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n Jan. 10, 2018, the staff of the 

Division of Investment Management 

of the SEC posted responses to 

a number of Frequently Asked 

Questions (“Staff FAQs”) concerning liquidity 

risk management (“LRM”) programs required 

to be implemented pursuant to new Rule 22e-4 

under the Investment Company Act of 1940 

(“1940 Act”).1 Under Rule 22e-4, adopted by 

the SEC in October 2016,2 1940 Act registered 

open-end management investment companies 

(other than money market funds) must adopt 

and implement written LRM programs that 

are reasonably designed to assess and manage 

liquidity risks.3 Elements of these programs 

must generally include:

1.  Assessment, management and periodic 

review of liquidity risk;

2.  Classification of portfolio investments into 

one of four liquidity categories;

3.  Establishment of a “highly liquid investment 

minimum”4; and

4.  A 15 percent of net assets limit on the 

purchase of illiquid investments.

The Staff FAQs provide helpful guidance 

relating to the design of LRM programs for sub-

advised funds (including multi-manager funds) 

and to issues uniquely associated with in-kind 

exchange-traded funds (“In-Kind ETFs”).5 They 

also provide guidance relevant to all funds that 

are subject to Rule 22e-4, particularly with 

respect to the delegation of responsibilities 

under the programs and variations in the 

classification of particular investments by 

different funds managed by the same adviser 

or sub-adviser.

General Guidance on LRM Programs
The Staff FAQs address various questions that 

may arise in connection with the design and 

operation of LRM programs, including with 

respect to:

•  Delegation by LRM Program Administrators. 

Rule 22e-4 requires a fund’s board of directors 

to approve the designation of a person or 

persons to administer its LRM program 

(“Program Administrator”).6 In the Staff 

FAQs, the SEC staff states that a Program 

Administrator may, subject to appropriate 

oversight, delegate specific responsibilities 

under an LRM program to other persons, 

including the sub-adviser of a fund (such as 

responsibility for determining the liquidity 

classifications of the fund’s investments). 

The SEC staff notes in this regard that, 

because a fund has ultimate responsibility for 

complying with Rule 22e-4, a fund may wish 

to implement procedures regarding the scope 

of any delegation of responsibility and related 

conditions and a Program Administrator 

may wish to implement procedures relating 

to the oversight of persons to whom 

responsibilities are delegated. In addition, 

the SEC staff states that a person delegated 

responsibilities under an LRM program may 

sub-delegate portions of its responsibilities, 

subject to appropriate supervision.

•  Management of Funds With Differing LRM 

Programs. The responses to the Staff FAQs 

recognize that, where an adviser or sub-

adviser manages multiple funds (including 

multiple funds within the same fund 

complex) that have LRM programs that differ 

from one another, its responsibilities under 

these programs may differ. The SEC staff 

notes that, in these situations (i) an adviser 

or sub-adviser is not required to reconcile any 

varying elements of these programs relating 

to underlying methodologies, assumptions, 

practices or program outputs (e.g., the 

liquidity classifications of fund investments); 

and (ii) each fund’s LRM program controls 

how the fund’s adviser and any sub-adviser 

should carry out its responsibilities under 

Rule 22e-4.

•  Variations in Liquidity Classifications Among 

Funds Within a Fund Complex. The SEC staff 

acknowledges that different funds may 

classify the same investment differently 

in assigning their investments to liquidity 

categories based on their analysis of 

relevant facts and circumstances, including 

consideration of market depth and the 

size of trades reasonably anticipated by a 

fund. It notes that, even as among funds 

within the same fund complex, different 

funds might classify a particular investment 

differently as a consequence of their use of 

differing methodologies and assumptions 

relating to the investment’s market, trading, 

investment-specific characteristics and 

reasonably anticipated trade size.

•  Handling Conflicts in Liquidity Classifications 

for Sub-Advised Funds. The SEC staff also 

addresses how sub-advised funds should deal 

with conflicts in the liquidity classification 

of an investment in circumstances where 

a fund’s adviser and sub-adviser have 

reached different conclusions regarding the 

classification of a particular investment. In 

this regard, a fund’s Program Administrator 

may delegate classification responsibility to 

either the adviser or the sub-adviser, in which 

case that entity’s classification determination 

would be controlling. Alternatively, the 

Program Administrator may adopt an 

approach under which input from both the 

adviser and sub-adviser is considered, in 

which case the LRM program should establish 

a specific method for resolving differences 

between the conclusions of the adviser and 

sub-adviser. This might include a policy under 

which a specified party’s determination 

would be controlling or use of another 

method, such as the use of a factor analysis 

or hierarchy or adopting of a policy to use 

the most conservative classification (i.e., the 

least liquid).

