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No Longer Conceptual:  SEC Proposes 
Significant Regulations Governing the 

Use of Derivatives and Other 
Transactions by Registered Funds and 

BDCs 
 

January 11, 2016

The Securities and Exchange Commission (the 
"SEC") recently proposed new Rule 18f-4 (the 
"Proposed Rule") under the Investment Company 
Act of 1940, as amended (the "1940 Act").1  The 
Proposed Rule would permit mutual funds, 
exchange-traded funds, closed-end funds and 
companies that have elected to be treated as 
business development companies ("BDCs") under 
the 1940 Act (collectively, "funds")2 to enter into 

                                                
1 Use of Derivatives by Registered Investment Companies 

and Business Development Companies, 80 FR 80884 
(December 28, 2015) (the "Proposing Release"). 

2 The Proposed Rule would not apply to unit 
investment trusts ("UITs"), including exchange-
traded funds structured as UITs.  UITs are not 
subject to the requirements of Section 18 of the 1940 
Act and the SEC generally expects that derivatives 
transactions would be outside of the scope of 
permissible investments by UITs as their portfolios 
are generally unmanaged.  See Proposing Release at 
80898 n.139. 

derivatives transactions3 and financial commitment 
transactions4 notwithstanding the prohibitions and 

                                                
3 A "derivatives transaction" is any swap, security-based 

swap, futures contract, forward contract, option, any 
combination of the foregoing, or any similar 
instrument ("derivatives instrument") under which a 
fund is or may be required to make any payment or 
delivery of cash or other assets during the life of the 
instrument or at maturity or early termination, 
whether as margin or settlement payment or 
otherwise.  Proposed Rule 18f-4(c)(2).  The SEC 
noted that not every derivative transaction may 
impose a future payment obligation on a fund and, in 
those instances, would not involve a senior security 
transaction for purposes of Section 18 of the 1940 
Act or the Proposed Rule.  See Proposing Release at 
80891-80892.  Such transactions would include 
purchased options and structured notes, as well as 
securities lending activities.   

4 A "financial commitment transaction" is any reverse 
repurchase agreement, short sale borrowing, or any 
firm or standby commitment agreement or similar 
agreement (such as an agreement under which a fund 



                         

 

restrictions on the issuance of senior securities 
under Section 18 of the 1940 Act, provided that 
the funds comply with the conditions of the 
Proposed Rule.   

If the Proposed Rule is adopted, the SEC would 
rescind long-standing guidance that funds currently 
rely on when engaging in derivatives transactions 
and financial commitment transactions.  In order to 
continue to engage in those transactions, funds 
would be required to comply with the Proposed 
Rule's leverage restrictions, asset coverage 
requirements and, in some cases, adopt a formal 
derivatives risk management program.  A summary 
of those proposed portfolio limitations and asset 
coverage requirements is provided in Appendix A 
hereto. 

Overall, the Proposed Rule is a significant 
departure from current guidance relied on by funds 
when engaging in senior securities transactions.  
Funds that rely heavily on derivatives transactions 
to implement their investment strategies may face 
some difficult decisions in determining whether 
they can effectively pursue their current investment 
objectives if the Proposed Rule is adopted.  Even 
for funds that will not need to materially alter their 
investment strategies, all funds that engage in these 
types of transactions will need to amend their 
current asset segregation practices and will face 
increased compliance obligations.  In addition, 

                                                                          
has obligated itself, conditionally or unconditionally, 
to make a loan to a company or to invest equity in a 
company, including by making a capital commitment 
to a private fund that can be drawn at the discretion 
of the fund's general partner).  Proposed Rule 18f-
4(c)(4).  The SEC requested comment as to whether 
unfunded commitments in private funds (i.e., funds 
that operate pursuant to the registration exemptions 
provided in Sections 3(c)(1) or 3(c)(7) of the 1940 
Act) should be excluded from this definition. 

funds' boards of directors will face a considerable 
increase in their oversight responsibilities.   

The SEC requested comment on essentially all 
aspects of the Proposed Rule.  Comments are due 
on or before March 28, 2016. 

Background 

Sections 18(f) and (a) under the 1940 Act limit 
the ability of mutual funds and closed-end funds to 
issue "senior securities" (i.e., any class of stock or 
evidence of indebtedness having payment priority 
on the fund's assets), effectively regulating the 
ability of funds to leverage their portfolios.  The 
SEC and its staff have long taken the position that 
the entry into derivatives and other types of 
transactions (such as reverse repurchase agreements, 
forward commitment contracts and firm 
commitment agreements) by a fund may involve 
the issuance of a "senior security" because the 
transaction involves a conditional or unconditional 
future payment obligation by the fund to a 
counterparty (in effect, constituting a borrowing by 
the fund until such payment obligation becomes 
due).  Under this interpretation, the use of these 
types of transactions would generally be prohibited 
for mutual funds by Section 18(f) (as mutual funds 
are generally prohibited from borrowing except 
from banks) and limited by the 300% asset 
coverage requirement in Section 18(a) for closed-
end funds or by the 200% asset coverage 
requirement in Section 61 for BDCs. 

In a 1979 interpretive release, however, the SEC 
stated that funds could engage in reverse 
repurchase agreements, firm commitment 
agreements, standby commitment agreements and 
similar transactions if a fund fully "covers" its 
payment obligations by segregating cash or cash 
equivalents in a segregated account, thereby 



                         

 

limiting the risks associated with the transaction.5  
What constitutes appropriate "coverage" has 
evolved over time based largely on SEC 
guidance—which has usually been given on an 
instrument-by-instrument basis—and industry 
practice, and informed by staff comments on fund 
registration statements.  The SEC staff has 
approved coverage using offsetting transactions6 
and liquid securities other than the cash and cash 
equivalents contemplated by Release 10666.7  
Moreover, the SEC staff also has approved 
coverage based on the daily mark-to-market value 
of some cash-settled derivatives rather than the 
entire exposure (i.e., notional value) in recognition 
that a fund's actual exposure may be much less.8  
Over time, under this structure of formal guidance 
and informal practice, funds have developed 
increasingly sophisticated risk management 
strategies utilizing both the derivatives and cash 
markets.  This, in turn, has permitted substantial 
growth in alternative investment strategies available 
to retail investors through registered funds. 

                                                
5 Securities Trading Practices of Registered Investment 

Companies, Investment Company Act Release No. 
10666, 44 FR 25128 (April 27, 1979) ("Release 
10666").  The analysis contained in that SEC release 
has served as the foundation for the SEC staff to 
provide subsequent no-action guidance involving a 
wide array of derivatives transactions and their 
treatment under Section 18 of the 1940 Act.  A select 
bibliography of the subsequent SEC staff no-action 
letters is available at 

 http://www.sec.gov/divisions/investment/seniorsecu
rities-bibliography.htm.  

6 Dreyfus Strategic Investing & Dreyfus Strategic Income, 
SEC No-Action Letter (June 22, 1987). 

7 Merrill Lynch Asset Management, L.P., SEC No-Action 
Letter (July 2, 1996) ("Merrill Lynch Letter"). 

8 See Proposing Release at 80889 n.57 and 
accompanying text. 

The pace of SEC guidance, however, has not 
evolved as quickly as the expansion of the types of 
derivatives transactions used by funds and the 
extent to which they are used.  With respect to 
derivatives transactions, the lack of guidance on 
coverage for particular types of derivatives has 
resulted in many funds extrapolating (not always 
consistently) from published guidance on other 
types of derivatives, seeking informal staff guidance 
(which is not always given) or resorting to review 
of other funds' effective registration statement 
disclosures (which is not always fully transparent).  
With respect to financial commitment transactions, 
most funds cover their short sales and reverse 
repurchase agreements in a manner similar to their 
derivatives transactions.  There has been more 
recent variance in approach, however, in the 
treatment of unfunded commitments as "senior 
securities" for purposes of Section 18 of the 1940 
Act.9 

These and other issues were addressed in a 2010 
report from the Committee on Federal Regulation 

                                                
9 An unfunded commitment is a conditional or 

unconditional obligation by a fund to make a loan to 
a company or to invest equity in a company, 
including by making a capital commitment to a 
private fund that can be drawn at the discretion of the 
private fund's general partner or similar entity.  For 
instance, BDCs may make unfunded commitments to 
provide additional funding to one or more of their 
portfolio companies.  Closed-end funds that invest in 
underlying private equity funds also may have 
unfunded commitments with respect to those 
investments.  Over the last year, through the 
registration statement review and comment process, 
the SEC staff has suggested that these unfunded 
commitments may be sufficiently equivalent to 
standby commitment agreements that they should be 
treated as "senior securities" for purposes of Section 
18 of the 1940 Act and has requested certain 
representations from BDCs seeking to have their 
registration statements declared effective.   

http://www.sec.gov/divisions/investment/seniorsecurities-bibliography.htm
http://www.sec.gov/divisions/investment/seniorsecurities-bibliography.htm


                         

 

of Securities of the American Bar Association's 
Business Law Section's Task Force on Investment 
Company Use of Derivatives and Leverage (the 
"Task Force Report") that was submitted to the 
SEC's Division of Investment Management.10  The 
next year, the SEC issued a "concept" release to 
solicit the public's views on issues relating to the 
use of derivatives by funds.11  Similar to the Task 
Force Report, the Concept Release sought 
comments on a wide range of issues relevant to the 
use of derivatives by funds, including leverage, 
diversification and concentration, exposure to 
securities-related issuers, accounting and financial 
reporting, valuation and liquidity, disclosure and 
related matters. 

In the meantime, efforts of the Financial Stability 
Oversight Council (FSOC), European regulators 
and global regulatory organizations to wring 
systemic risk out of the financial markets appear to 
have heavily influenced the SEC to take a different 
approach to derivatives than may have been 
anticipated at the time the Concept Release was 
issued.  First, the Proposed Rule focuses heavily on 
the leverage risk created by funds' use of derivatives 
and other senior securities transactions, which, in 
turn, implicates the headline systemic risk concerns 
of regulators.  The Proposed Rule appears inspired 
by, although it does not follow, guidelines adopted 
by the European Securities and Markets Authority 

                                                
10 Report of the Task Force on Investment Company Use of 

Derivatives and Leverage, Committee on Federal 
Regulation of Securities, ABA Section of Business Law 

 (July 6, 2010), available at 
http://apps.americanbar.org/dch/thedl.cfm?filename
=/CL410061/sitesofinterest_files/DerivativesTF_July
_6_2010_final.pdf 

11 Use of Derivatives by Investment Companies under the 
Investment Company Act of 1940, Investment Company 
Act Release No. 29776, 76 FR 55237 (Sept. 7, 2011) 
(the "Concept Release"). 

