the value of the underlying 
assets. The instruments may be traded on a 
regulated exchange or over-the-counter, may or 
may not have embedded optionality or leverage 
and may settle on a physical or cash (net) basis. 
The substantive provisions of the 1940 Act, 
either directly or indirectly, govern the use of 
derivatives and other complex instruments by 
investment companies registered with the SEC 
under the 1940 Act. The primary provisions 
include: (i) limitations on leverage or issu-
ance of “senior securities,” (ii) rules  governing 
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 custody, (iii) restrictions on the ability of 
investment companies to invest in financial ser-
vices firms, (iv) rules relating to diversification, 
liquidity and concentration, and (v) disclosure 
requirements, including whether the use is 
consistent with an investment company’s name 
and stated investment objectives.  

 A short sale refers to a sale of securities 
that the seller settles using borrowed securi-
ties. 13    The borrowing, if  effected through a 
US broker-dealer, is subject to Regulation T 
of the Board of Governors of the Federal 
Reserve System (Reg T) and the maintenance 
margin requirements imposed by New York 
Stock Exchange Rule 431 and Rule 2520 of 
the Financial Industry Regulatory Authority 
(together, the Maintenance Margin Rules) 
and must be booked in a margin account. The 
 broker-dealer settling the transaction must col-
lect initial margin from the selling customer of 
150 percent of the “current market value” of the 
security sold short plus maintenance margin. 
To the extent that a customer wishes to execute 
short sales through multiple broker-dealers 
but clear and settle transactions centrally, the 
customer will be required to enter into a prime 
brokerage arrangement. These arrangements, 
including the need for broker-dealers to col-
lect margin, create issues for registered invest-
ment companies both under the provisions of 
the 1940 Act that restrict leverage and under 
the custody provisions in Section 17 of the 
1940 Act. 

 Prohibition of Senior Securities—
Implication for Derivatives 

 The 1940 Act limits the amount of lever-
age that registered investment companies may 
assume by restricting direct borrowing and, 
more broadly, the issuance of “senior securi-
ties.” The provisions are designed to prevent 
excess borrowing and limit increases in the 
speculative character of equity issued by regis-
tered investment companies. 14    Under the 1940 
Act and related SEC interpretations, the con-
cept of leverage is defined broadly. As a result, 
it is a good rule of thumb to assume that the 
1940 Act leverage rules will be implicated 
if  an investment company makes an invest-
ment in connection with which an obliga-
tion remains outstanding beyond the normal 

 settlement cycle for securities (that is, indebt-
edness leverage). 

 Section 18 of the 1940 Act restricts a reg-
istered investment company’s ability to issue 
“senior securities.” The term “senior security” 
is defined in Section 18(g) as “any bond, 
debenture, note or similar obligation or instru-
ments constituting a security and evidencing 
indebtedness, and any stock of a class having 
priority over any other class as to distribution 
of assets or payment of dividends.” Open-end 
investment companies are prohibited from 
issuing senior securities but may borrow from 
a US regulated bank, so long as the invest-
ment company maintains an asset coverage 
ratio (that is, assets to debt) of at least 300 
percent (including the amount borrowed) at 
all times that the borrowing is outstanding. 15    
Closed-end investment companies are subject 
to less restrictive provisions and may issue or 
incur debt consistent with Sections 18(a) and 
(c) of the 1940 Act: (i) through issuance of a 
single class of debt, so long as the investment 
company maintains an asset coverage ratio 
of at least 300 percent and the debt is subject 
to specified restrictive covenants, (ii) through 
issuance of one class of preferred stock, so 
long as the investment company maintains 
an asset coverage ratio of at least 200 percent 
and the preferred stock is subject to specified 
restrictive covenants, and (iii) by borrowings 
from a bank or through a privately arranged 
financing. Both open-end and closed-end 
investment companies may enter into tempo-
rary, short-term borrowings of up to five per-
cent of the investment company’s total assets 
with any person. A loan is presumed to be for 
temporary purposes if  it is repaid within 60 
days and is not extended or renewed. 16    

 The SEC provided important guidance 
on the application of the 1940 Act’s lever-
age restrictions in Investment Company Act 
Release No. 10666 (Release 10666). 17    In the 
Release, the SEC explained how a registered 
investment company 18    could avoid creation of 
a senior security, and therefore comply with 
the 1940 Act leverage restrictions, in three spe-
cific contexts. The Release makes clear that the 
transactions described are examples only and 
that the principles articulated in the Release 
are intended to apply more broadly to “…all 
comparable trading practices which may affect 
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the capital structure of investment companies 
in a manner analogous to the securities trading 
practices.” 19    The SEC also highlighted in the 
Release risks inherent in structured transac-
tions with embedded leverage. “The gains and 
losses from the transactions can be extremely 
large relative to invested capital; for this rea-
son, each agreement has speculative aspects.” 

 The three transactions specifically addressed 
in Release 10666 were (i) a reverse repurchase 
transaction, (ii) a firm commitment agree-
ment and (iii) a standby commitment, each 
of which involved future payment obligations 
for the investment company. In order for an 
open-end investment company to avoid cre-
ation of a senior security in connection with 
the transactions, the SEC indicated that the 
investment company must segregate or “cover” 
its obligations by establishing a segregated 
account holding only liquid assets, such as 
cash, US government securities or other appro-
priate high grade debt obligations, equal in 
value to its obligations under the transaction. 
The segregated assets must be marked-to-the-
market on a daily basis. In later interpretive 
guidance, the SEC Staff expanded the types 
of instruments eligible to serve as “cover” in 
the segregated account to include equity and 
non-investment grade debt, provided the assets 
are liquid. The relief contemplated that the 
investment company would treat the assets as 
segregated for purposes of the investment com-
pany’s books and records, even if  the assets 
were not physically segregated. 20    In both cases, 
the approaches were designed to reduce the 
investment company’s risk of loss and assure 
that it had available adequate liquid assets to 
meet obligations arising from the transaction. 
In some cases, an investment company would 
be allowed to earmark assets used for cover on 
the books of the investment company and not 
necessarily on the books of the custodian. 21    
This may allow an investment company admin-
istrator to more easily substitute assets used for 
segregation purposes. 22    

 Since the publication of Release 10666, 
investment companies have applied the seg-
regation approach articulated in the Release 
to a variety of derivative transactions and 
other types of leveraged transactions, includ-
ing short sales of securities, in order to avoid 
running afoul of the prohibition on issuance 

of senior securities. However, there continues 
to be a lack of clarity regarding the amount of 
assets that must be segregated. For example, 
common questions that arise are whether the 
investment company must set aside liquid 
assets equal to: the notional amount of the 
contract (that is, the total reference amount 
for a swap, the strike price for an option or the 
delivery amount for a futures contract); the 
net value of the investment company’s position 
(that is, the out-of-the-money “exposure” on a 
swap, the value or delta of the party’s option 
position or the net obligation payable on cash 
sale for a futures contract); or some other 
measure of value, such as a risk-based measure 
used by CME Clearing to margin futures or by 
the Options Clearing Corporation to margin 
listed securities options. The SEC has provided 
guidance as to the amount of assets required 
to be segregated for some instruments but 
not for others. The SEC Staff  has indicated 
that it is considering the question in connec-
tion with its review and the ABA Task Force 
provided recommendations on the topic in its 
Report. 23    We have included as an appendix to 
this Article a summary of the existing interpre-
tive guidance relating to segregation, which we 
describe in more detail below. 24    

 The SEC Staff  has given informal guidance 
with respect to futures contracts that an invest-
ment company must segregate liquid or other 
qualifying assets equal to (i) the purchase 
price of the futures contract, if  the investment 
company is long the position or (ii) an amount 
that, when added to the amounts depos-
ited with a futures commission merchant, or 
broker as margin, equals the market value 
of the instruments or currency underlying 
the futures contract, if  the investment com-
pany is short the positions. Based on regula-
tory filings by both open-end and closed-end 
investment companies, it can be inferred that 
the Staff  has informally accepted the indus-
try practice that, for futures contracts that 
are contractually required to be cash-settled, 
only the marked-to-the-market net obliga-
tion and not the notional value is required to 
be segregated. 25    With respect to options sold 
by an investment company—securities-based 
options as well as commodity options—the 
SEC Staff  indicated that the investment com-
pany must segregate liquid assets equal to the 
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strike price of the options, less any margin on 
deposit in order to satisfy the requirements of 
Release 10666. 26    With respect to forward con-
tracts, the SEC Staff  has informally indicated 
that for forwards that are not contractually 
required to be settled on a net cash basis, the 
investment company should segregate liquid 
assets equal to the full notional value of the 
contract whereas, for cash settled forwards, 
the investment company may set aside liq-
uid assets equal to the investment company’s 
daily marked-to-market net obligations. 27    As 
noted by the ABA Task Force, the SEC has 
not provided guidance on the application of 
the segregation requirements to swaps and, in 
particular, whether the investment company 
is obligated to segregate liquid assets equal 
to the notional amount or the value of the 
investment company’s net obligation under 
the swap, that is, the marked-to-market value 
of the amount owed by the investment com-
pany to the counterparty, determined on a net 
basis (that is, the counterparty’s “Exposure,” 
as defined in the ISDA (defined below) Credit 
Support Annex). 28    

 The SEC Staff  has also allowed investment 
companies to enter into short sales of securi-
ties in reliance on the segregation principles 
outlined in Release 10666. In a no-action letter 
issued to Robertson Stephens, the SEC Staff  
did not object to an arrangement in which the 
investment company segregated assets equal to 
the market value of the securities sold short. 29    
In many cases, segregation is accomplished 
by having the open-end investment company-
short seller physically post liquid assets as 
collateral. If  the short position is cleared and 
settled through a prime broker, proceeds from 
the short sale would generally be retained by 
the prime broker itself  and marked to the mar-
ket daily and the balance (initially 50 percent 
and maintenance margin of between $2.50 
per share and 30 percent) plus any additional 
“house” margin required by the prime broker 
would be held in a special custody account 
at the investment company’s custodian. The 
investment company would contractually 
arrange for the custodian to transfer excess 
collateral out of the special custody account 
and to withdraw from the assets held by the 
prime broker any monies in excess of the 
value of the extension of credit  represented by 

the securities loan. The minimum net equity 
required by the SEC in order for customers 
to use a prime broker would include assets 
held in the special custody account and apply 
exclusively at a point in time where the prime 
broker has extended credit to the investment 
company. 30    

 In addition to the segregation approach, the 
Staff has also approved off-set as a means by 
which a registered investment company may 
avoid violation of Section 18 of the 1940 Act. 
Under this approach, an investment company 
enters into a position that fully off-sets its 
exposure on a derivative or short position. 31    
For example, an investment company may off-
set a short option position by selling short the 
identical stock at a price equal to or higher than 
the exercise price of a put option. In the event 
that the put option is exercised, the investment 
company would have off-setting gains on its 
short position that would be available to pay 
the strike price on the option.  

 Custody Rule—Implications 

 Section 17(f) of the 1940 Act establishes 
rules relating to custody of assets by registered 
investment companies. This section and the 
rules adopted by the SEC under Section 17 
determine, among other things, where and 
how an investment company may post col-
lateral to a counterparty with respect to a 
derivatives transaction. The rules also establish 
a framework for the custody of liquid assets 
to be held in segregation in satisfaction of the 
requirements under Release 10666 and the 
related SEC Staff  interpretations relating to 
avoidance of the prohibition on issuance of a 
senior security.  