•  Liquidity Classifications in Multi-Manager 

Funds. In the case of a multi-manager fund 

in which multiple sub-advisers manage 

separate “sleeves” of a fund’s assets and 

each sub-adviser has been delegated 

responsibility for classifying investments in 

its respective “sleeve” into the appropriate 

liquidity category, the SEC staff recognizes 

that different sub-advisers may classify 

the same investment differently. It states 
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that a fund’s procedures could specify a 

process for resolving these differences, but 

noted that there is no obligation to resolve 

these differences for purposes of complying 

with Rule 22e-4 (including for purposes of 

complying with the fund’s highly liquid 

investment minimum or with the 15 percent 

limit on investments in illiquid investments). 

However, any such differences would need 

to be resolved for purposes of a fund’s 

reporting of liquidity classifications on Form 

N-PORT because the form does not permit 

a fund to report more than one liquidity 

classification for a particular investment.7 

In this regard, the SEC staff notes that a 

fund may use any reasonable method to 

resolve these differences, provided that the 

method is consistently applied. Permissible 

alternative approaches would include (i) using 

the classification determined by the sub-

adviser managing the “sleeve” holding the 

largest position in the investment; (ii) using a 

classification determined by use of a weighted 

average of the differing classifications 

(based on each sub-adviser’s classification 

and position size); or (iii) using the most 

conservative (i.e., least liquid) classification.8

In-Kind ETFs
Under Rule 22e-4, an In-Kind ETF is an 

exchange-traded fund that:

1.  Is organized as an open-end management 

investment company;

2.  Meets redemptions through in-kind transfers 

of securities, positions and assets other than 

a de minimis amount of cash; and

3. Publishes its portfolio holdings.

In-Kind ETFs are excepted from the 

requirements of Rule 22e-4 relating to the 

liquidity classification of portfolio investments 

and the establishment of a highly liquid 

investment minimum in recognition of the 

fact that they generally do not need to 

sell investments to pay redemptions. In its 

responses to the Staff FAQs, the SEC staff 

addresses the requirements that must be met 

to qualify as an In-Kind ETF.

redemptions or up to a month for an ETF 

with infrequent redemptions.

The SEC staff also provides the following 

guidance relating to an ETF ceasing to qualify 

as an In-Kind ETF:

•  Consequences of Ceasing to Qualify as an 

In-Kind ETF. If an ETF no longer qualifies 

as an In-Kind ETF, the SEC staff would 

not recommend enforcement action if 

the ETF comes into compliance with the 

classification and highly liquid investment 

minimum requirements of Rule 22e-4 “as 

soon as reasonably practicable” after the 

ETF no longer qualifies as an In-Kind ETF. No 

guidance is provided, however, as to what 

period of time would constitute “as soon as 

reasonably practicable.”

•  Requalifying as an In-Kind ETF. There is 

no specified period of time that must 

elapse before an In-Kind ETF that ceases 

to qualify as such may again qualify. Such 

a determination must be made based 

on applicable facts and circumstances. 

However, an ETF that has lost its 

qualification could again avail itself of the 

exceptions for In-Kind ETFs if it makes a 

reasonable determination, based on its 

particular facts and circumstances, that 

the event causing it to lose its status as an 

In-Kind ETF was “an extraordinary one-

time event that is unlikely to occur again.” 

The factors that an ETF would consider in 

making these determinations should be 

set forth in its LRM program policies and 

procedures.

Conclusion
The Staff FAQs provide helpful guidance by 

addressing various questions that may arise 

in connection with the design and operation 

of LRM programs. They include advice that 

is particularly useful for sub-advised funds 

(including multi-manager funds) and In-Kind 

ETFs, as well as advice relevant to all funds 

that are required to adopt LRM programs with 

respect to the delegation of responsibilities 

and the classification of investments. THFJ
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In this regard, the SEC staff provides 

the following guidance for determining 

whether an exchange-traded fund satisfies 

redemptions by means of the in-kind 

distribution of assets other than a de minimis 

amount of cash:

•  Treatment of Cash Positions. The inclusion 

of cash in redemption payments by an 

ETF in an amount corresponding to the 

cash position in the ETF’s portfolio may be 

disregarded in determining whether the 

ETF’s use of cash to pay redemptions is de 

minimis.9

•  Treatment of Single Redemption 

Transactions for Cash. An ETF that engages 

in a single redemption transaction 

consisting entirely of cash is not precluded 

from qualifying as an In-Kind ETF. However, 

the decision to make payment for a 

redemption in cash must be at the ETF’s 

discretion and not at the election of 

the authorized participant effecting the 

redemption.