(ESMA).12  Second, the SEC appears to have 
concluded that its previous efforts to address senior 
securities issues were inadequate, implicitly 
criticizing the staff interpretations as permitting 
funds to acquire an inappropriate amount of 
leverage.  Consistent with that view, the Proposed 
Rule might be seen as an effort by the SEC to 
make it impracticable for funds with investment 
strategies involving significant use of derivatives 
and related portfolio leverage (e.g., leveraged ETFs 
and managed futures funds) to operate under the 
1940 Act.  

The Proposed Rule is the third ambitious rule 
proposal that came out in 2015 under SEC Chair 
Mary Jo White seeking to address the "increasingly 
complex portfolio composition and operations of 
today's asset management industry."13  The other 
two proposals were to modernize fund reporting of 
financial data to the SEC and to require certain 
funds to adopt liquidity management programs.14  
Chair White anticipates proposing requirements for 

                                                
12 European Securities and Markets Authority, Guidelines on 

Risk Measurement and the Calculation of Global Exposure 
and Counterparty Risk for UCITS, CESR/10-788 (July 
28, 2010), available at 

 https://www.esma.europa.eu/sites/default/files/librar
y/2015/11/10_788.pdf. 

13 SEC Chair Mary Jo White, Enhancing Risk Monitoring 
and Regulatory Safeguards for the Asset Management 

 Industry (Dec. 11, 2014), available at 
http://www.sec.gov/News/Speech/Detail/Speech/1
370543677722.  

14 Investment Company Reporting Modernization, 80 FR 
33590 (June 12, 2015) (the "Modernization 
Release"); Open-End Fund Liquidity Risk Management 
Programs; Swing Pricing; Re-Opening of Comment Period 
for Investment Company Reporting Modernization Release, 
80 FR 62274 (Oct. 15, 2015) (the "Liquidity 
Release"). 

http://apps.americanbar.org/dch/thedl.cfm?filename=/CL410061/sitesofinterest_files/DerivativesTF_July_6_2010_final.pdf
http://apps.americanbar.org/dch/thedl.cfm?filename=/CL410061/sitesofinterest_files/DerivativesTF_July_6_2010_final.pdf
http://apps.americanbar.org/dch/thedl.cfm?filename=/CL410061/sitesofinterest_files/DerivativesTF_July_6_2010_final.pdf
https://www.esma.europa.eu/sites/default/files/library/2015/11/10_788.pdf
https://www.esma.europa.eu/sites/default/files/library/2015/11/10_788.pdf
http://www.sec.gov/News/Speech/Detail/Speech/1370543677722
http://www.sec.gov/News/Speech/Detail/Speech/1370543677722


                         

 

transition plans for client assets and stress testing for 
large funds and advisers in 2016.15 

Scope of the Proposed Rule 

The Proposed Rule would permit a fund to 
enter into senior securities transactions (as defined 
in the Proposed Rule), notwithstanding the 
requirements of Section 18 of the 1940 Act (or, 
with respect to BDCs, Section 61), provided that 
the fund: 

• complies with one of two alternative portfolio 
limitations with respect to its senior securities 
transactions; and 

• maintains a certain amount of "qualifying 
coverage assets" with respect to its derivatives 
transactions and financial commitment 
transactions.   

If a fund engages in more than a limited amount 
of derivatives transactions or uses any complex 
derivatives transactions16 the fund also would need 

                                                
15 SEC Chair Mary Jo White, Statement on Open-End 

Fund Liquidity Risk Management Programs and Swing 
 Pricing (Sept. 22, 2015), available at 

http://www.sec.gov/news/statement/open-end-
fund-liquidity-risk-management-programs--sept-22-
2015.html.  

16 A "complex derivative transaction" is any derivatives 
transaction for which the amount payable by either 
party upon settlement date, maturity or exercise: (i) is 
dependent on the value of the underlying reference 
asset at multiple points in time during the term of the 
transaction; or (ii) is a non-linear function of the 
value of the underlying reference asset, other than 
due to optionality arising from a single strike price.  
Proposed Rule 18f-4(c)(1).  An example of a "path 
dependent" derivative (i.e., a derivative whose payout 
depends on the path taken by the value of the 
underlying asset during the term of the transaction) is 
a barrier option (also known as a knock-in or knock-
out option), which has a payoff that is contingent on 
whether the price of the underlying asset reaches a 
specified level prior to the option's expiration.  An 
example of a "non-linear" derivative is a variance 

to establish a formalized derivatives risk 
management program administered by a designated 
derivatives risk manager approved by the fund's 
board.   

In addition to the requirements applicable to 
funds, the Proposed Rule contains several 
requirements applicable to fund boards.  Under the 
Proposed Rule, a fund's board, including a 
majority of the directors who are not interested 
persons of the fund ("independent directors"), 
would need to:  

• approve, and oversee compliance with, the 
particular portfolio limitation(s) under which 
the fund will operate (and any changes 
thereto) with respect to its derivatives 
transactions; 

• approve and oversee policies and procedures 
reasonably designed to provide for the fund's 
maintenance of qualifying coverage assets with 
respect to its derivatives transactions and 
financial commitment transactions, including 
procedures to determine calculations for risk-
based coverage amounts with respect to any 
derivatives transactions; and  

• if required, comply with the approval and 
oversight requirements of the fund's 
derivatives risk management program.   

If the Proposed Rule is adopted, Release 10666 
and subsequent SEC staff guidance would be 
rescinded and funds would only be permitted to 
enter into derivatives transactions and financial 
commitment transactions to the extent permitted 
by the Proposed Rule.   

                                                                          
swap, which allows investors to profit from the 
difference between the current implied volatility and 
future realized volatility of an asset, where the payoff 
is a function of the difference between current 
implied variance and future realized variance of the 
asset. 

http://www.sec.gov/news/statement/open-end-fund-liquidity-risk-management-programs--sept-22-2015.html
http://www.sec.gov/news/statement/open-end-fund-liquidity-risk-management-programs--sept-22-2015.html
http://www.sec.gov/news/statement/open-end-fund-liquidity-risk-management-programs--sept-22-2015.html


                         

 

Portfolio Limitations 

The Proposed Rule would require a fund that 
engages in senior securities transactions to comply 
with one of two alternative portfolio limitations.  
A "senior security transaction" is: 

• any derivatives transaction (as defined in the 
Proposed Rule); 

• any financial commitment transaction (as 
defined in the Proposed Rule); and  

• any other senior security entered into by a 
fund pursuant to Sections 18 or 61 of the 
1940 Act, including borrowings from banks 
under the 300% asset coverage test and, in the 
case of closed-end funds and BDCs, issuance 
of debt or preferred stock.17 

If a fund's use of derivatives transactions makes 
the fund's portfolio subject to less market risk, the 
fund may comply with the "risk-based portfolio 
limit" and limit its exposure to senior securities 
transactions to 300% of its net assets.  Otherwise, 
the fund must comply with the "exposure-based 
portfolio limit," which limits the fund's exposure to 
senior securities transactions to 150% of its net 
assets.  

Compliance with either portfolio limitation is 
based on an incurrence, not maintenance, test.  A 
fund must be in compliance with the applicable 
portfolio limitation after entering into any senior 
securities transaction, but would not be required to 
terminate or otherwise unwind a senior securities 
transaction solely because the fund's exposure 
subsequently increased beyond the applicable 
portfolio limitation.  The fund, however, could 
not enter into any additional senior securities 
transactions unless the fund would be in 

                                                
17 Proposed Rule 18f-4(c)(10). 

compliance with the applicable portfolio limitation 
immediately after entering into the transaction. 

Board Approval.  If a fund elects to rely on the 
Proposed Rule, the fund's board, including a 
majority of the independent directors, must 
approve which of the two alternative portfolio 
limitations will apply to the fund (i.e., the fund 
may not elect to rely on both portfolio limitations 
and be in compliance with one of them on any 
given day).18  A fund may elect to switch from 
compliance with one portfolio limitation to the 
other, subject to prior board approval. 

Exposure-Based Portfolio Limit 

Under the exposure-based portfolio limit, a fund 
would be required to limit its aggregate exposure 
to senior securities transactions to 150% of its net 
assets.  A fund's "exposure" is the sum of:  

• the aggregate notional amounts of the fund's 
derivatives transactions; 

• the aggregate obligations of the fund under its 
financial commitment transactions; and 

• the aggregate indebtedness (and, with respect 
to any closed-end fund or BDC, involuntary 
liquidation preference) with respect to any 
other senior securities transactions entered 
into by the fund pursuant to Section 18 or 61 
of the 1940 Act.19  

This limit is designed to impose an overall limit 
on the amount of exposure, and thus the amount 
of potential leverage, that a fund would be able to 
obtain through its use of derivatives and other 
senior securities transactions. 

The "notional amount" of a derivatives 
transaction is either (i) the market value of an 

                                                
18 Proposed Rule 18f-4(a)(1) and (a)(5)(i). 
19 Proposed Rule 18f-4(c)(3). 



                         

 

equivalent position in the underlying reference 
asset (expressed as a positive amount for both long 
and short positions) or (ii) the principal amount on 
which payment obligations under the derivatives 
transaction are calculated.20  This determination is 
subject to three adjustments: 

• For derivatives transactions that provide a 
return based on the leveraged performance of 
an underlying reference asset, the notional 
amount must be multiplied by the applicable 
leverage factor. 

• When calculating the notional amount in 
respect of derivatives transactions for which 
the underlying reference asset is a managed 
account or other vehicle formed or operated 
primarily for the purpose of investing in or 
trading derivatives transactions, or an index 
that reflects the performance of such a 
managed account or vehicle, a fund must 
"look-through" and calculate the notional 
amount by reference to the fund's pro rata 
portion of the notional amounts of the 
derivatives transactions of the underlying 
reference vehicle or index, which in turn 
must be calculated in a manner consistent 
with the requirements of the Proposed Rule. 

• For complex derivatives transactions, the 
notional amount would be equal to the 
aggregate notional amount(s) of other 
derivatives instruments, excluding other 
complex derivatives transactions, reasonably 

                                                
20 Proposed Rule 18f-4(c)(7).  The SEC provided a 

table in the Proposing Release with a list of 
derivatives transactions commonly used by funds, 
together with the method the SEC believes funds 
typically would calculate a transaction's notional 
amount.  The SEC noted that the Proposed Rule's 
definition of notional amount generally would allow 
a fund to use those calculation methods to determine 
the notional amounts of those derivatives transactions 
(before any permitted adjustments) for purposes of 
calculating the fund's exposure. See Proposing 
Release at 80901-80902. 

estimated to offset substantially all of the 
market risk of the complex derivatives 
transaction at the time the fund enters into the 
transaction.21 

Under the Proposed Rule, funds would be 
permitted to net any directly offsetting derivatives 
transactions that are the same type of instrument 
and have the same underlying reference asset, 
maturity and other material terms, even if the 
transactions are with different counterparties.22   

Risk-Based Portfolio Limit 

The risk-based portfolio limit is designed to 
provide an alternative portfolio limitation that 
focuses primarily on a risk assessment of a fund's 
use of derivatives transactions, in contrast to the 
exposure-based portfolio limit, which focuses 
solely on the level of a fund's exposure.  Under the 
risk-based portfolio limit, a fund would be 
permitted to increase its aggregate exposure to 
senior securities transactions to 300% of its net 
assets,23 but only if the fund's derivatives 
transactions, in the aggregate, result in the fund 
being subject to less market risk than if the fund 
did not use such transactions.  This would be 
evaluated using a test based on value-at-risk 
("VaR").   