 The 1940 Act and the rules adopted under 
Section 17 have effectively resulted in the 
vast majority of  registered investment compa-
nies placing and maintaining their securities 
and other investments in the custody of a 
regulated US bank (or its foreign branches). 
Although Section 17(f) and the underlying 
rules permit a broker-dealer registered with 
the SEC to serve as a custodian to a registered 
investment company, the conditions imposed 
on use of  a broker-dealer are sufficiently 
burdensome as to make the selection unwork-
able in many cases. For example, Rule 17f-1 
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prohibits a broker-dealer from imposing “a 
lien or charge of any kind” on the registered 
investment company’s assets in its custody, 
requires an annual, semi-annual and other 
periodic examination by an independent pub-
lic accountant and provides that a copy of the 
custody agreement be ratified by the invest-
ment company board annually and transmit-
ted to the SEC. Under the rule, a regulated 
bank, unlike a broker-dealer, may encumber 
assets that are custodied with it by a registered 
investment company. The bank may take a 
lien against the assets itself  or grant a lien to a 
third party, such as a broker-dealer. Registered 
investment companies may not custody with 
entities engaged in a broker-dealer business 
that are not registered with the SEC, such as a 
foreign broker-dealer.  

 The custody rules also apply to collateral 
posted by a registered investment company 
to a dealer in connection with a derivatives 
transaction or prime brokerage arrangement. 
As a result of the 1940 Act requirements, 
investment companies typically hold posted 
collateral at their bank custodian in a special 
custody account administered under a tri-
party control agreement designed to perfect 
the dealer’s interests in the investment compa-
ny’s pledge account at the custodian through 
control, in accordance with Articles 8 and 9 
of the Uniform Commercial Code. Investment 
companies often agree to post collateral in an 
amount that is commensurate with the assets 
they must earmark on their books in order to 
satisfy the segregation requirements. Assets 
held in a pledge account under a tri-party con-
trol agreement are reflected as owned by the 
investment company for purposes of calcula-
tion of the net asset value until foreclosed on 
by the dealer upon the investment company’s 
default or upon the bankruptcy of the prime 
broker, if  held in connection with a short 
sale. 32    In negotiating derivatives documenta-
tion with US dealers, registered investment 
companies typically negotiate a tri-party con-
trol agreement with the dealer at the time they 
negotiate the credit support annex (NY law 
form published by the International Swaps 
and Derivatives Association, Inc. (ISDA)) to 
supplement the ISDA master agreement and 
provide in the credit support annex that the 
custodial arrangement reflected in the  control 

agreement will be the exclusive means by 
which the dealer may take collateral from the 
investment company. Similarly, an investment 
company would typically negotiate a tri-party 
control agreement providing for a special cus-
tody account in connection with opening a 
prime brokerage account.  

 While US derivatives dealers are generally 
familiar with the custody rules governing reg-
istered investment companies and the resulting 
need for investment companies to hold collat-
eral with a bank custodian, these requirements 
are not always well understood by foreign 
derivatives dealers. Under the 1940 Act, invest-
ment companies generally must post collateral 
to a foreign dealer either with a US bank or 
through a foreign branch of a US bank.  

 The tri-party arrangements create issues 
for both US-based and foreign dealers. Most 
importantly, the arrangements restrict the 
ability of  the dealers to use collateral posted 
by the investment company-counterparty to 
fund their hedging activity. In the US mar-
ket and abroad, dealers in over-the-counter 
derivatives typically negotiate rights to rehy-
pothecate or use collateral posted to them by 
the counterparty. Dealers then exercise these 
rights and use the cash or other assets to pay 
for the securities or other instruments used 
by the dealer to hedge its exposure under 
the derivatives. The tri-party arrangements 
entered into by investment companies gener-
ally prohibit any use of  the investment com-
pany’s posted collateral by the dealer unless 
and until the investment company defaults. 
As a result, dealers accepting collateral from 
investment companies under these arrange-
ments will need to look to alternative sources 
of  funding for their hedging activity, which 
increases the costs of  the transactions to the 
dealers. In addition, the structure of the col-
lateral arrangements required with registered 
investment companies (that is, a pledge of 
collateral held under a control agreement), is 
not the customary means of handling collat-
eral outside the US. Foreign dealers typically 
rely on a transfer arrangement rather than 
a pledge arrangement, in connection with 
which the counterparty transfers cash to the 
dealer to secure its obligations and is entitled 
to a return of the assets when it satisfies its 
obligations. Dealers generally document these 
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arrangements under a credit support annex 
published by ISDA and referred to generally 
as the “English Law-Transfer Form.” 33    As an 
operational matter, foreign dealers may not 
be set up to accept collateral from a coun-
terparty other than through a transfer under 
an English Law-Transfer Form. As a result, 
registered investment companies may not, as a 
practical matter, be able to transact with some 
foreign dealers. 

 One exception to the provisions under the 
1940 Act requiring investment companies to 
custody assets exclusively with a regulated 
bank is the rule governing custody of margin 
held in respect of listed futures contracts. 
Rule 17f-6 permits (but does not require) a 
registered investment company to place and 
maintain cash, securities and similar invest-
ments with a futures commission merchant 
(FCM) that is unaffiliated with the registered 
investment company (and unaffiliated with 
an affiliate of the investment company) in 
amounts necessary to effect the investment 
company’s transactions in exchange-traded 
futures contracts and commodity options. 
Exchange-traded futures contracts and com-
modity options include those traded on a con-
tract market designated for trading consistent 
with the Commodity Exchange Act as well as 
a board of trade or exchange located outside 
the US, as contemplated by Part 30 under the 
Commodity Exchange Act. 34    Under Rule 17f-6, 
the registered investment company must enter 
into a written contract with the FCM govern-
ing the arrangement and include specified 
required terms. 35    The investment company 
must also arrange to transfer gains on posi-
tions (other than  de minimis  amounts) out 
of the FCM on the business day following 
receipt.  

 The Commodity Futures Trading 
Commission (the CFTC), through its regula-
tion of the futures market, requires all market 
participants, including registered investment 
companies, to hold collateral against futures 
positions at an FCM. Commodity Exchange 
Act Section 4d(a)(2) requires all customers 
of an FCM to hold collateral against futures 
positions at the FCM. In 1984, in light of the 
SEC’s custody rules for registered investment 
companies, the CFTC adopted Interpretation 
10 to facilitate access to the futures markets 

by registered investment companies, consis-
tent with SEC requirements that investment 
companies custody assets at a third-party cus-
todian. In 2005, after adoption by the SEC of 
Rule 17f-6, the CFTC announced that, subject 
to an exception for FCMs that are affiliated 
with the registered investment company, use 
of tri-party collateral agreements, where col-
lateral is held by a bank (or other third party 
custodian), were no longer permissible and the 
CFTC was amending Interpretation No. 10 
accordingly. 36    

 Limitation on Investments 
in Illiquid Securities 

 Open-end investment companies (that is, 
mutual funds) but not closed-end investment 
companies are limited to investing not more 
than 15 percent of their net assets in illiquid 
securities, or five percent in the case of a 
money market fund. Any assets segregated 
by an investment company in order to satisfy 
the investment company’s requirements under 
Release 10666 must be treated as illiquid if  the 
investment with respect to which the assets are 
being held is itself  illiquid. 37    The investment 
company’s board is responsible for oversee-
ing the liquidity of the investment company’s 
holdings. The purpose of this requirement, 
as well as the requirement for board review, 
is to ensure that the investment company 
will be able to comply with its redemption 
obligations. 

 The definition of a “liquid” instrument for 
purposes of this interpretation, and subject to 
requirements for a money market fund to hold 
certain “daily liquid assets” and “weekly liquid 
assets,” is an instrument that can be sold, in 
the ordinary course of business, within seven 
calendar days, at approximately the value at 
which the investment company valued the 
instrument for purposes of calculating net 
asset value. Futures and options that trade 
on a regulated exchange generally are treated 
as liquid instruments. The SEC Staff, when 
asked, has found over-the-counter options to 
be illiquid. 38    The SEC Staff  has not addressed 
the question of whether a swap may be con-
sidered to be a “liquid” investment and, if  so, 
what defining characteristics the swap would 
be required to have.  
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 Investment companies and their boards take 
different positions regarding whether swaps 
and other other-the-counter derivatives are 
“liquid” instruments. Most swap transactions 
are documented under a master agreement, 
generally in the form published by the ISDA. 
Under the standard form of ISDA agreement, 
transactions are not freely transferable. 39    The 
inclusion of this provision in the governing 
documentation for a transaction may make 
it difficult for an investment company to 
conclude that the swap is liquid. As a result, 
investment companies often amend this pro-
vision to allow for free transferability of the 
transaction or a right to break the transaction 
at an agreed price. Inclusion of a transfer right 
or break right is consistent with prior SEC 
interpretations of when an instrument may be 
treated as liquid. 40    

 In the case of swaps for which quotes are 
freely available and counterparties generally 
are willing to close out a position or neutralize 
the market exposure through an offsetting posi-
tion, investment companies may also be com-
fortable concluding that the instruments are 
liquid. This position is easier to take in the case 
of instruments, such as credit default swaps, 
for which, in many cases, third party pricing is 
readily available through pricing services. 

 Valuation Considerations 

 Rule 22c-1 under the 1940 Act provides that 
a registered open-end investment company 
may not sell or redeem any security except at 
a price based on the current net asset value 
of the security computed after receipt of the 
purchase or redemption order. As a conse-
quence, open-end investment companies gen-
erally must value their assets daily.  

 In valuing their portfolios, investment com-
panies (other than money market funds using 
amortized cost valuation in compliance with 
Rule 2a-7) must use “market value” for those 
securities for which market quotations are 
readily available and “fair value” for those 
securities and other assets for which market 
quotations are not readily available. The 1940 
Act vests responsibility for valuation in the 
investment company’s board. 41    

 In establishing market value, investment 
companies generally use the last quoted sales 

price at the time of  valuation for a security 
or, in the absence of  recent sales, the bid 
price or the mean of  the bid and asked prices. 
Investment companies typically rely upon (but 
are not required to use) pricing services to 
establish the official market price for portfolio 
holdings. Valuation information may also be 
obtained directly from an exchange or from a 
dealer. Thus, in the case of  listed derivatives, 
investment companies will typically deter-
mine the market price based on an exchange 
price obtained directly from an exchange or 
through a third party pricing service. For an 
over-the-counter derivative for which there is 
a deep and well-established over-the-counter 
market, such as for credit default swaps or 
interest rate swaps, investment companies will 
often obtain pricing from a third party pricing 
service but may obtain pricing directly from 
third party dealers. To the extent that dealer 
quotations are used, the investment company 
should have procedures to evaluate the reli-
ability of  the quotations (that is,   to become 
comfortable that the dealer stands ready to 
purchase the derivatives at the quoted price). 
If  the investment company is not confident in 
the integrity of  the quotes, it must value the 
instrument at fair value. 

 For instruments for which there is not a 
readily ascertainable price, the investment com-
pany must value the instrument at “fair value.” 
According to the SEC, fair value is “the price 
[at which an investment company] might rea-
sonably expect to receive upon current sale.” 42    
Fair value may be based on a model-driven 
analysis or any other reasonable methodology. 
Determination of fair value often requires 
dedication of additional resources to valua-
tion by the investment adviser, assuming that 
authority over valuation is delegated to the 
adviser by the board, as it typically is. 