•  Scope of the De Minimis Cash Exception. 

Although the release adopting Rule 22e-4 

did not establish a bright line test for 

determining what constitutes a de minimis 

amount of cash, an ETF may determine that 

the use of cash in an amount constituting 

more than 5 percent of overall redemption 

proceeds is de minimis. The SEC staff 

believes it would be unreasonable to 

consider as de minimis cash exceeding 10 

percent of overall redemption proceeds 

(excluding cash corresponding to the cash 

position in the ETF’s portfolio).

•  Determining What Constitutes a De Minimis 

Use of Cash. There are various approaches 

that an ETF might use to determine 

whether its use of cash in connection 

with redemptions is de minimis, including 

(i) testing each individual redemption 

transaction; or (ii) testing redemption 

transactions over some reasonable period of 

time. What constitutes a reasonable period 

of time for this purpose depends on the 

frequency of redemption activity, and could 

be a day or a week for an ETF with frequent 
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costs that include the cost of execution as well 

as research services, while other clients may 

pay different amounts in connection with the 

same order (i.e., for execution only) because 

of varying research arrangements or because 

the investment adviser elected to pay part or 

all of the research expenses for such clients 

with its own funds. 

This no-action letter allows investment 

advisers to continue to aggregate client orders 

while accommodating differing research 

payment arrangements, provided that:

•  The investment adviser implements 

procedures designed to prevent any account 

from being systematically disadvantaged by 

the aggregation of orders; and 

•  Each client in an aggregated order will 

continue to pay/receive the same average 

price for the purchase or sale of the 

underlying security and will pay the same 

amount for execution.

Division of Trading and Markets No-
Action Relief
The third no-action letter4 allows an 

investment adviser that pays for research 

through an RPA to continue to rely on the 

safe harbor provided by Exchange Act Section 

28(e) when the investment adviser makes 

payments for research to an executing broker 

out of client assets — alongside payments to 

the executing broker for execution — with 

the research payments credited to an RPA 

administered either by the executing broker 

or a third-party administrator. This no-action 

relief, however, will only apply if the following 

four conditions are satisfied:

•  The asset manager makes payments to the 

executing broker-dealer out of client assets 

for research alongside payments through 

an RPA to that executing broker-dealer for 

execution;

•  The research payments are for research 

services that are eligible for the safe harbor 

Implications
While the steps taken by the SEC no doubt 

temporarily reduce the burden on US broker-

dealers and asset managers of complying 

with MiFID II, preserve investor access to 

research, and accommodate the EU’s changes 

without materially altering the US regulatory 

approach, it remains to be seen whether this 

interim approach to addressing conflicting 

US and EU requirements will be viable in the 

long run. 

In addition, investment advisers subject 

to SEC regulations that will be directly or 

indirectly covered by MiFID II will have to 

finalize any needed amendments to their 

expense review and allocation policies to 

confirm that they satisfy MiFID II as well as 

the new conditions and expectations set 

forth by the SEC and European Commission 

guidance. THFJ

under Exchange Act Section 28(e);

•  The executing broker-dealer effects the 

securities transaction for purposes of 

Exchange Act Section 28(e); and

•  The executing broker-dealer is legally 

obligated by a contract with the asset 

manager to pay for research through use of 

an RPA.

European Commission Views
In a coordinated action, the European 

Commission published FAQ guidance 

addressing two concerns surrounding the 

application of MiFID II to EU asset managers 

and non-EU managers contractually required 

to comply with MiFID II unbundling rules 

(“Third-Country Delegates”) when they obtain 

research from third-country (i.e., US and other 

non-EU) broker-dealers. 

The European Commission issued the 

following welcome clarifications:

•  EU managers and Third-Country Delegates 

may continue making combined payments 

for research and execution as a single 

commission to third-country broker-dealers, 

as long as the payment attributable to 

research can be identified separately. To 

this end, EU managers and Third-Country 

Delegates that operate an RPA for research 

payments must maintain a clear audit trail 

of payments to research providers and 

must be able to identify the amount spent 

on research with a particular third-country 

broker-dealer; and 

•  In the absence of a separate research invoice 

from a third-country broker-dealer, the EU 

manager or Third-Country Delegate should 

consult with the broker-dealer or other 

third parties with a view to determining 

the charge attributable to the research. In 

this case, the manager must also ensure 

that the supply of and charges for those 

benefits or services should not be influenced 

or conditioned by the levels of payment for 

execution services. 