Under the Proposed Rule, VaR is an estimate of 
potential losses on an instrument or portfolio, 

                                                
21 Funds that utilize complex derivatives transactions 

would need to document the manner in which they 
determine the notional amount of such transactions.  
See Proposing Release at 80905 n.187.  

22 Proposed Rule 18f-4(c)(3)(i); See Proposing Release 
at 80906. 

23 A fund's exposure under the 300% limitation would 
be calculated the same as, and subject to the same 
permissible netting, a fund's exposure under the 150% 
portfolio limitation discussed above under "Exposure-
Based Portfolio Limit." 



                         

 

expressed as a positive amount in U.S. dollars, over 
a specified time horizon and at a given confidence 
level, and any VaR model24 must: 

• take into account and incorporate all 
significant, identifiable market risk factors 
associated with a fund's investments, 
including, as appropriate, risks such as equity 
price risk, interest rate risk, credit spread risk, 
foreign currency risk and commodity price 
risk, as well as the sensitivity of the market 
value of the fund's derivatives transactions to 
changes in volatility or other material market 
risk factors; 

• use a minimum 99% confidence interval and 
use a time horizon of not less than 10 and not 
more than 20 trading days; and 

• use a minimum of three years of historical 
data to estimate historical VaR.25 

To satisfy the VaR test, a fund's full portfolio 
VaR would have to be less than the fund's 
securities VaR immediately after the fund enters 
into any senior securities transaction.26  Under the 
Proposed Rule: 

• A fund's "full portfolio VaR" is the VaR of 
the fund's entire portfolio, including securities, 
other investments and derivatives transactions. 

• A fund's "securities VaR" is the VaR of the 
fund's portfolio of securities and other 
investments, but excluding any derivatives 
transactions. 

                                                
24 While the Proposed Rule does not specify that a fund 

must use any particular type of VaR model, any VaR 
model used by a fund must take into account and 
incorporate all significant, identifiable market risk 
factors associated with the fund's investments and 
satisfy the other requirements for a VaR model. 

25 Proposed Rule 18f-4(c)(11)(ii). 
26 Proposed Rule 18f-4(a)(1)(ii). 

• A fund would be required to apply its VaR 
model consistently when calculating its 
securities VaR and full portfolio VaR.27 

The SEC noted that funds may use measures 
other than VaR in order to assess the risks posed by 
a fund's derivatives and other investments and that 
funds should not use the VaR test under the 
proposed portfolio limitation as a substitute for 
other measures, such as tailored stress tests, that a 
fund may consider in connection with its 
derivatives risk management. 

Asset Coverage Requirements 

In addition to complying with one of the two 
portfolio limitations described above, funds would 
be subject to separate asset coverage requirements 
with respect to their derivatives transactions and 
financial commitment transactions.  These separate 
requirements are designed to enable funds to meet 
their obligations under such transactions.   

In contrast to determining compliance with the 
proposed portfolio limitations, the use of other 
senior security transactions, such as borrowings 
from financial institutions or, for closed-end funds 
and BDCs, the issuance of preferred shares or other 
debt securities, that are otherwise subject to the 
asset coverage requirements of Sections 18 or 61 of 
the 1940 Act, would not be subject to the asset 
coverage requirements of the Proposed Rule. 

Derivatives Transactions 

Under the Proposed Rule, with respect to each 
derivatives transaction, a fund would be required to 
maintain "qualifying coverage assets" to cover (i) 
the fund's mark-to-market obligations under the 
transaction and (ii) an additional amount designed 
to address potential future losses and resulting 

                                                
27 Proposed Rule 18f-4(c)(11)(i). 



                         

 

payment obligations under the transaction.  In 
addition: 

• With limited exceptions, the fund's qualifying 
coverage assets for its derivatives transactions 
would be required to consist of cash and cash 
equivalents.   

• The total amount of a fund's qualifying 
coverage assets could not exceed the fund's 
net assets, which would prevent a fund from 
using other leverage transactions (e.g., 
borrowings from financial institutions) to 
cover the leverage created by its use of 
derivatives transactions.   

• Qualifying coverage assets used to cover a 
derivatives transaction may not also be used to 
cover a financial commitment transaction. 

Segregating a fund's mark-to-market obligations 
for all derivative transactions is a material change 
from the SEC's current guidance that requires 
funds to segregate liquid assets equal to the fund's 
notional exposure (less any margin on deposit) for 
certain derivative transactions (e.g., writing credit 
default swaps or physically settled futures and 
forwards).  The trade-off, however, is that the 
Proposed Rule generally would only permit funds 
to segregate cash or cash equivalents (e.g., U.S. 
Treasuries, agency securities, bank deposits, 
commercial paper and money market funds) 
instead of assets generally determined to be liquid 
(e.g., equity securities and non-investment grade 
debt securities).28 

Mark-to-Market Coverage.  Funds would be 
required to segregate qualifying coverage assets in a 
"mark-to-market coverage amount," equal to the 

                                                
28 Current SEC staff guidance permits funds to cover 

their derivatives transactions by depositing any liquid 
asset, including equity securities and non-investment 
grade debt securities, in a segregated account.  See, 
e.g., Merrill Lynch Letter, supra note 7. 

amount payable by the fund if the fund were to 
exit the derivatives transaction at the time of 
determination, which would generally be the fair 
value of any liability.29  The SEC believes that 
determination of the mark-to-market coverage 
amount should be consistent with the current 
practices of funds that segregate the mark-to-
market liability associated with a derivatives 
transaction for purposes of "covering" that 
exposure.   

Additional Risk-Based Coverage.  In addition to 
segregating a mark-to-market coverage amount, a 
fund also would need to segregate a "risk-based 
coverage amount," representing a reasonable 
estimate of the potential amount payable by the 
fund if it were to exit the derivatives transaction 
under stressed conditions, determined in 
accordance with policies and procedures approved 
by the fund's board.30  The SEC noted that in 
certain circumstances, it may be appropriate that 
the risk-based coverage amount equal the full 
notional value of the derivative transaction (e.g., if 
the derivative or the underlying reference asset is 
not traded or is thinly traded or if the fund cannot 
terminate the transaction). 

                                                
29 Proposed Rule 18f-4(c)(6).  The mark-to-market 

coverage amount would reflect any accrued but 
unpaid premiums or other similar periodic payments 
owed under the derivatives transaction, as these 
amounts would influence the amount the fund would 
pay if it were to exit that transaction.  Under some 
derivatives transactions, a fund may not be required 
to make any payments if the fund were to exit such 
transaction.  In this case, the mark-to-market 
coverage amount would be equal to zero, but the 
fund still would be required to consider the risk-
based coverage amount for such transaction. See 
Proposing Release at 80926-80927 n.333. 

30 Proposed Rule 18f-4(c)(9). 



                         

 

Both the mark-to-market coverage amount and 
the risk-based coverage amount must be identified 
on the books and records of the fund and be 
calculated at least once each business day at the 
same time.  For funds that calculate their net asset 
value each day, those funds could calculate their 
coverage amounts as part of their determination of 
their net asset value. 

Coverage Reduction; Netting.  Under the Proposed 
Rule, the mark-to-market coverage amount may 
be reduced by the value of any assets that represent 
variation margin or collateral to cover the fund's 
mark-to-market loss with respect to the 
transaction, but may not be reduced by any initial 
margin.  The risk-based coverage amount, 
however, may be reduced by the value of any 
assets posted for that specific derivative transaction 
that represent initial margin or collateral to cover 
future potential amounts payable by the fund under 
such derivative transaction.   

Furthermore, funds would be permitted to net 
their mark-to-market coverage amounts and risk-
based coverage amounts for multiple derivatives 
transactions so long as those transactions were 
covered by an agreement that provided for the 
terms of such netting.31   

Qualifying Coverage Assets.  A fund's "qualifying 
coverage assets" generally would need to be cash or 
cash equivalents, except with respect to any 

                                                
31 Under the Proposed Rule, the total amount of a 

fund's qualifying coverage assets cannot be less than 
the sum of the fund's aggregate coverage amounts.  
As such, qualifying coverage assets could not be used 
to cover more than one derivatives transaction unless 
the transactions are subject to a netting agreement 
and the fund calculates its coverage amounts with 
respect to such transactions on a net basis.  See 
Proposing Release at 80927 n.337 and accompanying 
text. 

derivatives transaction under which the fund may 
satisfy its payment obligations by delivering a 
particular asset, in which case that particular asset 
may serve as the qualifying coverage asset for that 
transaction (e.g., writing a call option on a portfolio 
security).  A qualifying coverage asset generally 
would not include a derivatives transaction that 
provides an offsetting exposure.32  As a result, in 
contrast to current guidance, under the Proposed 
Rule, funds would not be permitted to use other 
liquid assets, such as equity securities or non-
investment grade debt securities, or enter into 
offsetting transactions to "cover" their derivatives 
transactions.  

Board Approval and Adoption of Policies and 
Procedures.  Under the Proposed Rule, if a fund 
uses derivatives transactions, the fund's board, 
including a majority of its independent directors, 
must approve policies and procedures reasonably 
designed to provide for the fund's maintenance of 
qualifying coverage assets, including policies and 
procedures to assess and determine the risk-based 
coverage amounts for such transactions.33  These 
policies and procedures will need to be tailored to 
the funds' specific derivatives transactions, 
investment strategies and associated risks and 
should take into account, as relevant, the structure, 
terms and characteristics of a derivatives transaction 
and the underlying reference asset (e.g., whether 
the position can be terminated, the intended use of 

                                                
32 Under the Proposed Rule, however, a fund that 

entered into two transactions covered by a netting 
agreement could determine its mark-to-market 
coverage amount and risk-based coverage amount on 
a net basis, which could result in a reduction in the 
amount of qualifying coverage assets that the fund 
would need to segregate if such transactions were 
offsetting.  See Proposing Release at 80933 n.374. 

33 Proposed Rule 18f-4(a)(2), (a)(5)(ii) and (c)(9). 



                         

 

the derivative in the fund's investment strategy, 
etc.). 