 Investment companies must ensure that 
values are current on a daily basis. The values 
must be current and not based on a value that 
an investment company hopes to obtain in the 
future. Valuations may not be made at zero 
unless the investment company reasonably 
believes that the current disposition value is 
zero. For example, in the face of a bankruptcy, 
where it is often difficult to value claims, there 
is a harm to shareholders to the extent that the 
investment company writes down the value of 
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a payable by the bankrupt entity to zero and 
then later collects on the claim. Under those 
circumstances, the new investors obtain an 
undisclosed windfall. 

 In 2008, the Financial Accounting Standards 
Board (FASB) adopted Statement of Financial 
Accounting Standards No. 161, entitled, 
“Disclosures about Derivative Instruments and 
Hedging Activity” (FAS 161). FAS 161, which 
applies to investment companies, is intended 
to provide users of financial statements with 
a better understanding of a company’s use of 
derivatives by requiring enhanced disclosure 
about how and why the company uses deriva-
tives, how the company accounts for deriva-
tives and how derivatives affect the company’s 
financial position, financial performance and 
cash flows. To meet these objectives, FAS 161 
requires companies to, among other things, 
disclose their objectives and strategies for using 
derivatives in terms of primary underlying 
risk (for example, interest rate, credit, foreign 
exchange rate or overall price), disclose the fair 
values of derivatives and their gains and losses 
in a tabular format, and disclose information 
about counterparty credit risk, including con-
centrations, maximum potential exposures to 
credit losses and the extent to which master 
netting arrangements potentially reduce the 
company’s maximum amount of loss due to 
credit risk. 43    The SEC Staff  is keenly aware of 
the disclosure requirements of FAS 161. In his 
May 11 speech to the Massachusetts Society 
of CPAs, the Director of the SEC’s Division of 
Investment Management “encourage[d] funds 
to approach this disclosure thoughtfully with 
a mind towards informing shareholders as to 
how derivatives were actually used during the 
period to meet the objectives of the fund.” 44    

 With respect to valuation and accounting, 
we understand that the SEC Staff  has been 
inquiring about the manner in which an invest-
ment company accounts for swaps when the 
investment company calculates its net asset 
value and the percentage of the investment 
company’s assets the swaps represent. These 
types of inquiries have arisen, for example, in 
circumstances where an investment company 
seeks to gain exposure to a particular asset 
class solely or primarily through the use of 
one or more swaps. We understand that the 
Staff’s inquiries in these circumstances stem 

from a belief  that the investment company is 
investing all or substantially all of its assets in 
swaps. Of course, that is highly unlikely to be 
the case. Rather, all or substantially all of the 
investment company’s investable assets will 
have been used to acquire government securi-
ties, with the swap representing either an asset 
or liability (collateralized by the government 
securities) to the investment company depend-
ing on market conditions. 

 Limitations on Investment 
in Securities of Issuers in a 
Securities-Related Business 

 Section 12(d)(3) of the 1940 Act prohibits 
a registered investment company from pur-
chasing “any securities issued by or any other 
interest in the business of any person who is 
a broker, a dealer, is engaged in the business 
of underwriting, or is either an investment 
adviser of an investment company or an invest-
ment adviser registered under the [Investment 
Advisers Act of 1940].” Although a number of 
purposes for the enactment of Section 12(d)(3) 
have been posited over the years, the SEC has 
stated that the provision was designed to pre-
vent the abuses that Congress noted occurred 
during the 1920s and led to the 1929 Crash 
in connection with which mutual fund trust 
assets were exposed to the risks of the under-
writing business of financial institutions. 45    

 Although the prohibition was designed to 
address equity or debt ownership interests 
in a broker-dealer or investment adviser, the 
language is broad enough to cover over-the-
counter derivatives, including both derivatives 
that are “securities” and those that are not. 
Over-the-counter options on securities should 
be deemed to be “securities” 46    “issued” by 
the dealer selling the instrument. Arguably 
the language referring to “any other interest 
in” is broad enough to encompass a counter-
party interest in a derivative. Because most 
over-the-counter derivatives are entered into 
with dealers who are affiliated with entities 
engaged in underwriting or registered as advis-
ers, investment companies generally assume 
that the prohibition would include most over-
the-counter derivatives.  

 Rule 12d3-1 under the 1940 Act provides 
an exclusion from the prohibition if  certain 



Vol. 17, No. 8 • August 201021

 conditions are met, but only in respect to 
acquisition of a “security” and not in respect 
to acquisition of another “interest in” such 
person. The Rule excludes from the prohibi-
tion of Section 12(d)(3) acquisitions of secu-
rities issued by any person that, in its most 
recent fiscal year, (i) derived 15 percent or less 
of its gross revenues from securities-related 
activities, unless the investment would result 
in the investment company’s having a control 
position with respect to the person after the 
acquisition or (ii) derived more than 15 percent 
of its gross revenues from securities-related 
activities, but immediately after the acquisi-
tion of the security by the investment com-
pany: (A) if  the investment company acquired 
an equity security, the investment company 
does not own more than five percent of the 
outstanding securities of that class; (B) if  the 
investment company acquired a debt security, 
the investment company does not own more 
than 10 percent of the outstanding principal 
amount of the issuer’s debt securities; and (C) 
the investment company has not invested more 
than five percent of the value of its total assets 
in the issuer’s securities. A key issue that arises 
with the application of this rule is whether 
the financial instrument being acquired by the 
investment company is a “security,” and, if  so, 
whether it is a debt or equity security. The SEC 
Staff  has indicated that a registered invest-
ment company may treat a cash-settled option 
issued by a broker-dealer on an equity security 
or index of equity securities as a  debt security  
for purposes of Rule 12d31. 47    

 Although the SEC avoided the question, a 
2007 exemptive order raised the possibility that 
swaps, along with other derivative instruments, 
may not be “securities” within the meaning of 
the 1940 Act. 48    As a result, it is unclear whether 
the exclusion provided under Rule 12d3-1 
would be available to investment companies 
entering into swap transactions with counter-
parties that are securities-related issuers, as 
defined in Section 12(d)(3). Notwithstanding 
the lack of clarity regarding whether Rule 
12d3-1 would provide an exclusion to invest-
ment companies to enter into swaps and other 
derivatives with dealers, given that the Rule 
evidences the SEC’s views regarding what types 
of holdings are not sufficiently significant 
to implicate the concerns underlying Section 

12(d)(3), it would appear to be not unreason-
able for a registered investment company to 
rely on the guidance by analogy when entering 
into swaps. By analogy to the SEC’s positions 
with respect to over-the-counter options, it 
would seem reasonable to treat swaps as a 
“debt security” and, thus, to comply with the 
10 percent debt ownership limit. 

 Concentration 

 The 1940 Act requires registered invest-
ment companies to state in their registra-
tion statements each investment company’s 
policy regarding concentration in a particular 
industry or group of industries. The require-
ment also prohibits investment companies 
from deviating from that policy without the 
approval of the holders of a majority of 
the investment company’s outstanding voting 
securities. In the context of over-the-counter 
derivatives, this requirement raises the ques-
tion of whether the relevant industry is that 
of the counterparty or the issuer of the under-
lying referenced instrument, or both, and 
whether investment companies have the ability 
to establish for themselves reasonable industry 
classification systems governing derivatives 
and counterparties. 49    

 Compliance with the Names Rule 

 The SEC adopted Rule 35d-1 to ensure that 
the name of a registered investment company, 
which is used to market the investment com-
pany, accurately describes the investments of 
the investment company. 50    Under the Rule, a 
registered investment company must invest at 
least 80 percent of the value of its net assets 
plus borrowings in the particular investments 
suggested by the investment company’s name. 
The types of borrowings covered by the Rule 
are those used for investment purposes. The 
adopting release for Rule 35d-1 specifically pro-
vides that an investment company may “include 
a synthetic instrument in the 80 percent basket 
if  it has economic characteristics similar to 
the securities included in that basket.” 51    Based 
on this guidance, certain investment compa-
nies employ investment strategies where the 
investment company’s 80 percent exposure to 
the investments  suggested by the investment 
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company’s name is provided by various deriva-
tive investments rather than direct investments 
in securities. For example, an investment com-
pany entitled “The High Yield Bond Fund,” 
under this guidance, may invest in swaps and 
other derivatives that expose 80 percent of 
the investment company’s assets to high yield 
securities rather than investing 80 percent of 
the investment company’s assets directly in 
high yield securities. Appropriate disclosure 
should be included in the registration state-
ment of an investment company that relies on 
 derivative-based investment strategies to satisfy 
the requirements of Rule 35d-1. 52    

 Diversifi cation Test Compliance 

 Registered investment companies may elect 
to be classified as “diversified.” In order for 
a registered investment company to be char-
acterized as “diversified” at least 75 percent 
of the value of the investment company’s 
total assets must be represented by cash and 
cash items, government securities, securities 
of  other investment companies and other 
securities limited in respect to any one issuer 
to an amount not greater in value than five 
percent of the value of the total assets of the 
issuer and to not more than 10 percent of the 
outstanding voting securities of the issuer. 53    In 
the context of a derivative instrument, it is not 
clear whether the test refers to the derivatives 
counterparty or to the issuer of the underly-
ing referenced securities. The SEC has not 
directly addressed the issue. However, the SEC 
and its Staff  have expressed their views on the 
question of who is an issuer under Section 
5(b)(1) in related contexts. 54    In  Hyperion , the 
SEC Staff  stated that the Staff  generally has 
deemed the issuer of a security to be the per-
son to whom the holder of the security looks 
for payment. 55    Using this analysis, a diversified 
investment company should be “diversified” 
with respect to its derivatives counterparties 
(for example, no more than five percent of 
the investment company’s total assets may 
be attributable to any one counterparty). 56    It 
would not be inconceivable for the SEC or 
its Staff  to take the position that a diversified 
investment company should also be diversi-
fied with respect to the referenced security 
underlying a derivative. 57    After all, the value 

of the derivative derives from the value of the 
referenced security. Consequently, the success 
of the investment company’s investment in 
a derivative lies not only with the ability of 
the counterparty to meet its obligation under 
the derivative but also with the fortunes of the 
issuer of  the referenced security. In other 
words, legal recourse may be entirely separate 
from the economic exposure associated with 
an investment in a referenced security. 

 Compliance with 
Fundamental Policies 

 Section 13(a)(2) and Section 13(a)(3) of the 
1940 Act require registered investment com-
panies to comply with the investment policies 
deemed to be “fundamental,” as described in 
the registration statement for the registered 
investment company. Investment companies 
must also include a statement of fundamental 
investment policy in the recital filed by the 
investment companies with the SEC under 
Section 8(b)(1) of the 1940 Act. Fundamental 
policies may be amended only if  authorized 
by a shareholder vote. As a result, investment 
companies must disclose their intended invest-
ment activities in the prospectus and statement 
of additional information and invest in a man-
ner that is consistent with the disclosure and 
with their stated fundamental policies.  