FOOTNOTES

1.  Securities Industry and Financial Markets 
Association (Oct. 26, 2017) [SEC No-Action 
Letter].

2.  Section 202(a)(11)(C) of the Advisers Act 
generally excludes from the investment 
adviser definition any broker or dealer who 
performs investment advisory services (i.e., 
who, for compensation, engages in the 
business of advising others, either directly or 
through publications or writings, as to the 
value of securities or as to the advisability of 
investing in, purchasing, or selling securities, 
or who, for compensation and as part of 
a regular business, issues or promulgates 
analyses or reports concerning securities) and 
whose performance of such services is solely 
incidental to the conduct of his business as a 
broker or dealer and who receives no special 
compensation therefor.

3.  Investment Company Institute (Oct. 26, 
2017) [SEC No-Action Letter].

4.  Asset Management Group of the Securities 
Industry and Financial Markets Association 
(Oct. 26, 2017) [SEC No-Action Letter].

FOOTNOTES

1.  The Staff FAQs are available on the SEC’s website here.

2.  Investment Company Liquidity Risk Management Programs, ICA Release No. 

32315 (Oct. 13, 2016).

3.  Funds that are part of a “group of related investment companies” having net 

assets of $1 billion or more (“larger fund groups”) are required to adopt LRM 

programs no later than Dec. 1, 2018. Funds that are part of a group of related 

investment companies having net assets of less than $1 billion (“smaller fund 

groups”) are required to adopt LRM programs no later than June 1, 2019. The 

term “group of related investment companies” is defined by Rule 0-10 under 

the 1940 Act as two or more management investment companies (including 

series thereof) that (i) hold themselves out to investors as related companies for 

purposes of investment and investor services; and (ii) either (a) have a common 

investment adviser or have investment advisers that are affiliated persons of 

each other or (b) have a common administrator.

4.  Funds that primarily hold assets that are “highly liquid investments,” as 

defined by Rule 22e-4, are not required to establish a highly liquid investment 

minimum.

5.  Rule 22e-4 defines an In-Kind ETF as an exchange-traded fund that (i) is 

organized as an open-end management investment company; (ii) meets 

redemptions through in-kind transfers of securities, positions and assets other 

than a de minimis amount of cash; and (iii) publishes its portfolio holdings 

daily.

6.  Paragraph (b)(2) of Rule 22e-4. The Program Administrator for a fund may be 

the fund’s investment adviser or an officer or officers of the fund, but may not 

be solely portfolio managers of the fund. Paragraph (a)(13) of Rule 22e-4.

7.  In connection with the adoption of Rule 22e-4, the SEC is requiring that certain 

portfolio liquidity information be reported monthly on Form N-PORT. This form 

will replace Form N-Q and is designed to provide the SEC with information 

about a fund’s portfolio holdings and the liquidity of its investments, as well 

as information regarding portfolio risk and the use of derivatives. Funds in 

larger fund groups are required to begin filing Form N-PORT no later than April 

30, 2019 (reflecting data for March 2019) and, from June 1, 2018 until April 1, 

2019, must satisfy their Form N-PORT reporting obligations by maintaining in 

their records the information required by Form N-PORT. Funds in larger fund 

groups must start maintaining the portfolio liquidity information required by 

Form N-PORT by Jan. 30, 2019 (reflecting data for December 2018). Funds in 

smaller fund groups are not required to begin filing Form N-PORT until April 

30, 2020 (reflecting data for March 2020); however, these funds must begin 

maintaining in their records the portfolio liquidity information required by Form 

N-PORT by July 30, 2019 (reflecting data for June 2019). For more information 

regarding Form N-PORT filing and record maintenance requirements, please 

refer to “SEC Delays Form N-PORT Filing Requirements and Adopts Related 

Temporary Final Rule,” SRZ Alert, Jan. 17, 2018, available here.

8.   Where a fund has multiple sub-advisers that have been given responsibility to 

classify investments within their respective “sleeves,” the SEC staff stated that 

it encourages the fund to note this in the Explanatory Notes section of Form 

N-PORT and to explain in that section the method used by the fund to resolve 

differences in determination for Form N-PORT reporting purposes. Information 

in the Explanatory Notes section is non-public if related to a nonpublic item of 

Form N-PORT, such as the item requiring funds to report monthly position-level 

liquidity classifications.

9.  See ICA Release No. 32315, supra, at note 852 and accompanying text.