Funds that utilize stress testing as part of their 
regular risk management (or separately under a 
derivatives risk management program) could 
consider also using stress testing to estimate the 
risk-based coverage amount for a derivatives 
transaction by estimating the effects of various 
adverse events.  Alternatively, a fund's policies and 
procedures could provide that, for a particular type 
of derivatives transaction, the fund's adviser would 
use a stressed VaR model to estimate the potential 
loss the fund could incur, at a given confidence 
level, under stressed conditions. 

Financial Commitment Transactions 

Under the Proposed Rule, a fund would be 
required to maintain asset coverage for each 
financial commitment transaction with a value 
equal to at least the amount of the financial 
commitment obligation34 associated with the 
transaction.  If a fund is conditionally or 
unconditionally obligated to deliver a particular 
asset, the financial commitment obligation would 
equal the value of the asset, determined at least 
once each business day.  In addition, similar to the 
limitations for derivatives transactions: 

• The total amount of a fund's qualifying 
coverage assets could not exceed the fund's 
net assets, which would prevent a fund from 
using other leverage transactions (e.g., 
borrowings from financial institutions) to 
cover the leverage created by its use of 
financial commitment transactions.   

                                                
34 A "financial commitment obligation" is the amount 

of cash or other assets that the fund is conditionally or 
unconditionally obligated to pay or deliver under a 
financial commitment transaction.  Proposed Rule 
18f-4(c)(5). 

• Qualifying coverage assets used to cover a 
financial commitment transaction may not 
also be used to cover a derivatives transaction. 

In contrast to the proposed coverage amounts 
for derivatives transactions, the Proposed Rule 
would require a fund to maintain assets to cover 
the full amount of the fund's obligations under its 
financial commitment transactions.  This is 
because, in the SEC's view, a fund is more likely to 
be required to fulfill its full obligation under a 
financial commitment transaction as compared to a 
derivatives transaction.  The SEC did not propose 
a portfolio limitation for financial commitment 
transactions similar to that proposed for derivative 
transactions, but did solicit comment as to whether 
one should be adopted. 

Qualifying Coverage Assets.  Similar to derivative 
transactions, "qualifying coverage assets" for a 
financial commitment transaction consist of either 
(i) cash and cash equivalents or (ii) with respect to 
any financial commitment transaction under which 
the fund may satisfy its obligations under the 
transaction by delivering a particular asset, that 
particular asset.   

Unlike derivative transactions, however, 
qualifying coverage assets for a financial 
commitment transaction also include assets that are 
convertible to cash or that will generate cash, equal 
in amount to the financial commitment obligation, 
prior to the date on which the fund can be 
expected to be required to pay such obligation or 
that have been pledged with respect to the financial 
commitment obligation and can be expected to 
satisfy such obligation.35 

                                                
35 For example, assets that are pledged by a fund to its 

broker in connection with a short sale that can be 
expected to satisfy the fund's obligations under the 



                         

 

Board Approval and Adoption of Policies and 
Procedures.  Under the Proposed Rule, if a fund 
uses financial commitment transactions, the fund's 
board, including a majority of its independent 
directors, must approve policies and procedures 
reasonably designed to provide for the fund's 
maintenance of qualifying coverage assets.  

Derivatives Risk Management 
Programs 

In addition to the portfolio limitations and asset 
coverage requirements described above, under the 
Proposed Rule, funds that (i) exceed a 50% 
threshold of aggregate notional derivatives 
exposure or (ii) use any complex derivatives 
transactions would be required to adopt and 
implement a written derivatives risk management 
program.36  Under the Proposed Rule, the 
threshold for implementing a program would be 
triggered solely by the notional exposure of a 
fund's derivatives transactions and would not 
include the fund's exposure to financial 
commitment transactions or other senior securities 
transactions. 

The program, which would be administered by 
a designated derivatives risk manager, would 
require funds, at a minimum, to adopt policies and 
procedures reasonably designed to implement 
certain specified elements discussed below, and 
would include administration and oversight 

                                                                          
transaction could be segregated as qualifying coverage 
assets.  Assets that a fund has transferred to its 
counterparty in connection with a reverse repurchase 
agreement also could be regarded as having been 
pledged by the fund, and, if those assets can be 
expected to satisfy the fund's obligations under the 
transaction, the fund could segregate those assets as 
qualifying coverage assets.  See Proposing Release at 
80949. 

36 Proposed Rule 18f-4(a)(3). 

requirements.  The program would need to be 
tailored by a fund and its adviser to the particular 
types of derivatives used by the fund and the 
manner in which those derivatives relate to the 
fund's investment portfolio and strategies.  The 
SEC also suggested that a fund might, as it 
determines appropriate, expand its derivatives risk 
management program beyond the elements 
required under the Proposed Rule. 

The Proposed Rule does not require a fund to 
adopt a derivatives risk management program if the 
fund's board, including a majority of the 
independent directors, determines that the fund 
will comply, and monitor its compliance, with a 
portfolio limitation under which the fund limits its 
aggregate notional exposure to derivatives 
transactions to no more than 50% of its net assets 
and does not use any complex derivatives 
transactions.37 

Required Program Elements; Derivatives 
Risk Manager 

Under the Proposed Rule, a derivatives risk 
management program, at a minimum, must include 
policies and procedures reasonably designed to 
address the following four elements:  (i) assess the 
risks associated with the fund's derivatives 
transactions; (ii) manage the risks of the fund's 
derivatives transactions; (iii) reasonably segregate 
the functions associated with the program from the 
portfolio management of the fund; and (iv) 
periodically (but at least annually) review and 
update the program.  

                                                
37 Proposed Rule 18f-4(a)(4).  If a fund elects to operate 

under this provision, the fund's board-approved 
policies and procedures governing compliance with 
portfolio limitations also will need to cover this 
limitation.  Proposed Rule 18f-4(a)(5)(i). 



                         

 

Risk Assessment.  A fund must have policies and 
procedures reasonably designed to assess the risks 
associated with its derivatives transactions, 
including an evaluation of potential leverage, 
market, counterparty, liquidity and operational 
risks, as applicable, and any other risks considered 
relevant.  In complying with this element, funds 
should engage in a thorough analysis of all risks 
that apply to the derivatives they currently use and 
any derivatives they reasonably expect to use in the 
future.  Funds and their boards should consider the 
overlap between this element and the policies and 
procedures that would be required to be adopted 
with respect to determining a fund's additional 
risk-based coverage amount as part of the asset 
segregation requirements of the Proposed Rule. 

Risk Management.  A fund must have policies and 
procedures reasonably designed to manage the risks 
of its derivatives transactions, under both normal 
and stressed conditions, including by:  (i) 
monitoring whether the fund's use of derivatives 
transactions is consistent with any investment 
guidelines established by the fund or its adviser as 
well as the portfolio limitation applicable to the 
fund and disclosure to investors; and (ii) informing 
persons responsible for portfolio management of 
the fund or the fund's board, as appropriate, 
regarding material risks arising from the fund's 
derivatives transactions.   

Segregation of Functions.  A fund must have 
policies and procedures that reasonably segregate 
the functions associated with the program from the 
portfolio management of the fund.  As fund 
management may be compensated, in part, based 
on a fund's returns, the SEC is concerned that the 
incentives of portfolio managers may not always be 
consistent with the restrictions imposed by a 
derivatives risk management program.  The SEC 

noted, however, that this segregation should not 
result in a "firewall" between the derivatives risk 
manager and portfolio management. 

Periodic Review.  A fund must have policies and 
procedures reasonably designed to periodically 
review and update its program.  Such review 
should be done at least annually and should cover 
any models (including any VaR calculation 
models),38 measurement tools or policies and 
procedures that are part of, or used in, the program 
to evaluate their effectiveness and reflect changes in 
risks over time.  Policies and procedures related to 
the review of the fund's derivatives risk should be 
appropriately tailored to reflect the fund's particular 
facts and circumstances.  For example, funds that 
employ a greater use of derivatives may decide that 
reviews should occur more frequently than 
annually or should consider adding additional focus 
areas in its annual review that are not specifically 
covered by the Proposed Rule. 

Derivatives Risk Manager.  A fund also must 
designate an employee or officer of the fund or the 
fund's adviser to serve as the "derivatives risk 
manager," who must be approved by the fund's 
board, including a majority of the independent 
directors, and be responsible for administering the 
fund's derivatives risk management program.39  

                                                
38 Funds would need to periodically review and update 

their VaR calculation models in order to evaluate the 
models' effectiveness and reflect changes in risks over 
time.  The SEC suggested that funds that rely on the 
risk-based portfolio limit should consider periodic 
back-testing or other procedures to assess the 
effectiveness of their VaR models, and, in particular, 
consider using such testing to periodically assess 
whether those models account for and incorporate all 
significant, identifiable market risk factors associated 
with the fund's investments. See Proposing Release at 
80921. 

39 Proposed Rule 18f-4(a)(3)(ii)(C). 



                         

 

This individual may not be associated with 
portfolio management, but may also have other 
roles with respect to the fund, such as serving as 
chief compliance officer or chief risk manager.40  
The derivatives risk manager generally should be 
sufficiently knowledgeable about the risks and use 
of derivatives that he or she can effectively fulfill 
the responsibilities of the position. 

Board Approval and Oversight 

The Proposed Rule includes specific board 
approval oversight provisions related to a fund's 
derivatives risk management program.  A fund's 
board would be required to: 

• approve the fund's program and any material 
changes to that program; 

• designate the fund's derivatives risk manager; 
and  

• at least quarterly, review written reports 
prepared by the derivatives risk manager that 
describes the adequacy of the program and the 
effectiveness of its implementation.   

In considering whether to approve a fund's 
derivatives risk management program (or any 
material changes to it), a board generally should 
consider the types of derivatives transactions used 
(or expected to be used) by the fund, the portfolio 
exposure created by those transactions and their 
particular risks, and whether the program 
sufficiently addresses the fund's compliance with its 
investment guidelines, any applicable portfolio 
limitation under the Proposed Rule and relevant 
disclosure.  Boards also may wish to consider 

                                                
40 Unlike the chief compliance officer under Rule 38a-

1 under the 1940 Act, the Proposed Rule would not 
require that a derivatives risk manager only be 
removable by the board, nor would the board need 
to approve the derivatives risk manager's 
compensation. 

industry best practices or consult with other experts 
familiar with such programs.   