 Disclosure Requirements  

 The SEC Staff  has stated that an invest-
ment company seeking to engage in the writ-
ing of put and call options must fully disclose 
such activity in its prospectus. 58    SEC guidance 
has further indicated that, so long as more 
than five percent of  an investment company’s 
net assets are “at risk from its involvement in 
derivative instruments and derivative-based 
transactions” the investment company pro-
spectus should include specified disclosures. 59    
These disclosures include the following: (i) 
identification of the types of derivative-based 
transactions in which the investment company 
may engage; (ii) a brief  description of the 
characteristics of  the transactions or instru-
ments; (iii) the purpose for which the invest-
ment company intends to use derivatives; and 
(iv) identification of the risks of   derivative 
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instruments and derivative-based transac-
tions. 60    The SEC Staff  has indicated that this 
disclosure should not be overly lengthy or 
highly technical and should facilitate investor 
understanding about relevant risks. 61    In con-
nection with the risk disclosure, the SEC has 
required a description of the risks associated 
with the referenced instruments underlying 
the derivatives as well as the risks associated 
with the derivatives themselves, such as lever-
age, credit risk, market risk and liquidity risk. 
The SEC noted that the investment company’s 
actual use of  the derivatives must be consis-
tent with the investment objectives and poli-
cies of  the investment company, as described 
in the investment company’s prospectus and 
statement of  additional information, sales 
materials or other disclosure documents. The 
SEC also has required disclosure regarding the 
tax consequences to the investment company 
from the investment in derivatives. The SEC 
Staff  continues to focus closely on the need 
for investment companies to disclose publicly 
and clearly the extent of  their use of  deriva-
tives, the reason behind the use of derivatives 
(for example, hedging, covered call strategy, to 
obtain investment exposure, etc.) as well as the 
risks associated with the derivatives usage. 62    
As discussed in Part 2 of  this article, the SEC 
charges investment company directors with 
reviewing disclosures to ensure that they are 
adequate in light of  the trading practices 
followed by the investment companies they 
oversee.  
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in the special custody account as well as the assets held 
directly by the broker-dealer, including any excess margin, 
would be treated as customer property subject to proceed-
ings under the Securities Investor Protection Act (SIPA) 
and netted against the investment company’s debit balance 
to establish the investment company’s net equity claim. 
According to a recent court ruling, the value of net equity 
claim is valued as of the date of the bankruptcy filing. 
Securities Investor Protection Corporation v. Lehman 
Brothers Inc.,   Memorandum Decision Granting Motion 
to Uphold Determination of Claim by SIPA Trustee, U.S. 
Bankruptcy Court, S.D.N.Y. (June 1, 2010). As a result, 
although the investment company’s assets are held at 
the investment company’s custodian, they are subject to 
administration as part of the SIPA proceeding to the same 
extent as the assets would be if held by the broker-dealer. 
However, unlike assets held directly by the broker-dealer in 
a margin account, assets in the special custody account are 
generally not subject to rehypothecation by broker-dealer. 

 33. ISDA has also published an English law Credit Support 
Deed that, although likely to satisfy 1940 Act requirements 
for registered investment company counterparties when 
coupled with a tri-party collateral agreement, is not a prac-
tical option because it is rarely accepted by dealers and may 
require registration of the security interest. 

 34. Pursuant to CFTC Regulation 30.10, persons located 
outside the US, who are subject to a comparable regulatory 
framework in the country in which they are located, may 
seek an exemption from the application of certain SEC 
regulations, including those with respect to registration.  

 35. Rule 17f-6 under the 1940 Act requires that the written 
contract between the FCM and the registered investment 
company provide that (1) the FCM comply with the seg-
regation requirements of the Commodity Exchange Act 
and related rules, (2) the FCM, as appropriate, may place 
and maintain the investment company’s assets to effect 
transactions for the investment company with another 
FCM, clearing organization, US or foreign bank, or a 
member of foreign board of trade and, if  so placing the 
investment company’s assets, the FCM shall obtain an 
acknowledgment that such assets are held on behalf of 
the FCM’s customers in accordance with the Commodity 
Exchange Act, and (3) the FCM promptly furnish infor-
mation pertaining to the investment company’s assets as 
the SEC requests. 

 36. Commodity Futures Trading Commission, Amend-
ment of Interpretation, 70 Fed. Reg. 24,768 (May 11, 2005), 
available at  http://www.cftc.gov/foia/fedreg05/foi050511b.htm . 

 37. Prudential-Bache Government Plus Fund II ,  SEC No-
Action Letter, 1987 SEC No-Act. LEXIS 2457 (Sept. 18, 
1987). 

 38.  See  Delta Government Options Corp .,  SEC No-Action 
Letter, 1989 SEC No-Act. LEXIS 856 (July 21, 1989).  The 
SEC Division of Investment Management has indicated 
that certain derivative instruments may be illiquid under 
all or most market conditions, observing that a derivative 
that is designed to meet the needs of a particular  investor 
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would, almost by design, not have the broad market 
required to support a finding that the instrument is liquid. 
The liquidity of other derivative instruments, however, 
may vary depending on market conditions, and presum-
ably could be determined to be liquid under guidelines and 
standards established by the investment company’s board 
of directors or trustees.  See  Memorandum,  supra  n.6. 
Accordingly, there may be instances when the trading 
market for a particular derivative instrument, including an 
over-the-counter derivative instrument, would support a 
determination that such instrument is liquid.  

 39. Section 7 of the pre-printed ISDA Master Agreement 
(both the 1992 and the 2002 version) provides “[Subject to 
limited exceptions for mergers, defaults and terminations,] 
neither this Agreement nor any interest or obligation in or 
under this Agreement may be transferred (whether by way 
of security or otherwise) by either party without the prior 
written consent of the other party . . .” 

 40.  See  Prudential-Bache   No-Action Letter,  supra  n.37 
(treating as liquid portion of assets segregated by invest-
ment company with respect to short, over-the-counter 
options written by investment company exclusively to pri-
mary, US government securities dealers and in connection 
with which each dealer agreed to repurchase any option 
written by investment company for formula price). 

 41.  See  Section 2(a)(41) of the 1940 Act, 15 U.S.C. § 80a-
2(a)(41) (2006); SEC Rule 2a-4, 17 CFR 270.2a-4(a)(1) 
(“Portfolio securities with respect to which market quota-
tions are readily available shall be valued at current market 
value, and other securities and assets shall be valued at fair 
value as determined in good faith by the board of directors 
of the registered company.”).  

 42.  See  Letter from Douglas Scheidt, SEC Associate 
Director and Chief Counsel, Division of Investment 
Management, to Craig S. Tyle, General Counsel, Investment 
Company Institute (Dec. 9, 1999). 

 43. On May 26, 2010, FASB issued a proposed Accounting 
Standards update that includes enhanced requirements 
regarding financial instrument classification, impairment 
and hedge accounting.  See  Financial Accounting Standards 
Board, “Proposed Accounting Standards Update, Financial 
Instruments and Derivatives and Hedging” (May 26, 2010). 
The proposal was designed to address perceived inadequa-
cies in current accounting standards by providing clearer 
disclosure in simpler format. If adopted, the proposal 
would require that most financial instruments, including 
derivatives, be measured at fair value and that changes 
in value be recognized in net income. The proposal treats 
transaction costs and fees relating to financial instruments 
as an expense in net income when incurred. Comments on 
the proposal are due by September 30, 2010. 

 44. Donohue Mass CPAs Speech,  supra  n.2. 

 45.  See Exemption for Acquisition by Registered Investment 
Companies of Securities Issued by Persons Engaged Directly 
or Indirectly in Securities Related Businesses , Securities Act 
Rel. No. 6505, Exchange Act Rel. No. 20,570, Investment 
Company Act Rel. No. 13,725, 1984 WL 482559, at *3 
(Jan. 17, 1984) (noting that testimony of Chief Counsel of 

Investment Trust Study in 1940 and statements of SEC Staff  
indicate that “purpose of section 12(d)(3) was principally to 
prevent investment companies from exposing their assets to 
the entrepreneurial risks of securities related  businesses.”). 

 46.  See  Caiola v. Citibank, NA, 295 F.3d 312, 325 (2d Cir. 
2002) (“Caiola, on the other hand, alleges that his synthetic 
options were simply cash settled over-the-counter options 
on Philip Morris stock and therefore are securities. We 
agree that these instruments are securities under section 
3(a)(10) for a number of reasons.”). 

 47. Dreyfus Capital Growth Fund,   SEC No-Action Letter, 
1992 SEC No-Act. LEXIS 958, at *4-*5 (Sept. 16, 1992) 
(“We would not recommend enforcement action to the 
Commission under Section 12(d)(3) or rule 12d3-1 if the 
Fund deems cash-settled options issued by broker-dealers 
to be debt securities for purposes of rule 12d3-1.”). 

 48.  Vanguard STAR Funds, et al ., Investment Company 
Act Rel. No. 28,009, 2007 SEC LEXIS 2338 (Sept. 28, 
2007) (Notice of Application);  In the Matter Of Vanguard 
STAR Funds et al ., Investment Company Act Rel. No. 
28,024, 2007 SEC LEXIS 2517 (Oct. 24, 2007) (Order). 

 49. The ABA Task Force noted that “[d]ue to the disclo-
sure-based nature of the concentration requirements under 
the 1940 Act, it would seem reasonable to include reference 
assets in the calculation, and ignore the counterparty.” 
ABA Task Force Report,  supra  n.4, at 30. Furthermore, the 
ABA Task Force stated that “calculation based on market 
value is the correct test.”  Id . 

 50.  Investment Company Names , Investment Company Act 
Rel. No. 24,828, 2001 SEC LEXIS 86 (Jan. 17, 2001). 

 51.  Id.  at *10 n.13. 

 52. The ABA Task Force recommended that the SEC 
or SEC Staff clarify that it would be appropriate for a 
registered investment company, “when considering deriva-
tive investments for purposes of the names rule, … the 
reference asset, rather than the counterparty, would be the 
relevant focus for determining whether a fund invests in a 
manner that is consistent with its name.” ABA Task Force 
Report,  supra  n.4, at 39. 

 53.  See  Section 5(b)(1) of the 1940 Act, 15 U.S.C. § 80a-
5(b)(1) (2006) (“‘Diversified company’ means a manage-
ment company which meets the following requirements: 
At least 75 per centum of the value of its total assets is 
represented by cash and cash items (including receivables), 
Government securities, securities of other investment com-
panies, and other securities for the purposes of this calcula-
tion limited in respect of any one issuer to an amount not 
greater in value than 5 per centum of the value of the total 
assets of such management company and to not more than 
10 per centum of the outstanding voting securities of such 
issuer.”). 

 54.  See, e.g. , Rule 5b-3 under the 1940 Act (repur-
chase agreements and refunded securities); Hyperion 
Capital Management, Inc., SEC No-Action Letter, 1994 
SEC No-Act. LEXIS 644 (Aug. 1, 1994) (Hyperion) 
( mortgage-backed and asset-backed securities); Putnam 
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Diversified Premium Income Trust, SEC No-Action 
Letter, 1989 SEC No-Act. LEXIS 834 (July 10, 1989) 
(loan participations). 

 55.  See  Hyperion,  supra  n.54 at *4, n.6 ( citing  Dreyfus New 
York Tax Exempt Bond Fund, Inc., SEC No-Action Letter, 
1977 SEC No-Act. LEXIS 1924 (May 16, 1977) (under 
Section 5(b)(1), issuer is person against whom holder 
of security has legal claim) and Pennsylvania Tax-Free 
Income Trust, SEC No-Action Letter, 1977 SEC No-Act. 
LEXIS 621 (Mar. 4, 1977) (under Section 5(b)(1), entity 
responsible for payment of bond obligation is issuer)). 