In approving a derivatives risk management 
program, the SEC stated that boards may satisfy 
their obligations by reviewing summaries of the 
program prepared by the fund's derivatives risk 
manager, legal counsel or other persons familiar 
with the program.  Boards generally should 
consider the adequacy of the program from time to 
time in light of past experience (both by the fund 
in particular and the market generally) and recent 
experiences regarding the fund's use of derivatives, 
including any compliance matters.41 

Other Proposed Regulatory Changes 

Recordkeeping 

Under the Proposed Rule, a fund would be 
required to maintain certain records in connection 
with its use of derivatives transactions and forward 
commitment transactions, including:  (i) copies of 
the fund's policies and procedures with respect to 
qualifying coverage assets and risk-based coverage 
amount calculations; (ii) records of the board's 
determination as to the fund's election of and 
compliance with the applicable portfolio 
limitation(s); (iii) records reflecting the mark-to-
market coverage amount and the risk-based 
coverage amount for each derivatives transaction 
and identifying the qualifying coverage assets 
maintained by the fund; and (iv) records reflecting 
the amount of each financial commitment 
obligation associated with each financial 
commitment transaction and identifying the 
qualifying coverage assets maintained by the fund. 

In addition, funds with derivative risk 
management programs would be required to 

                                                
41 See Proposing Release at 80944-80945. 



                         

 

maintain:  (i) a written copy of the policies and 
procedures approved by the board that are in effect 
(or that were in effect at any time within the past 
five years); (ii) copies of any materials provided to 
the board in connection with its approval of the 
program (or any material changes to the program), 
as well as any written reports provided to the board 
relating to the program, such as the quarterly 
reports from the derivatives risk manager; and (iii) 
records documenting the periodic reviews and 
updates conducted with respect to any models, 
measurement tools or policies and procedures used 
in the program (including any updates to any VaR 
calculation models used by the fund and the basis 
for any material changes thereto). 

Amendments to proposed Forms N-PORT 
and N-CEN 

The SEC also proposed amendments to 
proposed forms N-PORT and N-CEN, the new 
reporting forms that were initially proposed by the 
SEC in May 2015 and which have not yet been 
adopted in final form.42  The SEC proposed to 
amend proposed Form N-PORT by requiring 
funds with derivative risk management programs to 
provide certain risk metrics relating to the funds' 
use of derivatives.  The SEC also proposed to 
amend proposed Form N-CEN by requiring funds 
to identify the portfolio limitation (i.e., the 150% 
exposure-based limit or the 300% risk-based limit) 
on which the fund relied during the reporting 
period, if applicable. 

Topics for Consideration 

Regulatory Uncertainty 

It is not fully evident how the Proposed Rule 
would interact with the SEC's other recent 

                                                
42 Modernization Release, supra, note 14. 

rulemaking initiatives, such as those governing 
reporting modernization and liquidity risk 
management programs, especially as those 
initiatives have not been finalized and adopted.43  
In addition, the SEC has yet to propose or adopt 
various rulemakings mandated by the Dodd-Frank 
Wall Street Reform and Consumer Protection Act 
of 2010, including those that would require stress 
testing for large funds and advisers.  It may be that 
the individual rulemakings, when operating in 
concert, will have unintended consequences for 
funds and their investors.   

In particular, there may be important interplay 
between the Proposed Rule and the SEC's recent 
proposed rulemaking on liquidity risk management 
programs for non-money market mutual funds and 
ETFs.44  For example, under proposed Rule 22e-4 
under the 1940 Act, a fund would need to 
consider, in assessing the liquidity of a particular 
asset, whether the fund invests in the asset because 
it is connected with another portfolio investment.  
To the extent fund assets are segregated as 
qualifying covered assets and used to cover 
derivatives transactions or financial commitment 
transactions under the Proposed Rule, those assets 
would be classified, for purposes of proposed Rule 
22e-4, using the liquidity of the transaction they 
are covering because such assets would only be 
available for sale to meet fund redemptions once 
the related transaction is disposed of or unwound.45  
As a result, where the qualifying coverage asset is 
cash or a cash equivalent and the derivatives 

                                                
43 This interplay was highlighted by Commissioner 

Piwowar in his dissenting statement on the Proposed 
Rule, available at 

 http://www.sec.gov/news/statement/piwowar-
dissenting-statement-use-of-derivatives-funds.html.  

44 Liquidity Release, supra note 14. 
45 See Proposing Release at 80928 n.328. 

http://www.sec.gov/news/statement/piwowar-dissenting-statement-use-of-derivatives-funds.html
http://www.sec.gov/news/statement/piwowar-dissenting-statement-use-of-derivatives-funds.html


                         

 

transaction or financial commitment transaction 
had a term that extends out more than three days, 
funds would see a material drop in their published 
three-day liquid asset category.   

In addition, funds subject to the proposed 
requirement to adopt a liquidity risk management 
program that also would be required (or that 
otherwise elect) to adopt a derivatives risk 
management program should consider how 
liquidity risk is assessed and monitored under both 
programs to ensure consistency in approach and 
disclosure both to the boards of the funds as well as 
to the public. 

The Proposed Rule also is silent on a host of 
other issues raised in the Task Force Report and 
the Concept Release, such as concentration and 
diversification, exposure to securities-related issuers 
and valuation.  As noted earlier, the SEC may be 
primarily focused on addressing perceived 
systematic risk through the Proposed Rule and it 
remains to be seen whether the SEC or its staff will 
address those remaining issues as part of its ongoing 
effort to modernize the regulatory landscape 
governing funds' use of derivatives or whether 
funds (and their advisers and boards) will continue 
to be left to establish investment and trading 
practices based on existing guidance.  

Product Offerings 

The number of funds that will be significantly 
impacted by the Proposed Rule also remains to be 
seen.  The leverage restrictions and asset coverage 
requirements in the Proposed Rule might affect a 
broader array of funds than the leveraged ETFs and 
managed futures funds often cited by the SEC.  For 
example, funds that pursue their principal 
investment strategies through substantial use of 
derivatives, such as absolute return funds, 

commodity funds, currency funds and 
unconstrained or nontraditional bond funds, may 
be forced to liquidate (or at least deregister and 
operate as private funds or commodity pools) if 
they cannot modify their strategies to comply with 
the Proposed Rule.46 

Alternatively, if funds were to modify their 
investment strategies and move away from the use 
of derivatives and back into the securities markets, 
those funds may see a material increase in their 
liquidity risk—an issue of particular interest to the 
SEC and the industry as of late.  For certain funds, 
such as closed-end funds-of-hedge funds or private 
equity funds as well as BDCs, the ability to make 
certain investments may be limited as those funds 
would need to segregate qualifying assets for capital 
commitments that the fund's adviser does not 
reasonably expect to be called (based on 
information provided by the portfolio company or 
the underlying fund's sponsor).  Overall, if these 
types of products were to materially change their 
investment strategies or otherwise move out of the 
retail market, investors could lose access to desired 
investment strategies currently available through a 
registered fund product with the attendant 
protections of the 1940 Act.   

                                                
46 Certain leveraged ETFs, however, have announced 

expectations that they will be able to comply with the 
Proposed Rule's requirements.  For instance, 
ProShares, a provider of alternative and leveraged 
ETFs and mutual funds, issued a press release 
announcing that it expects to be able to manage its 2x 
and inverse 2x mutual funds and ETFs in compliance 
with the Proposed Rule.  The press release is 
available at 

 http://www.proshares.com/news/statement_from_pr
oshares_regarding_the_sec_derivatives_proposal.html.  

http://www.proshares.com/news/statement_from_proshares_regarding_the_sec_derivatives_proposal.html
http://www.proshares.com/news/statement_from_proshares_regarding_the_sec_derivatives_proposal.html


                         

 

Increased Board Obligations 

The Proposed Rule would add considerable 
oversight by fund boards of their funds' use of 
derivatives. Boards will be required to approve and 
oversee policies and procedures addressing:  (i) 
fund election and compliance with applicable 
portfolio limitations (either the 150% exposure-
based limit or the 300% risk-based limit with 
respect to senior security transactions and, if 
applicable, the 50% net asset limit with respect to a 
derivatives risk management program); and (ii) the 
selection, segregation and monitoring of qualifying 
assets (including, the determination of risk-based 
coverage amounts for derivatives transactions and 
the appropriateness of the segregation of non-cash 
assets for financial commitment transactions).  For 
certain funds, boards also will be required to 
approve a derivatives risk management program 
and the designation of the derivatives risk manager.   

Given the complexity of these procedures and 
the transactions they would need to govern, it will 
be essential for fund boards to work closely with 
fund management and outside consultants, such as 
fund and independent board counsel, when 
considering the various policies and procedures 
that funds will be required to adopt and maintain 
under the Proposed Rule.  For instance, the 
Proposed Rule would impose a substantial burden 
on boards to understand technical concepts (such as 
VaR as part of the election of a portfolio limitation 
and oversight under a derivatives risk management 
program) and highly complicated derivative 
arrangements (such as approving risk-based 
coverage amounts for complex derivative 
transactions).  As part of fulfilling their oversight 
obligations, boards should ensure they are getting 
sufficient information about the qualifications and 
background of the fund management personnel 

(compliance, risk, operations, legal, etc.) that are 
responsible for developing and monitoring their 
funds' use of these transactions. 

Funds, and their advisers and boards, may want 
to consider adopting a derivatives risk management 
program even if a fund intends to stay below the 
50% aggregate notional exposure threshold.  For 
advisers of larger and more diverse fund complexes, 
it may be easier to develop, apply and monitor a 
comprehensive program on a consistent basis across 
the fund platform.  Likewise, it may be easier for 
boards to oversee compliance with their funds' 
policies and procedures if they receive consistent 
reporting with respect to their funds' use of senior 
securities transactions.  As part of that discussion, 
boards may want to consider whether a more 
comprehensive program would be a "best practice" 
for their funds that otherwise would not be 
required to adopt a derivatives risk management 
program, but will need to adopt certain other 
policies and procedures required under the 
Proposed Rule. 

______________________________________ 

By Nicole M. Runyan, Partner in Stroock's 
Investment Management Group, and Kirk 
Anderson and Lisa P. Goldstein, associates in 
Stroock's Investment Management Group. 
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Appendix A 

 
PORTFOLIO LIMITATIONS 

(Overall Limitation on Leverage) 
 

 Exposure-Based Portfolio Limit Risk-Based Portfolio Limit 
   
Overall Leverage Limit 150% of net assets 300% of net assets but only if full 

portfolio VaR is less than securities 
VaR. 

Calculation Sum of (i) notional value of derivatives 
transactions,1 (ii) value of financial commitment 
obligations2 and (iii) any other Section 18 leverage 
(e.g., bank borrowings or preferred shares). 

Same. 

Calculation Adjustments • leveraged performance multiple 
• look-through for managed accounts, special 

purpose vehicle or index 
• complex derivatives transactions 

Same. 

Timing of Calculation Immediately after any senior securities transaction. Same. 

Permitted Netting Derivatives transactions must directly offset each 
other, be the same type of instrument and have the 
same underlying reference asset, maturity and other 
material terms.  Different counterparties permitted. 

Same. 

Board Approved Policies and 
Procedures 

Board would need to approve the election of the 
portfolio limitation and any changes thereto.3 

Same. 

 

                                                
1 Any swap, security-based swap, futures contract, forward contract, option, any combination of the foregoing, or 

any similar instrument under which a fund is or may be required to make any payment or delivery of cash or other 
assets during the life of the instrument or at maturity or early termination. 

2 The amount of cash or other assets that a fund is conditionally or unconditionally obligated to pay or deliver under 
a financial commitment transaction. 

3 A board also would be required to adopt policies and procedures with respect to maintaining a fund's aggregate 
notional exposure to derivatives transactions to no more than 50% of its net assets if the fund did not want to adopt 
a derivatives risk management program. 



                         

 

ASSET COVERGE REQUIREMENTS 
(Asset Maintenance to Satisfy Payment Obligations) 

 
 

Derivatives Transactions 
Financial Commitment 

Transactions1 
   

Asset Coverage Requirement Maintain qualifying coverage assets in an amount at 
least equal to the sum of the fund's mark-to-market 
obligations plus an additional amount designed to 
address potential future losses and resulting payment 
obligations under the transaction. 

Maintain qualifying coverage assets 
for each financial commitment 
transaction with a value at least equal 
to the amount of cash or other assets 
that the fund is conditionally or 
unconditionally obligated to pay or 
deliver under the transaction. 

Qualifying Coverage Assets • cash and/or cash equivalents 
• delivery of a particular asset (e.g., writing a call 

option on a portfolio security) 

Same, except a fund also could 
segregate assets that are convertible 
to cash or that will generate cash, 
equal in amount to the financial 
commitment obligation, prior to the 
date on which the fund can be 
expected to be required to pay such 
obligation or that have been pledged 
with respect to the financial 
commitment obligation and can be 
expected to satisfy such obligation. 

Timing of Determination At least once each day. Same. 

Permitted Netting Funds may net payment obligations with respect to 
multiple derivatives transactions if a netting 
agreement is in place. 

None. 

Other Permitted Coverage 
Reductions 

• Mark-to-market amount:  Can reduce coverage 
amount by value of variation margin or collateral 
(subject to conditions) 

• Risk-based amount:  Can reduce coverage 
amount by value of initial margin or collateral 
(subject to conditions)  

None. 

Other Asset Limitations  Total qualifying coverage assets cannot exceed a 
fund's net assets.  Assets used to cover derivatives 
transactions cannot be used to cover financial 
commitment transactions. 

Total qualifying coverage assets 
cannot exceed a fund's net assets.  
Assets used to cover financial 
commitment transactions cannot be 
used to cover derivatives transactions. 

Board Approved Policies and 
Procedures 

Fund must adopt board-approved policies and 
procedures reasonably designed to provide for the 
fund's maintenance of qualifying coverage assets, 
including procedures to determine calculation for 
risk-based coverage amounts. 

Fund must adopt board-approved 
policies and procedures reasonably 
designed to provide for the fund's 
maintenance of qualifying coverage 
assets, including the appropriateness 
of  the      segregation of  non-cash assets 
for  financial  commitment   transactions. 

                                                
1 Any reverse repurchase agreement, short sale borrowing, or any firm or standby commitment agreement or similar 

agreement. 
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January 14, 2016

The September 15, 2008 Chapter 11 filing of 
Lehman Brothers Holdings Inc. (“LBHI”) was an 
Event of Default under hundreds, if not thousands, 
of 1992 ISDA Master Agreements (Multicurrency 
— Cross Border) (“1992 ISDAs”) between LBHI 
and its affiliates and counterparties across the 
world.  Many of these defaults ripened into 
valuation disputes, which became the subject of 
mediations and litigations.  These proceedings 
often revolved around the calculation by the Non-
defaulting Party of its “Loss” under a 1992 ISDA, 
and the meaning of the terms of the “Loss” 
provision.  While counterparties had previously 
litigated some aspects of the “Loss” provision, the 
Lehman mediations and litigations revealed 
important lacunae in New York case law—one of 
the two potential governing laws under the 1992 
ISDA. 

The decision by the United States Bankruptcy 
Court for the Southern District of New York (the 
“Bankruptcy Court”) in Lehman Brothers Holdings 

Inc. v. Intel Corp. (In re Lehman Brothers Holdings 
Inc.)1 helped to fill in two of these gaps: 

 what discretion, if any, the Non-defaulting 
Party has in calculating its Loss; and 

 whether and to what extent the so-called 
“cross-check principle” developed under the 
law of England and Wales (“English law”), 
which essentially provides that a calculation of 
Loss might be unreasonable if it deviates 
greatly from a Market Quotation calculation, 
or vice versa, is applicable under New York 
law. 

In this Stroock Special Bulletin, we first 
review the key parts of the Loss provisions of the 
1992 ISDA.  Next, we analyze the relevant facts of 
the Intel case and how the Bankruptcy Court 
reached its decision.  We conclude with some 
practice pointers for counterparties who find 
themselves having to terminate a 1992 ISDA, 
where the Loss provision is the governing payment 
measure. 
                                                
1 Adv. No. 13-01340 (Bankr. S.D.N.Y. Sept. 16, 

2015), available at http://www.nysb.uscourts.gov/ 
sites/default/files/opinions/238947_110_opinion.pdf 
(“Intel Op.”), 2015 WL 7194609, 2015 Bankr. 
LEXIS 3991. 

http://www.nysb.uscourts.gov/sites/default/files/opinions/238947_110_opinion.pdf
http://www.nysb.uscourts.gov/sites/default/files/opinions/238947_110_opinion.pdf


Relevant Provisions in 1992 ISDA 

When entering into a 1992 ISDA, counterparties 
elect between one of two payment measures 
utilized upon the Early Termination of the relevant 
transactions—either Loss or “Market Quotation.”2  
If the counterparties elect “Market Quotation,” the 
Non-defaulting Party is obligated to seek to obtain 
four “Replacement Quotations” reflecting the 
economic value of each terminated transaction.3  If 
the Non-defaulting Party is unable to obtain at 
least three such Replacement Quotations, or if the 
Non-defaulting Party reasonably determines that 
the Replacement Quotations “would not . . . 
produce a commercially reasonable result[,]” then 
the Loss payment measure applies.  Of course, the 
contracting counterparties are also free to elect to 
use the “Loss” provision. 

The “Loss” definition in the 1992 ISDA 
provides as follows: 

“Loss” means, with respect to this 
Agreement or one or more Terminated 
Transactions, as the case may be, and a 
party, the Termination Currency 
Equivalent of an amount that party 
reasonably determines in good faith to be 

                                                
2 1992 ISDA § 6(e).  Counterparties also have to elect 

one of two payment methods:  under the “First 
Method” a Defaulting Party can never be entitled to 
receive a payment upon an Early Termination Date; 
the “Second Method” contains no such limitation.  
Id.  Pursuant to Section 6(e) of the 1992 ISDA, “[i]f 
the parties fail to designate a payment measure or 
payment method . . . , it will be deemed that ‘Market 
Quotation’ or the ‘Second Method’, as the case may 
be, shall apply.”  Id. 

3 “Market Quotation” is defined to be “an amount 
determined on the basis of quotations from 
Reference Market-makers.”  1992 ISDA § 14.  The 
term “Reference Market-makers” is defined to 
“mean[] four leading dealers in the relevant market 
selected by the party determining a Market 
Quotation in good faith (a) from among dealers of 
the highest credit standing which satisfy all the criteria 
that such party applies generally at the time in 
deciding whether to offer or to make an extension of 
credit and (b) to the extent practicable, from among 
such dealers having an office in the same city.”  Id. 

its total losses and costs (or gain, in which 
case expressed as a negative number) in 
connection with this Agreement or that 
Terminated Transaction or group of 
Terminated Transactions, as the case may 
be, including any loss of bargain, cost of 
funding or, at the election of such party 
but without duplication, loss or cost 
incurred as a result of its terminating, 
liquidating, obtaining or reestablishing 
any hedge or related trading position (or 
any gain resulting from any of them).  
Loss includes losses and costs (or gains) in 
respect of any payment or delivery 
required to have been made (assuming 
satisfaction of each applicable condition 
precedent) on or before the relevant 
Early Termination Date and not made, 
except, so as to avoid duplication, if 
Section 6(e)(i)(1) or (3) or 6(e)(ii)(2)(A) 
applies.  Loss does not include a party’s 
legal fees and out-of-pocket expenses 
referred to under Section 11.  A party 
will determine its Loss as of the relevant 
Early Termination Date, or, if that is not 
reasonably practicable, as of the earliest 
date thereafter as is reasonably 
practicable.  A party may (but need not) 
determine its Loss by reference to 
quotations of relevant rates or prices from 
one or more leading dealers in the 
relevant markets.4 

Of particular note for our purposes, the Loss 
definition provides various examples of items that 
may be included in a Non-defaulting Party’s Loss 
calculation:  “any loss of bargain, cost of funding 
or, at the election of such party but without 
duplication, loss or cost incurred as a result of its 
terminating, liquidating, obtaining or reestablishing 
any hedge or related trading position[.]”  An amicus 
curiae brief submitted by the International Swaps 
and Derivatives Association, Inc. in Intel explained 
that:  “[t]he word ‘including’ in the Loss definition 
is understood in its typical, expansive sense, and 
not as limiting Loss to the enumerated 

                                                
4 1992 ISDA § 14. 



methodologies.”5  The Loss definition also 
provides that a Non-defaulting Party “may” 
determine its Loss based on the use of quotations of 
“relevant rates or prices from one or more leading 
dealers in the relevant market,” but it is not 
required to use such quotations as it would be 
pursuant to Market Quotation.6 

Moreover, the provision states explicitly that 
Loss constitutes “an amount that party reasonably 
determines in good faith to be its total losses and 
costs[.]”7  The scope of the discretion accorded by 
the phrase “reasonably determines” is one of the 
two significant holdings of the Bankruptcy Court 
discussed below. 

The Facts of Intel 

In the Intel matter, Intel sought to implement a 
share repurchase program to retire certain shares of 
common stock, but was constrained from 
purchasing those shares because of the effect of a 
“quiet period”—the period of weeks prior to a 
quarterly earnings announcement during which 
Intel management may possess material non-public 
information.8  Thus, Intel sought to enter into a 
“share repurchase transaction” with Lehman OTC 
Derivatives Inc. (“LOTC”) so that LOTC could 
purchase a specific number of Intel shares during 
the “quiet period” on Intel’s behalf.9 

Pursuant to the share repurchase transaction (the 
“Transaction”), Intel paid LOTC $1 billion on 
August 29, 2008 (the “Prepayment Amount”).10  
LOTC was then required to commence purchasing 
Intel shares, and to deliver to Intel on September 

                                                
5 Brief for International Swaps and Derivatives 

Association, Inc. as Amicus Curiae Supporting 
Defendant at 7, Lehman Brothers Holdings Inc. v. Intel 
Corp. (In re Lehman Brothers Holdings Inc.), Adv. No. 
13-01340, Doc. 57-1 (Bankr. S.D.N.Y. Jan. 22, 
2015). 