 56. Similar to questions that arise regarding the amount 
of assets that must be segregated to meet “cover” require-
ments under Release 10666 ( see supra  n.23 and accompa-
nying text), there is a lack of clarity regarding the manner 
in which an investment company should measure its inter-
est in a derivative instrument for purposes of determining 
compliance with investment limitations of the 1940 Act 
that are expressed as a percentage of the company’s assets 
( e.g. , is the appropriate measure the notional value, the net 
out-of-the money exposure or some other value). 

 57. Alfred Jaretzki, Jr., “The Investment Company Act 
of 1940,” 26  Wash. U. L.Q . 303, 314 at n.34 (1941) (“The 
distinction between diversified and non-diversified compa-
nies is due in large part, it is believed, to a desire to inform 
stockholders of the character of the portfolio of the com-
pany in which they have invested.”). Furthermore, the ABA 
Task Force recommended that the SEC “acknowledge that 
diversification should be measured for purposes of Section 
5(b) by looking only at the reference securities” and that 
“broad-based indices or other reference assets such as 
commodities or currencies should be excluded from these 
calculations.” ABA Task Force Report,  supra  n.4, at 27. 
The Task Force further recommended that the SEC 
“address counterparty diversification separately under 
Section 12(d)(3) of the 1940 Act….”  Id .  

 58.  See  Investment Company Act Release No. 7221, 
 supra  n.31. 

 59. Letter to Registrant from Carolyn B. Lewis, 1994 SEC 
No-Act. LEXIS 470 (Feb. 25, 1994);  see also  Eric D. Roiter, 
“Investment Companies Use of OTC Derivatives: Does the 
Existing Regulatory Regime Work?,” 1  Stan. J.L. Bus. & 
Fin.  271, 277 (1995) (discussing SEC guidance on invest-
ment company use of derivatives). 

 60.  See  Letter to Registrant from Carolyn B. Lewis,  supra  
n.59 (citing Items 4(b) and 4(c) of Form N-1A (currently 
Items 9(b) and 9(c) of Form N-1A), Item 8 of Form N-2 
and Guide 3 to Form N-1A). Form N-2 governs the reg-
istration of closed-end registered investment companies 
and Item 8 of Form N-2 generally requires disclosure of 
the closed-end registered investment company’s investment 
objectives and policies and risk factors. This is analogous 
to Item 9 in the current Form N-1A. In Guide 3 to Form 
N-1A, the SEC Staff noted that a prospectus should 
contain clear and concise disclosure and that “registrants 
should avoid extensive legal and technical detail and need 
not discuss every possible contingency, such as remote 
risk.” Furthermore, the SEC Staff noted that “the level of 
disclosure as to a particular type of investment should be 
consistent with the prominence of that type of investment 
in the registrant’s portfolio.” 

 61.  See  Letter to Registrant from Carolyn B. Lewis, 
 supra  n.59. 

 62. The ABA Task Force noted that the SEC or SEC Staff  
should further develop disclosure expectations that relate 
to investment companies’ use of derivatives with respect 
to limits, practices and related risks. The Task Force also 
noted that shareholder letters and reports may be better 
suited than a registered investment company’s prospectus 
or statement of additional information for disclosure.  See  
ABA Task Force Report,  supra  n.4, at 40-42. 
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 T
his article is focused on the legal considerations facing registered 

investment companies in connection with the use of derivatives. 

In Part 1, we focused on regulatory rules and interpretation by the 

Securities and Exchange Commission (SEC). Here, in Part 2, we dis-

cuss tax considerations, duties of fund boards and the changing regulatory environ-

ment, including implications of the Dodd-Frank Wall Street Reform and Consumer 

Protection Act, as well new developments stemming from the SEC’s study on fund 

use of derivatives. 

 Legal Considerations for Registered 

Investment Companies Investing 

in Derivatives: Part 2 

 By Georgia Bullitt, Thomas Harman, Christopher Menconi, 
Bill Zimmerman and Christopher Jackson 

 Tax Considerations for Registered 
Investment Companies 

 Almost all registered investment companies 
seek to qualify for pass-through tax treatment, 
as a regulated investment company (RIC) 

under Subchapter M of the Internal Revenue 
Code of 1986, as amended (the Code). In order 
to qualify as a RIC, an investment company 
must satisfy a number of requirements. The 
two requirements important to investments 
in derivatives relate to the investment compa-
ny’s source of income (the Qualifying Income 
Test), and the diversification of the invest-
ment company’s holdings (the Diversification 
Test), both of which are found under Section 
851 of the Code. Unfortunately, there is very 
little guidance provided by the Code and the 
Internal Revenue Service (IRS) regarding the 
treatment of derivatives under the Qualifying 
Income Test and the Diversification Test or, 
for that matter, under general federal income 
tax principles. Accordingly, any investment in 
derivatives should be preceded by a discussion 
with tax and audit professionals to make sure 
the investment manager understands how these 
instruments will be treated under these tests. 1  

This article is a continuation of Part 1 of the 
article appearing in the August 2010 issue of The 
Investment Lawyer (Vol.17, No.8). Endnote refer-
ences have been modified so that Parts 1 and 2 exist 
independently. The article was jointly authored by 
Georgia Bullitt, Thomas Harman, Christopher 
Menconi, Bill Zimmerman and Christopher 
Jackson. Ms. Bullitt and Messrs. Harman, Menconi 
and Zimmerman are partners with Morgan Lewis & 
Bockius LLP and Mr. Jackson is General Counsel 
of Calamos Investments.

  The authors would also like to acknowledge the 
following colleagues at Morgan Lewis who assisted 
with the article: John McGuire, Tim Levin, Richard 
Grant, Thomas D’Ambrosio, Michael Piracci, Sean 
Graber, Josh Blackman and John O’Brien.  
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 Under the Qualifying Income Test, at least 
90 percent of an investment company’s gross 
income must be derived from: (i) dividends; 
(ii) interest; (iii) payments with respect to 
security loans; (iv) gains from the sale or other 
disposition of stock or securities or foreign 
currency; (v) certain other income, including, 
but not limited to gains from options, futures 
or forward contracts, derived from its business 
of investing securities or currencies (so-called 
Other Income), or (vi) income from certain 
qualified publicly-traded partnerships. The 
definition of “stock or securities” for this 
purpose is cross-referenced to Section 2(a)(36) 
of the Investment Company Act of 1940, 
as amended (the 1940 Act). That definition 
includes a broad range of instruments, includ-
ing those “commonly known as a ‘security,’ 
or any certificate or interest or participation 
in, temporary or interim certificate for, receipt 
for, guarantee of, or warrant or right to sub-
scribe to or purchase, any of the foregoing.” 2    
The Other Income provision of the Qualifying 
Income Test is very important in analyzing 
how income from derivatives will be treated for 
these purposes. The IRS has ruled that most 
income from options, forwards and futures will 
produce “good income” provided the returns 
of the instruments are based on stocks and 
securities. In addition, income from hedges on 
investments in stocks and securities has been 
found to satisfy the Qualifying Income Test. 
The Other Income provision permits income 
from most swaps and other derivatives based 
on the performance of  securities, such as 
total return swaps, to be treated as qualifying 
income for purposes of the Qualifying Income 
Test, even though the swap itself  may not 
constitute a “security” and even though the 
contract is cash settled and, thus, does not pro-
vide a “right to…purchase [a security].” There 
is uncertainty, however, as to whether the 
income from derivative contracts would satisfy 
the Qualifying Income Test where the refer-
enced instrument is not clearly a “security” 
under the 1940 Act. In 2006, the IRS issued 
a revenue ruling in which it concluded that 
income from swaps and other contracts based 
on broad-based commodities indices would 
not produce good income for the Qualifying 
Income Test because such swaps were not 
clearly “securities” under the 1940 Act and the 

income produced by the swap did not other-
wise qualify as Other Income. 3    Following the 
issuance of the revenue ruling, however, the 
IRS began issuing private letter rulings con-
cluding that income and gains from certain 
commodity-linked notes would produce good 
income for the Qualifying Income Test. 4    The 
private letter rulings required the structured 
notes to meet specified criteria, including that 
they offer some degree of principal protection, 
in order to receive treatment as a debt instru-
ment for purposes of the IRS’ interpretation. 
As a result of these private letter rulings, RICs 
now typically obtain some of their exposure to 
commodities through commodity-linked notes 
rather than swaps. 

 RICs may also obtain exposure to com-
modities through derivatives held in an off-
shore subsidiary formed by the RIC for this 
purpose. The IRS has issued a number of 
private letter rulings concluding that income 
from a RIC’s investment in wholly-owned, off-
shore subsidiaries constitutes good income for 
purposes of the Qualifying Income Test. 5    The 
IRS imposes few limits on the types of deriva-
tive investments such subsidiaries may make. 6    
The investments must, however, comply with 
the senior security rules applicable to open-
end investment companies under the 1940 Act. 
As a result, so long as an offshore subsidiary 
complies with the segregation requirements of 
Investment Company Act Release No. 10666 
(Release 10666), 7    it may invest in commod-
ity-linked swaps and other instruments, even 
though those instruments would not produce 
good income if  an open-end investment com-
pany that owns the subsidiary had invested 
in the instruments directly. The dividends 
paid by such subsidiaries to their RIC parent 
will still be qualifying income for purposes 
of the Qualifying Income Test. A RIC that 
owns such an offshore subsidiary is limited to 
investing only up to 25 percent of its assets in 
such subsidiary under the Diversification Test 
(described below). 

 Under the Diversification Test, as of the 
end of each quarter, a RIC must (i) have at 
least 50 percent of its assets invested in cash, 
cash items, government securities, securities 
of other registered investment companies and 
other securities, with these other securities lim-
ited, in respect to any one issuer, to an amount 
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not greater than five percent of the RIC’s total 
assets or 10 percent of the outstanding voting 
securities of such issuer and (ii) have no more 
than 25 percent of the value of the assets of 
the RIC invested in any one issuer, in any two 
related issuers controlled by it and engaged in 
similar trades or businesses, or in one or more 
qualified publicly-traded partnerships. Similar 
to the Qualifying Income Test, there is very 
little authority interpreting how derivatives 
should be treated for purposes of satisfying 
the Diversification Test. The most important 
questions to be answered in connection with 
the test are: (i) who the issuer of the derivative 
instrument is for this purpose and (ii) how the 
derivative instruments should be valued for this 
purpose. Regarding the issuer of a derivative, 
the IRS does not necessarily view the identity 
of the issuer in the same way as the SEC. The 
SEC generally looks to the credit risk associ-
ated with an instrument in determining the 
identity of the issuer. The IRS, on the other 
hand, tends to look not only to the credit risk 
involved but also to the underlying economic 
performance on which the derivative is based. 
Because of the lack of guidance, many RICs 
seek to comply with the Diversification Test 
by analyzing a derivative instrument both in 
terms of exposure to the derivatives counter-
party and in terms of exposure to the issuers 
(or markets) of  the underlying referenced 
investments. With reference to the valuation 
of derivative instruments, there is no guid-
ance as to whether the applicable measure of 
value is the market value of the derivatives, 
the notional amount of the contract or some 
other measure, such as a model-based valua-
tion. Most practitioners believe that the net 
fair market value of the derivative instrument 
should be used for purposes of measuring 
compliance under the Diversification Test. 8  