6 Id. § 14. 
7 1992 ISDA § 14 (emphasis added). 
8 Intel Op. at 1-3. 
9 Id. 
10 Id. 

29, 2008, the number of shares equal to: 
(i) the Final Notional Amount (the $1 billion 
Prepayment Amount) divided by (ii) the volume-
weighted average price of Intel shares during the 
course of the “Calculation Period” (defined as the 
period between September 2, 2008 through 
September 26, 2008) less the “Forward Price 
Adjustment”—a discount established by the parties 
in a table attached to the Transaction confirmation 
(the “Confirmation”).11  The counterparties 
agreed LOTC would post $1 billion in collateral, 
which would be held by Intel and invested in cash 
or certain types of low-risk securities.12 

The Confirmation was governed by a 
preexisting 1992 ISDA, dated February 1, 2008, 
between LOTC and Intel, as modified by a 
Schedule, dated February 1, 2008.13  LBHI acted as 
a guarantor for LOTC’s obligations under the 1992 
ISDA.14 

Shortly after executing the Transaction, LOTC, 
through its affiliate Lehman Brothers Inc. (“LBI”), 
commenced purchasing Intel shares.15  Some of 
those shares were held in an account at LBI; others 
were rehypothecated to Lehman Brothers 
International (Europe) (“LBIE”).16 

On September 15, 2008—just over two weeks 
after the execution of the Transaction—LBHI filed 
for chapter 11 protection.17  While LOTC, LBI, 
and LBIE were not, at that point, subject to any 
insolvency or liquidation proceeding, LBHI’s 
bankruptcy filing constituted an Event of Default 

                                                
11 Id. 
12 Id. 
13 Id. at 2.  The Confirmation also incorporated by 

reference:  (1) the ISDA Standard Credit Support 
Annex, with modifications to certain terms, to 
govern the collateral posted to Intel; and (2) the 2002 
ISDA Equity Derivatives Definitions.  Id. at 3. 

14 Id. at 2. 
15 Id. at 10. 
16 Id. 
17 Id. 



under the 1992 ISDA, since LBHI was a guarantor 
of LOTC’s obligations under the 1992 ISDA.18 

Intel elected not to terminate the 1992 ISDA 
(and the Transaction entered into pursuant to it) at 
that time.19  Also, on September 15, LOTC 
advised Intel that it was in the process of 
purchasing shares and that it would continue to 
make purchases pursuant to the Transaction.20 

However, on September 18, LOTC senior 
management ordered its traders to stop buying 
Intel shares.21  By that point, LOTC had already 
purchased 39.7 million Intel shares.22  After LBIE 
was placed into administration on September 19, 
2008, LOTC advised Intel that it no longer had 
access to the rehypothecated shares and could not 
deliver them to Intel.23 

On September 26, 2008, Intel transmitted a 
letter to LOTC setting forth its calculation of the 
number of shares LOTC was required to deliver 
pursuant to the Transaction by September 29, 
2008.24  LOTC failed to deliver any Intel shares to 
Intel on September 29, 2008.25  At 4:30 p.m. New 
York time that day, Intel sent a termination letter 
designating September 29, 2008 as the Early 
Termination Date of the Transaction—the only 
outstanding transaction under the parties’ 1992 
ISDA—based on the failed delivery and the 
bankruptcy filing of LBHI.26 

The counterparties had selected Loss and Second 
Method to govern the calculation of the Early 
Termination Payment for the Transaction.27  Intel 

                                                
18 Id. 
19 Id. at 3.  The parties had not elected to utilize the 

1992 ISDA’s Automatic Early Termination provision. 
20 Id. at 10. 
21 Id. at 11. 
22 Id. 
23 Id. 
24 Id.  LOTC agreed with Intel’s calculation of the 

number of shares to be delivered—50,552,943. 
25 Id. 
26 Id. at 11-12. 
27 Id. at 12 & n.43. 

calculated its Loss to total $1,001,966,256, which 
represented the sum of the $1 billion Prepayment 
Amount and $1,966,256 in interest Intel failed to 
earn on the Prepayment Amount because it had 
been paid to LOTC.28  On September 30, 2008, 
Intel set off the $1 billion it held in collateral from 
the Early Termination Payment amount and 
asserted that it was owed another $1,966,256 from 
LOTC.29 

LOTC disputed Intel’s Loss calculation and 
stated that Intel could only calculate the amount of 
its loss by using the market price for Intel shares on 
September 29, 2008.30  LOTC claimed that Intel’s 
Loss equaled the number of shares to be delivered 
(50,552,943) multiplied by the September 29, 2008 
closing market price ($17.27), which totaled 
$873,049,325.61.31  Thus, LOTC claimed it was 
owed approximately $127 million from Intel.  
Notably, LOTC did not adjust this amount to 
reflect inevitable increases in the price of Intel 
shares that would have occurred if it had actually 
attempted to purchase over 50 million shares on 
the delivery day, much less at the close. 

Litigation ensued, with LOTC and LBHI 
claiming that Intel had breached the terms of the 
Confirmation when it effected the setoff against the 
collateral provided by LOTC. 

The Bankruptcy Court ruled in favor of Intel’s 
Loss calculation, and, in the process, reached 
significant holdings on:  (1) the discretion afforded 
to the Non-defaulting Party in calculating its Loss; 
and (2) the limits and applicability of the so-called 
“cross-check principle” developed under English 
law. 

                                                
28 Id. at 16 n.60. 
29 Id. at 17. 
30 Id. at 23. 
31 Id. at 2. 



Discretion Afforded to Non-
defaulting Party in Calculating Loss 

Rejecting LOTC and LBHI’s contention that 
Intel could only calculate its Loss using the 
September 29 share price, the Bankruptcy Court, 
applying New York law, held that “there is no 
single ‘correct’ methodology for calculating 
Loss.”32 

The Bankruptcy Court set forth that “there is 
nothing in the text of the definition of Loss that 
explicitly mandates any particular calculation 
method or otherwise modifies” the “broad 
discretion” accorded to a Non-defaulting Party “in 
determining its Loss, so long as its methodology is 
reasonable and in good faith.”33  Accordingly, the 
Bankruptcy Court found that, “as a general rule, 
selecting Loss to calculate an Early Termination 
Payment affords the non-defaulting party discretion 
and flexibility in selecting the means for calculating 
its Loss, subject to such methodology being 
reasonable and in good faith.”34 

Quoting the definition from Black’s Law 
Dictionary, the Bankruptcy Court held that, under 
New York law, for a Loss determination to be 
“reasonable,” such determination must be “fair, 
proper, or moderate under the circumstances.”35  
The quoted definition from Black’s Law Dictionary 
further defines “reasonable” as meaning “sensible” 

                                                
32 Intel Op. at 37. 
33 Intel Op. at 19-20; cf. Portland Regency, Inc. v. RBS 

Citizens, N.A., No. 2:12-cv-408, 2015 WL 1279628, 
at *5 n.18 (D. Me. Mar. 20, 2015) (“It is apparent 
from the contract language, therefore, that a court 
cannot in the first instance and in the abstract 
determine the Loss on terminating the swap, because 
. . . under the Confirmations the bank first gets to 
determine its total losses and costs, albeit it must do 
so reasonably and in good faith.”). 

34 Intel Op. at 23. 
35 Intel Op. at 37-38 & n.118 (internal quotation marks 

and brackets omitted) (quoting definition of 
“reasonable” in Black’s Law Dictionary (10th ed. 
2014)). 

and provides “reasonable pay” as a usage 
example.36 

The Bankruptcy Court relied on the ISDA 
User’s Guide to the 1992 ISDA Master 
Agreements (the “User’s Guide”), which states 
that the adoption of “Loss” as a possible payment 
measure was made in part “to provide parties with 
greater flexibility in measuring their payments on 
early termination.”37  The User’s Guide also 
describes “Loss” as “a general indemnification 
provision” and “a payment measure in which a 
party reasonably determines in good faith its total 
losses.”38  Based in part on this language from the 
User’s Guide, the Bankruptcy Court reasoned that 
Loss had been added to the 1992 ISDA as an 
alternative to Market Quotation—which had been 
the only payment measure in the 1987 ISDA 
Master Agreement—”and thereby functions as an 
express alternative to the rigid methodology and 
procedure of determining an Early Termination 
Payment using Market Quotation.”39 

The Bankruptcy Court was also guided by the 
expert report provided by Jeffrey Bruce Golden, a 
professor of the London School of Economics, 
Department of Law, and a principal drafter of the 
1992 ISDA.  Professor Golden explained that, from 
the perspective of the drafters of the “Loss” 
definition: 

Setting specific fixing times or prices was 
not the game.  Neither was searching for 
the ‘correct’ or ‘perfect’ (or even ‘best’) 
answers.  The goal was to stay within 
acceptable parameters based on the 
particular objectives of the parties.  In 
1992, this goal was reflected in the 
general terms of reasonableness and good 
faith.  Assuming an outcome based on 

                                                
36 Black’s Law Dictionary (10th ed. 2014) (definition of 

“reasonable”). 
37 Intel Op. at 21 (quoting User’s Guide at 23) 

(emphasis added; internal quotation marks omitted). 
38 Intel Op. at 28 (quoting User’s Guide at 25) (internal 

quotation marks omitted). 
39 Intel Op. at 21.   



these principles, an early termination 
determination was expected to be 
conclusive.  Whether a different result 
might also have been reached was 
irrelevant.  The drafters intended to build 
into the definition of Loss a contractual 
privilege for the non-defaulting party to 
make its own determination, and we 
assumed that the situations when a court 
would interfere with the exercise of that 
contractual discretion would be 
extremely limited.40 

While the Bankruptcy Court did not look to 
English law on the discretion afforded to Non-
defaulting Parties in calculating Loss, that law is 
generally congruent with the holding of the 
Bankruptcy Court, and perhaps even more 
favorable to Non-defaulting Parties. 