 In addition to the RIC qualification tests 
discussed above, investment managers also 
need to consider the general tax consequences 
of investments in derivatives. Certain tax rules 
may apply to derivatives held by a RIC that 
might require gains and losses recognized to be 
treated as ordinary income, accelerate the rec-
ognition of income, and/or defer a RIC’s ability 
to recognize losses. The result of the applica-
tion of these rules may also affect the amount, 
timing or character of the income  distributed 

to shareholders of the RIC. As with the above 
discussion, there is very little clear authority 
on how a number of different derivative instru-
ments should be treated under these rules. For 
example, the IRS in 2007 requested comments 
regarding the treatment of certain exchange 
traded notes. In the request, the IRS asked 
whether these instruments should be required 
to accrue income/expense during the term of 
the transaction as indicia that they were debt, 
if  the notes would not otherwise be considered 
to be debt for US federal income tax purposes. 
The IRS has not issued any guidance on these 
instruments since requesting these comments. 9    
The resolution of these timing and character 
issues could have relevance for some RICs 
in satisfying an additional RIC qualification 
regarding the requirements to annually distrib-
ute their income. 10  

 Board Responsibility for Risk 
Management Oversight 

 A Management investment company ( i.e. , an 
open- or closed-end fund) has a board of direc-
tors (or board of trustees) that is responsible 
for the overall management of the company. 
As a result, boards have oversight responsi-
bilities for the investment company’s invest-
ments in, valuation of and performance under 
derivatives contracts as well as the investment 
company’s disclosure of its investments and 
the attendant risks to shareholders. In Release 
10666, the SEC noted that, in evaluating an 
investment company’s participation in lever-
aged transactions, the directors must consider 
the “potential loss of flexibility” inherent in 
the transactions as well as ensure that the trad-
ing practices are consistent with the investment 
company’s core investment policies. The SEC 
also focused in Release 10666 on the board’s 
responsibility for full and complete disclosure 
regarding the investment company’s invest-
ments in leveraged transactions. In that regard, 
the SEC noted that the board should review 
disclosure documents to “ensure complete 
disclosure” of material information relating to 
the trading practices, including the following: 
(i) potential risk of loss; (ii) identification of 
trading practices as separate and distinct from 
the underlying securities; and (iii) a description 
of the different goals inherent in participating 
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in the transaction as compared to investing 
in the underlying securities. The SEC also 
indicated in Release 10666, prior to adoption 
of Rule 35d-1 under the 1940 Act, that it was 
the responsibility of the investment company’s 
board to ensure that the investment company’s 
name accurately reflects its portfolio invest-
ment policies and trading practices. 

 Case law generally requires a fiduciary, 
such as an investment company board or the 
designated adviser, to act in a prudent manner. 
Under the “business judgment rule,” actions 
by an investment company board or other 
fiduciary overseeing the investment company’s 
investments, including the investment com-
pany’s use of derivatives, are protected from 
judicial inquiry so long as the fiduciary acts in 
an informed manner, in good faith and in the 
honest belief  that the action taken was in the 
best interests of the investment company. 11  

 Investment company boards generally do 
not manage the day-to-day business of the 
investment company. Instead, the boards del-
egate such responsibilities to the investment 
adviser, the administrator, the custodian and 
other service providers. 12    The board continues 
to serve as a watchdog, however, ensuring 
that the investment company has appropriate 
policies and procedures to conduct its business 
and that the service providers to whom the 
investment company has delegated authority 
are acting appropriately. 

 In overseeing the use of derivatives by an 
investment company, the board typically seeks 
to establish that the investment company has: 
(i) properly identified the risks inherent in the 
instruments and the strategy and not exceeded 
any limitation on the use of such derivatives 
in the investment company’s disclosure docu-
ments, (ii) adopted appropriate policies and 
procedures to comply with Section 18 of the 
1940 Act and Release 10666, (iii) adopted 
procedures to value derivatives consistently 
and accurately in accordance with the invest-
ment company’s general valuation policies 
and (iv) complied with the 1940 Act’s provi-
sions regarding custody of investment com-
pany assets. In addition, the board would 
oversee establishment of appropriate opera-
tional and compliance controls for booking 
the instruments and mitigating risks inherent 
in the instruments. In this regard, the board, 

including through delegation to the invest-
ment adviser, would analyze and evaluate the 
relevant risks underlying derivatives used by 
the investment company, including not only 
market risk associated with the instrument 
and the referenced assets but also the credit, 
operational and valuation risks associated 
with the instruments and the counterparty as 
well as the collateral arrangements. Investment 
company boards often establish regular, peri-
odic meetings with fund investment advisers 
to discuss specific risks associated with the 
derivatives book as well as valuations for the 
instruments. During periods of market stress, 
boards hold additional calls and meetings with 
investment advisers to discuss issues relating 
to all instruments held in the fund’s portfolio, 
including derivative instruments. 13  

 Regulatory Implications 
and Recent Litigation 

 Non-compliance by investment companies 
with their obligations under the 1940 Act in 
connection with trading derivatives potentially 
impacts not only the investment companies 
themselves but also the derivatives counter-
parties. Under Section 47(b) of the 1940 Act, 
a contract that violates the 1940 Act may be 
unenforceable against the investment com-
pany or voidable by the investment company. 14    
In addition, where an investment company 
engages in an unlawful derivatives transac-
tion, the counterparty faces the risk that it 
may be subject to a regulatory action as an 
aider or abettor of the investment company’s 
violation. 15  

 It is not yet established how, if  at all, the 
insider trading prohibitions under Rule 10b-5 
under the Securities Exchange Act of 1934, 
as amended (the Exchange Act) would apply 
to securities-based swaps, over which the SEC 
does have jurisdiction under the anti-fraud 
provisions of the Exchange Act. 16    Last year, 
the SEC brought an action against two indi-
viduals for insider trading in connection with 
credit default swaps. 17    The allegations involved 
a tip by a salesman at a dealer to a hedge fund 
trader regarding a change to a bond issuance 
that significantly affected the prices of credit 
default swaps on the debt. The SEC alleged 
that the salesman misappropriated  confidential 
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information obtained from investment bank-
ing colleagues about the issuance in the course 
of his work and breached a duty of confiden-
tiality by informing the hedge fund trader. The 
trader allegedly used the information to enter 
into a credit default swap at a lower price than 
would have been available had the informa-
tion been public. The complaint included 
charges of violations of Section 10(b) of the 
Exchange Act and Rule 10b-5 thereunder. 18    
The defendants responded by, among other 
things, asserting that the SEC does not have 
jurisdiction to bring the claims or to regulate 
trading activity associated with the swaps. 19    
In denying the defendants’ motions for judg-
ment on the pleadings, the court reinforced 
the SEC’s jurisdiction over securities-based 
swaps under the anti-fraud provisions of the 
federal securities laws 20    and noted that a trader 
cannot get around the definition of “security-
based swap agreement” 21    by basing a material 
term on a security and simply not mentioning 
it. 22    The case was dismissed on June 25, 2010 
based on a finding by the court that the SEC 
had failed to bring forward sufficient evidence 
to support its claims against the two traders. 
Significantly, the court did not hold that the 
SEC did not have a basis in law to sue the 
defendants. 23  

 Given the continued uncertainty regard-
ing the ability of the regulators to punish 
fraudulent or unsavory practices in the over-
the-counter derivatives market, investment 
company directors and advisers should evalu-
ate the integrity of their counterparties and 
take steps to protect themselves contractu-
ally. For example, investment companies often 
require counterparties to enter into confiden-
tiality agreements in conjunction with negotia-
tion of an ISDA Master Agreement in order to 
protect strategic trading information. 

 Evolving Regulation—What 
will the Future Bring? 

 Regulatory focus on the use of derivatives 
has historically followed the occurrence of 
scandals or losses involving derivatives in the 
marketplace generally. Following losses in the 
collateralized mortgage obligation derivatives 
markets in 1994, a congressional subcommit-
tee directed the SEC to undertake a study 

regarding the use of derivatives by investment 
companies, focusing on the adequacy of laws 
and regulations governing their disclosure and 
use. 24    The result of the 1994 study was a deter-
mination by the SEC that additional regula-
tion was neither necessary nor appropriate. In 
making this determination the SEC observed 
that: (i) further regulation could limit impor-
tant benefits provided to investment compa-
nies through derivatives, such as assistance 
in hedging; (ii) the SEC would have difficulty 
developing tailored regulation because of the 
wide variety of derivative instruments avail-
able in the marketplace; and (iii) imposition 
of  restrictions would be inconsistent with 
the general approach of the 1940 Act, which 
is designed not to impose restrictions on 
investment company investments themselves. 
The SEC, instead, concluded that the indus-
try should focus on enhancing disclosure by 
investment companies regarding their use of 
derivatives and the inherent risks. The SEC has 
not provided formal guidance regarding the 
use of derivatives by the fund industry since 
the 1994 study. 25  

 In March 2010, following the historic mar-
ket downturn beginning in the fall of 2008 
and subsequent media attention on the role 
derivatives played in the downturn, the SEC 
announced that it was again evaluating its reg-
ulations as they relate to the use of derivatives 
by investment companies. 26    In that regard, 
the SEC has reached out to the private bar 
for assistance, 27    has embarked on a formal 
review of the use of derivatives by investment 
companies and, significantly, has suspended 
any new approvals of exemptive requests by 
exchange-traded funds (ETFs) seeking to 
invest in derivatives. 28  

  SEC Review of the Use of Derivatives by 
Mutual Funds, Exchange-Traded Funds, 
and Other Investment Companies  

 The SEC’s review has focused on whether 
current uses of  derivatives by investment com-
panies appropriately comply with the 1940 
Act requirements. 29    The Staff  indicated that 
the study was not the result of  observed 
problems but, rather, stemmed from a per-
ceived need to update regulatory guidance 
in the area. Although the Staff  has not yet 
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completed its review, in late July, it issued a 
letter to the Investment Company Institute 
commenting on disclosure-related issues it had 
observed in the course of its study to date. 30    
The purpose of sending the letter was to “give 
investment companies immediate guidance to 
provide investors with more understandable 
disclosures related to derivatives, including 
the risks associated with them.” 31    In particu-
lar, the Staff  expressed concern that the type 
of generic prospectus disclosures that funds 
typically provide regarding the possibility that 
the fund might invest in derivatives and the 
possible risks if  it were to do so “may not 
enable investors to distinguish which, if  any, 
derivatives are in fact encompassed in the 
principal investment strategies of  the fund 
or specific risk exposures they will entail.” 32    
The Staff  indicated that prospectus disclosure 
regarding derivatives should be tailored to 
each fund’s particular use and should describe, 
in a plain English format, whether the use of 
derivatives will be for hedging, speculation 
or for exposure as well as the extent to which 
derivatives are expected to be used. The letter 
urged funds to evaluate disclosure on the basis 
of  the degree of economic exposure the fund 
intended to seek through derivatives and the 
amount invested in derivatives. According to 
the Staff, risk disclosure should focus on the 
overall portfolio risk, taking into account the 
derivative strategies as well as other invest-
ments. The Staff  also observed that disclosure 
in shareholder reports and financial state-
ments should be improved to, among other 
things, discuss the impact of  actual invest-
ment in derivatives over the reporting period 
and inform shareholders how derivatives were 
used during the period to meet the fund’s 
investment objectives. In closing, the Staff  
warned that it intends to continue to scrutinize 
fund disclosures regarding derivatives and will 
“compare a fund’s investment objectives, strat-
egies and risks in its registration statement to 
its shareholder reports to assess whether the 
disclosures regarding the fund’s operations 
appear to be consistent with its registration 
statement disclosures.” 33  

 Although the Staff  has not yet spoken about 
other concerns it may have in connection with 
the study, the Staff  has made several com-
ments indicating that it is evaluating questions 

relating to leverage and “whether …  current 
market practices involving derivatives are con-
sistent with the leverage, concentration and 
diversification provisions of the Investment 
Company Act.” 34    Andrew Donohue, the 
current director of the SEC’s Division of 
Investment Management, 35    has also suggested 
that the Staff  is evaluating whether existing 
regulations and market practices are consistent 
with Sections 1(b) and 18 of the 1940 Act, 
which state that a fundamental purpose of the 
1940 Act is to restrict the ability of investment 
companies to incur leverage. 36    The SEC noted 
that it would focus closely on investment com-
panies that seek to provide leveraged returns 
and the risk management practices used by 
those investment companies. 37  

 Other target areas mentioned by the Staff  in 
connection with the study include (i) valuation 
of the derivatives, (ii) appropriate measures of 
liquidity of derivatives and (iii) board over-
sight of fund use of derivatives. The Staff  has 
reached out to the industry to collect informa-
tion and make recommendations. 

 The Staff  has not established any deadline 
within which to complete the review. However, 
given the pending retirement of  Director 
Donohue in November 2010, it appears reason-
able to assume that the Staff  would complete 
the study prior to his departure. Moreover, 
completion of  the study in the fall of  2010 
should dovetail with the SEC’s development 
of  new rules to implement the Dodd-Frank 
Wall Street Reform and Consumer Protection 
Act (the Dodd-Frank Act). The focus at this 
time would also help to implement calls by 
SEC Commissioners, including Chairwoman 
Schapiro, for greater regulation of  derivatives 
generally. 38    Of particular concern to regis-
tered investment companies is the focus by 
the Staff  on leverage and compliance with the 
1940 Act. The emphasis by the Staff  on these 
topics suggests that it may be considering 
clarifying (especially in respect to the valua-
tion of  the risk underlying each derivative for 
purposes of  calculating the amount of  liquid 
assets to earmark as “cover”), revising or 
even repealing Release 10666. Any change to 
this standard is likely to change significantly 
the way in which investment companies use 
derivatives to obtain exposure or risk manage 
their holdings. 
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  ABA Task Force on Investment Company 
Use of Derivatives and Leverage  

 At the request of Director Donohue, the 
American Bar Association created a Task Force 
on Investment Company Use of Derivatives 
and Leverage (the ABA Task Force) to evalu-
ate the inherent legal issues and make recom-
mendations. On July 6, 2010, the ABA Task 
Force published a 51 page set of recommenda-
tions for regulating investment company use 
of derivatives and leverage (the Task Force 
Recommendations). The general theme of the 
Task Force Recommendations is to recom-
mend moderation in regulation. The ABA 
Task Force recommended that the SEC rely on 
funds to establish appropriate procedures to 
ensure compliance with Section 18 of the 1940 
Act, covering segregation, valuations of assets 
and an analysis of what transactions may be 
used as off-setting transactions, rather than 
revising Release 10666 or developing more 
specific rules. The Task Force endorsed princi-
ples-based regulation and enhanced disclosure 
by funds. The Task Force also recommended 
that the SEC publish guidance clarifying that 
the role of a fund’s board when considering 
the fund’s use of derivatives is that of oversight 
and not micro-management. Although the 
Task Force Recommendations include some 
specific recommendations in terms of applica-
tion of the concentration rules, the “Names 
Rule,” the diversification test and compliance 
with Section 12(d)(3) of the 1940 Act, and 
noted that “SEC guidance and/or rulemaking 
in certain areas would be useful,” 39    the Task 
Force recommended that the SEC continue to 
look to the framework established by Release 
10666 but rely on a principles-based approach 
to provide flexibility to address all types of 
derivative instruments and to react to future 
market developments. 40    A summary of the 
ABA Task Force’s key recommendations is 
attached as Annex B. 

  Financial Reform Legislation  

 At the same time as the SEC has been 
focused on the use of derivatives by investment 
companies, Congress passed and President 
Obama signed into law the Dodd-Frank Wall 
Street Reform and Consumer Protection Act 

of 2010 (the Dodd-Frank Act) which imposes 
material changes to the regulation of over-the-
counter derivatives in the US. At the same time, 
legislators and regulators in Europe are also 
moving towards adoption of new regulatory 
regimes for the use of derivatives. Any such 
new European legislation and/or regulation 
would likely affect US market participants, 
such as investment companies, since US entities 
often trade with foreign banks and dealers. 41  

 Some of the most important changes con-
tained in the Dodd-Frank Act that will affect 
registered investment companies include: (i) 
requirements that swap contracts (a broadly 
defined term that would include most over-
the-counter derivatives, including over-the-
counter securities options) be centrally cleared 
and traded on an exchange or electronic plat-
form, 42    (ii) grant of rulemaking and over-
sight authority to the SEC over security-based 
swaps, and to the Commodity Futures Trading 
Commission (the CFTC) over all other swaps, 43    
(iii) registration and regulation of swap dealers 
and major swap participants (that is, entities 
that have a significant effect on the financial 
system or other participants), 44    (iv) imposi-
tion of position limits and trader reporting 
requirements, 45    and (v) restrictions on the 
ability of swap dealers to use posted collateral 
to fund their hedges. 46    The Dodd-Frank Act 
contemplates significant rulemaking activity 
on the part of the SEC and the CFTC in 
order to implement the stated purposes of the 
statute and establishes a fairly tight time table 
for implementation of certain of the require-
ments, including requirements that derivatives 
transactions be centrally reported. Most of 
the regulations are due to be issued a year 
from enactment, although the legislation con-
templates that the regulators will implement 
interim changes in some areas prior to issu-
ance of final rules. For example, the Dodd-
Frank Act appears to require the CFTC and 
the SEC to adopt interim regulations, covering 
reporting of non-cleared derivative transac-
tions, including those entered into prior to 
enactment of the Dodd-Frank Act as well as 
those entered into thereafter, within 90 days 
after signing of the legislation by President 
Obama (that is, 90 days after July 21, 2010, 
or October 19, 2010) and transactions entered 
into prior to enactment that were in effect on 
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the date of enactment must be reported not 
later than 30 days of the date of the interim 
final rule or otherwise as determined by the 
regulators. 47  

 In response to the directives in the Dodd-
Frank Act, the SEC and the CFTC have 
appointed a rulemaking committee and, on 
August 20, 2010, held a public roundtable to 
discuss governance and conflicts of interest 
issues arising from the rulemaking author-
ity. The SEC and the CFTC also published 
a release asking for comments in respect to 
key terms they are required to define in the 
regulations as well as the structure of regula-
tions regarding “mixed swaps” (the Definitions 
Release). 48  

 One of the primary open questions for invest-
ment companies, as well as other institutional 
investors that use derivatives, is whether they 
or their investment adviser would be deemed 
to be a “major swap participant” or a “major 
security-based swap participant.” The terms 
are defined in the Dodd-Frank Act as persons 
that are not “swap dealers” or “ securities-
based swap dealers” that (i) maintain a “sub-
stantial position” in swaps or security-based 
swaps (with certain limited exceptions for enti-
ties such as commercial entities using swaps for 
hedging) and (ii) (a) whose derivatives portfo-
lios create substantial counterparty exposure 
that could have serious adverse effects on the 
financial stability of the US banking system 
or financial markets or (b) that is a “financial 
entity” that is highly leveraged relative to the 
amount of capital it holds and is not other-
wise subject to bank capital requirements and 
maintains a substantial derivatives portfolio. 49    
The CFTC and SEC, in consultation with the 
Board of Governors of the Federal Reserve 
System, are responsible for defining these 
terms as well as other significant definitions 
such as “swap,” “security-based swap,” “swap 
dealer,” “security-based swap dealer,” “eligi-
ble contract participant,” and “security-based 
swap agreement.” 50    Designation of an entity, 
such as an investment company, as a “major 
swap participant” or a “major security-based 
swap participant” would subject the entities 
not only to registration with the SEC and the 
CFTC, but also make them subject to capital 
requirements, minimum margin levels as well 
as reporting and  recordkeeping  requirements. 

The legislation does not grant  exemptive 
authority to the regulators to exclude entities 
that otherwise satisfy the definitions. This type 
of regulation is likely to impose high costs on 
participants that a fund board may find dif-
ficult to justify. 

 In addition to raising the threshold ques-
tion about regulation of an investment com-
pany user of derivatives as a “major swap 
participant” or “major securities-based swap 
participant,” the Dodd-Frank Act and ensu-
ing regulation will make it more difficult to 
enter into customized transactions as a result 
of requirements that transactions be centrally 
cleared and traded on a regulated exchange 
or regulated swap execution facility and will 
require substantially all derivatives transac-
tions to be centrally and publicly reported. In 
addition, as a result of the ensuing regulation, 
swaps will likely become subject to position lim-
its and standardized margining, in connection 
with which all margin, posted in connection 
with exchange transactions, will be required to 
be segregated and initial margin, in the case of 
over-the-counter transactions, will be required 
to be segregated and not eligible for use by 
the dealer to fund the transaction, unless the 
dealer receives customer consent. Costs associ-
ated with transacting in derivatives are likely to 
increase, particularly to the extent that dealers 
continue to play a facilitation role as principal 
and are restricted from using collateral posted 
by customers to fund hedge activity or member 
posting obligations to a clearinghouse. 

 There is a significant amount of work left 
to be done to migrate the bulk of the over-the-
counter derivatives market to central clear-
ing and exchange execution and to ensure 
that what remains of the over-the-counter 
market is subject to the reporting, position 
limit and margin requirements, among oth-
ers, contemplated by the Dodd-Frank Act. 
A large amount of the planning and work for 
the initiative is dependent upon agency rule 
making and, thus, must wait for adoption of 
the new rules. In addition to the issuance of 
regulations, major decisions will have to be 
made by market participants before central 
clearing for the broad marketplace 51    can be 
implemented. These include: (i) legal docu-
mentation, (ii) customer and clearinghouse 
margin requirements and (iii) requirements for 
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segregation of collateral. Infrastructure will 
then need to be built and designed to connect 
participants to the clearinghouse platforms. 
The task of moving to central clearing is par-
ticularly daunting given the breadth and vari-
ety of the instruments used as well as the fact 
that regulation of derivatives spans a number 
of different jurisdictions. A number of chal-
lenges lie ahead for the industry to understand 
and then implement the proposed changes. As 
a result it is difficult to predict exactly what the 
market available to investment companies for 
derivatives will look like in the future. 

 Conclusion 

 Notwithstanding continued skepticism 
expressed by regulators and the press about the 
integrity of the derivatives market (particularly, 
the market for over-the-counter derivatives), 
the use of derivatives by registered invest-
ment companies has become a well established 
practice. Moreover, although there were some 
well-publicized investment losses incurred by 
investment companies involving derivatives 
during the market turmoil of the past several 
years (for example, losses by money market 
funds due to structured investment vehicles 
(SIVs)), 52    by and large, investment companies 
appear to have survived the market meltdown 
well, including in respect to their derivatives 
books. From the perspective of  registered 
investment companies, regulation of their use 
of derivatives seems to have worked well and 
investment companies continue to find impor-
tant benefits from their use. 

 Although the fate of the over-the-counter 
derivatives market in the US is still somewhat 

up in the air, it is almost certain that there will 
be significant changes over the coming months 
and years as a result of the Dodd-Frank Act 
and the regulation to be developed to imple-
ment the Dodd-Frank Act. In addition, given 
the strong focus by the SEC on re-evaluating 
the regulatory structure applicable to the use 
of derivatives by investment companies, it is 
likely that compliance requirements and pos-
sibly the ability to use certain instruments at 
all (particularly those that provide enhanced 
leverage) will change. Notwithstanding these 
changes, given the important role that deriva-
tives have come to play in portfolio man-
agement for investment companies, it seems 
unlikely that the SEC will materially inhibit 
the use of derivatives by these entities. As a 
result, it will be increasingly important for 
the industry to engage in an active dialogue 
with regulators to ensure that they understand 
the ways in which investment companies use 
derivative products and assist the regulators in 
fashioning appropriate regulation that is both 
workable and preserves the benefits provided 
by the instruments. 

  IRS Circular 230 Disclosure  

 To ensure compliance with requirements 
imposed by the IRS, we inform you that any 
US federal tax advice contained in this com-
munication (including any attachments) is 
not intended or written to be used, and can-
not be used, for the purpose of (i) avoiding 
penalties under the Internal Revenue Code or 
(ii) promoting, marketing or recommending 
to another party any transaction or matter 
addressed herein. 
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Type of Instrument
Investment Company’s 

Investment Segregation Requirement54

Futures Long Position Purchase price of the futures contract.55

Futures Short Position An amount that, when added to the amounts 
deposited with a futures commission merchant or 
broker as margin, equals the market value of the 
instruments or currency underlying the futures 
contract.

Options—security based Short Position Liquid assets equal to the strike price of the 
options, less any margin on deposit in order to sat-
isfy the requirements of Release 10666.

Options—commodity 
based

Short Position Liquid assets equal to the strike price of the 
options, less any margin on deposit in order to sat-
isfy the requirements of Release 10666.

Forward Contracts—not 
contractually required to be 
settled on a net cash basis

Long Position Liquid assets equal to the full notional value of the 
contract.

Forward Contracts—cash 
settled

Long Position Liquid assets equal to the investment company’s 
daily marked-to-market net obligations.

Swaps Long Position Market practice is generally to calculate the seg-
regation requirement based on the daily mark-
to-market exposure. SEC is currently evaluating 
whether such method is appropriate and whether 
another measure (e.g., value-at-risk, Black-Sholes 
or notional amount) would be more appropriate, 
particularly for derivatives that embed leverage or 
optionality.

Short sales of securities Short Position Liquid assets equal to (when aggregated with any 
margin deposited with the broker-dealer in connec-
tion with the short-sale) the market value of the 
securities sold short.

ANNEX A

Investment Company Act of 1940 
Asset Segregation Requirements for Certain Derivatives53
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ANNEX B

Summary of Key Recommendations
Report of the Task Force on Investment Company Use of Derivatives and Leverage

Committee on Federal Regulation of Securities ABA Section of Business Law56

Recommendation Key Points

Principles-based 
approach

Recommended that SEC adopt new rules and/or issue new interpretive guidance to 
implement and facilitate a principles-based approach with respect to an investment 
company’s use of derivatives. These principles should be coupled with enhanced 
disclosure.

Diversification/
Concentration

—  Tests for diversification and concentration should be based on the exposure to 
 values of reference assets, rather than counterparties.

—  Broad-based indices, or other reference assets that do not lend themselves to 
the concept of diversification (e.g., commodities) would be excluded from the 
calculation.

— When calculating concentration the use of market values is the correct test.

Counterparty 
Exposure

— Current regulatory structure does not adequately regulate counterparty exposure.
—  SEC should consider regulation of counterparty risk outside of the diversification 

requirements of the 1940 Act through new rulemaking or interpretive guidance 
 published by the SEC or its Staff. Such rulemaking or interpretive guidance should 
be done within the framework of Section 12(d)(3) of the 1940 Act by adopting a 
new rule thereunder.

—  Regulations or guidance should recognize that “one size does not fit all” and that 
the amount of acceptable risk may vary by fund type, consistent with existing 
 statutory requirements. To the extent that the risk of counterparty is mitigated by 
possession of bankruptcy-remote collateral, a fund may decrease its exposure to risk 
of a single counterparty.

—  Nationally recognized exchanges or clearing houses would be excluded from the 
definition of counterparties.

Limits on 
Leverage

—  New standards are called for to address such matters as the size and nature of 
 segregated accounts contemplated under existing guidance (e.g., Release 10666). 
These standards should take the form of new rulemaking or guidance and address 
at least the following areas:

—  Funds should be required to adopt written policies and procedures that establish 
minimum asset segregation requirements for each type of derivative instrument 
using “risk adjusted segregated amounts” or “RAS Amounts.”

—  RAS Amounts would be based upon relevant factors attributable to each derivative 
instrument (e.g., risk applicable to each particular instrument and any offsetting 
transactions).

—  High risk instruments would require higher RAS Amounts while plain vanilla 
instruments with low price volatility and risk may require segregation close to or 
equal to daily market value.

—  Funds’ policies and procedures should also: (i) address types of assets that will make 
up the segregated amounts, taking into account the risk profile of the individual 
instruments; (ii) describe what constitutes an offsetting transaction and (iii) be 
approved by the investment company’s board.

—  Investment company’s segregation policies should be disclosed in the Statement of 
Additional Information (SAI).

—  Asset segregation should not be required in cases that do not involve explicit 
 leverage (e.g., an investment in shares of a leveraged ETF, while it carries implicit 
 leverage, presents no need for asset segregation).

Continued on next page
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Recommendation Key Points

Fund Names SEC or Staff  should clarify that Rule 35d-1 under the 1940 Act should be interpreted 
like Section 5(b); namely, investment companies would invest in accordance with their 
name by looking to reference assets.

Disclosure —  SEC or Staff  could further develop disclosure expectations that relate to investment 
companies’ use of derivatives with respect to limits, practices and related risks.

—  Shareholder letters and reports may be better suited than the prospectus and SAI 
for further disclosure initiatives. “VAR” or “value at risk” or other standardized risk 
measures might be useful disclosure metrics for consideration.

Director 
Oversight

SEC or Staff  should publish guidance for investment company directors, incorporating 
the principles set forth by the Task Force in its Special Report. Such guidance should 
clarify that the role of investment company directors is that of oversight, and not of 
micro-management, of derivatives. (emphasis added)

Additional 
Insight

SEC or Staff  should consider additional means to better develop insight into current 
practices of investment company use of derivatives and the appropriate level of 
regulatory oversight. Suggestions include an SEC roundtable to hear from industry 
participants.

ANNEX B Continued from previous page
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 Notes 
  1. A detailed discussion of the type of income from deriv-
atives that will satisfy the Qualifying Income Test or how 
such derivatives will be treated under the Diversification 
Test is beyond the scope of this summary. This summary 
only touches on a small number of examples of invest-
ments in derivatives. 

 2. The term “security” is defined in Section 2(a)(36) of 
the 1940 Act, 15 U.S.C. § 80a-2(a)(36), as:   any note, stock, 
treasury stock, security future, bond, debenture, evidence 
of indebtedness, certificate of interest or participation in 
any profit-sharing agreement, collateral-trust certificate, 
reorganization certificate or subscription, transferable share, 
investment contract, voting-trust certificate, certificate of 
deposit for a security, fractional undivided interest in oil, 
gas, or other mineral rights, any put, call, straddle, option or 
privilege on any security (including a certificate of deposit) 
or on any group or index of securities (including any inter-
est therein or based on the value thereof), or any put, call, 
straddle, option, or privilege entered into on a national secu-
rities exchange relating to foreign currency, or, in general, 
any interest or instrument commonly known as a “security,” 
or any certificate of interest or participation in, temporary 
or interim certificate for, receipt for, guarantee of, or warrant 
or right to subscribe to or purchase, any of the foregoing. 

 3.  See  Rev. Rul. 2006-1, 2006-2 C.B. 261 modified and 
clarified in Rev. Rul. 2006-31, 2006-1 C.B. 1133. This 
revenue ruling reflects the fact that commodities-based 
derivatives have received considerable attention in the past 
few years as a result of RICs’ desire to gain exposure to 
changes in the prices of commodities. 

 4.  See  I.R.S. Priv. Ltr. Rul. 2006-28-001 (July 14, 2006). 

 5.  See e.g. , I.R.S. Priv. Ltr. Rul. 2009-47-032 (Nov. 11, 
2009). 

 6. A general description of the investments includes the 
following:  

A subsidiary may invest in one or more of the 
following types of instruments: commodity and 
financial futures and options contracts (and fixed 
income securities that serve as collateral for such 
contracts); deliverable forward and cash settled 
non-deliverable forward contracts. Each of these 
contracts may be linked to the performance of one 
or multiple commodities (including a commodity 
index). A subsidiary may also invest in swaps on 
commodities or commodities indexes or in com-
modity-linked structured notes. Furthermore, a 
subsidiary may invest directly in commodities. 

 7. Securities Trading Practices of Registered Investment 
Companies, Investment Company Act Rel. No. 10,666, 
44 Fed. Reg. 25,128, 25,129 (Apr. 18, 1979), available at 
http://www.sec.gov/divisions/investment/ imseniorsecurities/
ic-10666.pdf. 

 8. In most cases, use of net fair market value lessens the 
importance of the determination as to the identity of the 
issuer of a derivative instrument. 

 9.  See  I.R.S. Notice 2008-2. 

 10. In addition, an excise tax may be imposed if a RIC does 
not annually distribute a sufficient amount of its income, 
the amount of which may be affected by the resolution 
of the timing and character rules applicable to derivative 
instruments. 

 11.  See  Aronson v. Lewis, 473 A.2d 805, 812 (Del. Ct. 
1984); In re Walt Disney Co. Derivative Litig . , 906 A.2d 
27, 52 (Del. 2006) (“Our law presumes that ‘in making a 
business decision the directors of a corporation acted on an 
informed basis, in good faith, and in the honest belief that 
the action taken was in the best interests of the company.’ 
Those presumptions can be rebutted if the plaintiff shows 
that the directors breached their fiduciary duty of care or of 
loyalty or acted in bad faith.” (quoting  Aronson  at 812)). 

 12.  See, e.g.,  ABA Federal Regulation of Securities 
Committee, Fund Director’s Guidebook 49 (3rd ed. 2006). 

 13.  See  Independent Directors Council, Task Force Report, 
“Board Oversight of Derivatives” (July 8, 2008);  see also  
G. Gohlke, Speech by SEC Staff: Mutual Fund Directors 
Forum Program—“Funds’ Use of Derivatives”—“If I 
Were a Director of a Fund Investing in Derivatives—Key 
Areas of Risk on Which I Would Focus” (Nov. 8, 2007) 
(outlining twelve areas of risk relating to derivatives invest-
ments on which investment company directors may wish 
to focus). 

 14. Although the language of Section 47 of the 1940 Act 
does not mention any right by a fund shareholder to bring 
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