For example, in Anthracite Rated Investments 
(Jersey) Limited v. Lehman Brothers Finance S.A., a 
UK court held that, under the “Loss” definition, 
“it is for the . . . non-defaulting parties to identify 
their loss[.]”41  Based on this holding, the Anthracite 
court rejected Lehman Brothers Finance S.A.’s 
(“LBF’s”) challenge to the Loss calculations of the 
Non-defaulting Parties under two 1992 ISDAs.42  
The Non-defaulting Parties had calculated their 
Loss by reference to replacement transaction 
quotations (one of the methods set forth in the 
“Loss” definition quoted above).43  LBF argued 
that this method of calculation was unreasonable 
because it “would represent a windfall gain” to the 
Non-defaulting Parties.44  The Anthracite court held 
that, because the Non-defaulting Parties were 
“prima facie entitled to adopt” replacement 
transaction quotations as a measure of Loss under 
the terms of the “Loss” definition, the burden 
shifted to the Defaulting Party (LBF) “to persuade 

                                                
40 Intel Op. at 23 (citation omitted). 
41  [2011] EWHC 1822 [112] (Ch.). 
42 Id. at [112]-[130]. 
43 Id. at [112]. 
44 Id. at [113]. 

the court that the use of that technique is 
unreasonable.”45 

More recently, a UK court in Fondazione 
Enasarco v. Lehman Brothers Finance S.A. reinforced 
the holding of Anthracite and set forth a standard for 
determining “reasonableness” that is arguably more 
favorable to Non-defaulting Parties than the “fair, 
proper, or moderate under the circumstances” 
standard adopted by the Bankruptcy Court in Intel.  
The Enasarco court held that, under the plain text 
of the 1992 ISDA:  

the Non-defaulting Party’s Loss is to be 
the “amount that party reasonably 
determines in good faith to be its total 
losses and costs[.]”  . . .  [I]n considering 
whether the non-defaulting party has 
“reasonably determined” its Loss, that 
party is not required to comply with 
some objective standard of care as in a 
claim for negligence, but expressing it 
negatively, must not arrive at a 
determination which no reasonable non-
defaulting party could come to.46 

The Enasarco court described this test as 
“essentially a test of rationality, of the type 
developed in the quite different context of public 
law duties in Associated Provincial Picture Houses Ltd 
v Wednesbury Corporation [1948] 1 KB 223[.]”47  
Under the Wednesbury test, decisions are to be 
rejected as unreasonable only if decision makers 
“have taken into account matters which they 
ought not to take into account, or, conversely, 
have refused to take into account or neglected to 
take into account matters which they ought to take 
into account[,]” or if the decision makers have 
“come to a conclusion so unreasonable that no 
reasonable authority could ever have come to it.”48 

                                                
45 Id. at 112. 
46 [2015] EWHC 1307 [25], [53] (Ch.) (quoting 1992 

ISDA § 14) (emphasis added). 
47 Id. (additional citations omitted). 
48 [1948] 1 KB 223, 233-34.  Notably, the same 

standard is applied under English law to determine 
reasonableness for purposes of whether use of Market 



The Wednesbury test appears to require a greater 
quantum of proof to disturb a Non-defaulting 
Party’s Loss calculations than the “fair, proper, or 
moderate under the circumstances” test adopted by 
the Bankruptcy Court in Intel. 

Burden of Proof for Challenging Loss 
Calculations 

The Bankruptcy Court did not decide the 
question of burden of proof for challenging Loss 
calculations, i.e., whether, under New York law:  
(1) the Non-defaulting Party has to prove that its 
calculation is commercially reasonable; or 
(2) the Defaulting Party bears the burden of 
demonstrating that the calculation is not 
commercially reasonable.49 

Intel took the position that the Defaulting Party 
has the burden of demonstrating that the 
calculation of Loss by the Non-defaulting Party 
was unreasonable.50  The Bankruptcy Court 
distinguished the New York law decisions cited by 
Intel in support of this proposition by stating they 
were “not on point[,]” because “[e]ach of those 
cases involved the burden of proof for a breach of 
contract claim under New York contract law, not 
the calculation of Loss under a 1992 ISDA Master 
Agreement.”51 

The Bankruptcy Court then chose not to decide 
the burden of proof issue, because:  “Intel has 

                                                                          
Quotation under a 1992 ISDA would produce a 
commercially reasonable result.  Peregrine Fixed Income 
Ltd. v. Robinson Department Store Public Co Ltd, [2000] 
C.L.C. 1328, 1339-40 [39] (Com. Ct.).  However, 
under English law, the stricter standard of “objective 
reasonableness” apples to a determination of a Close-
out Amount under an ISDA 2002 Master Agreement.  
Lehman Bros. Int’l (Europe) v. Lehman Bros. Fin. S.A., 
[2012] EWHC 1072 [81]-[82] (Ch.); see also Socimer 
Int’l Bank Ltd. v. Standard Bank London Ltd., [2008] 
EWCA Civ 115 [66] (discussing distinction between 
objective reasonableness and Wednesbury rationality 
test of reasonableness). 

49 Intel Op. at 38 n.118. 
50 Id. 
51 Id. (citations omitted). 

shown that its calculation of Loss is reasonable, and 
good faith is not challenged, [so] the Court need 
not decide the issue of which party bears the 
burden of proof on whether Loss is calculated 
reasonably and in good faith – the party making 
the calculation or the party challenging the 
calculation.”52 

While the Bankruptcy Court in Intel did not 
look to English law on this burden of proof issue, 
English law is again apparently more favorable to 
Non-defaulting Parties seeking to defend the 
reasonableness of their Loss calculations.  As noted 
above, the Anthracite court held that, so long as 
Loss is calculated by a measure set forth in the 
“Loss” definition, “the burden lies on [the 
Defaulting Party] to persuade the court that the use 
of that technique is unreasonable.”53 

Limits and Applicability of “Cross-
Check Principle” 

The Bankruptcy Court did look to English law 
on one issue:  whether the “cross-check principle,” 
a principle developed under English law that 
calculations under Market Quotation should be a 
“cross check” for calculations under Loss, applied 
as a matter of New York law.  Under the cross-
check principle, a calculation of Loss might be 
unreasonable if it deviates greatly from a Market 
Quotation calculation. 

LBHI claimed that the cross-check principle 
applied under New York law and required Intel’s 
Loss calculation to be cross-checked against the 
amount that LBHI asserted would be calculated 
under Market Quotation—approximately $873 
million, which LBHI asserted to be the fair market 

                                                
52 Id. 
53 [2011] EWHC 1822 [112].  It is interesting to note 

that while the Bankruptcy Court looked at English 
and Wales law on the issue of reasonableness, and 
relied on Anthracite for its analysis, the Court chose 
not to do so with respect to the issue of the burden of 
proof. 



value of the undelivered shares subject to the 
agreement as of the delivery date.54 

Intel and ISDA, in its amicus brief, argued that 
the Bankruptcy Court should “summarily dismiss” 
the cross-check principle “as dicta from cases with 
facts inapposite to the facts here.”55 

The Bankruptcy Court describes the cross-check 
principle as having been derived from the 
Anthracite case, which describes the principle as 
follows:  “Loss and Market Quotation are, 
although different formulae, aimed at achieving 
broadly the same result, so that the outcomes 
derived from one may be usefully tested by way of 
crosscheck by reference to the other.”56 

The Bankruptcy Court held that the cross-check 
principle is “a well-reasoned principle, but one that 
is not applicable to the facts” at issue in Intel.57  
Instead, the Bankruptcy Court argued that the 
cross-check principle “was developed solely in the 
context of contracts for which deliveries or 
payments were to be made after the Early 
Termination Date.”58 

The Bankruptcy Court accordingly found that 
the cross-check principle applies as a matter of 
New York law but “should be confined to 
instances in which there are deliveries or payments 
to be made after the Early Termination Date[,]” so 
that, with respect “to payments or deliveries due 
on or before the Early Termination Date . . . , 
Market Quotation and Loss can and should 
produce different results in certain 
circumstances.”59 

In reaching this finding, the Bankruptcy Court 
reasoned that, “if the Anthracite ‘cross-check’ 

                                                
54 Intel Op. 1-5. 
55 Id. at 30. 
56 Intel Op. at 29 (quoting Anthracite, [2011] EWHC 

1822 [116(1)]). 
57 Id. at 30. 
58 Id. (emphasis in original; footnote omitted). 
59 Id. at 29-35. 

principle applies in all cases, there would be no 
need to have two separate methods for determining 
the amount of an Early Termination Payment.”60  
The Bankruptcy Court noted that, under the 1987 
ISDA Master Agreement, there was only one 
method for calculating the payment owed upon 
Early Termination, and the choice to switch to 
two methods under the 1992 ISDA should not be 
ignored.61 

The Bankruptcy Court relied on language from 
the User’s Guide indicating that “Loss” was 
introduced to:  “address products . . . for which 
Loss may be a more appropriate payment measure 
(e.g., transactions that settle by physical delivery) 
and to provide parties with greater flexibility in 
measuring their payments on early termination.”62  
The Bankruptcy Court reasoned that this language 
“indicates that in certain circumstances Loss is 
indeed intended to produce a different and more 
appropriate measure of an Early Termination 
Payment than Market Quotation would have 
produced under the 1987 ISDA Master Agreement 
or will produce under the 1992 ISDA Master 
Agreement.”63 

The Bankruptcy Court also relied on Peregrine 
Fixed Income Ltd. v. Robinson Store Public Co., a 
decision under English law that the Bankruptcy 
Court believed “provides a clear explanation of the 
reasoning underlying the [cross-check] principle.”64  
Peregrine involved a swap transaction governed by a 
1992 ISDA pursuant to which the Non-defaulting 
Party had the only remaining payment 
obligations.65  The counterparties elected Market 
Quotation, and the Replacement Quotations were 
much lower than the present value of the 
remaining payment obligations under the swap, 

                                                
60 Id. 
61 Id. at 33-34. 
62 Id. at 34 (quoting User’s Guide at 23; footnotes and 

internal quotation marks omitted). 
63 Id. at 34. 
64 Id. at 31-32. 
65 [2000] C.L.C. 1328 [4], [15]-[16] (Com. Ct.). 



due to credit issues involving the Non-defaulting 
Party (and the expectation from Reference 
Market-makers that the Non-defaulting Party may 
not meet all of its payment obligations).66  The 
Peregrine court found that Loss under the 
circumstances would have totaled the present 
nominal value of the payment obligations of the 
Non-defaulting Party, USD $87.3 million—much 
higher than the USD $9.6 million liability that 
resulted from Market Quotation.67  Relying on the 
language of Section 6(e) of the 1992 ISDA, the 
Peregrine court applied the cross-check principle to 
hold that the Market Quotation result was 
commercially unreasonable and that the Loss 
payment measure therefore applied.68 

Based on Peregrine, the Bankruptcy Court 
concluded as follows: 

[T]he reasoning underlying the “cross-
check” principle is that (i) because 
Market Quotation is intended broadly to 
reflect the loss of bargain and (ii) Loss 
includes the non-defaulting party’s loss of 
bargain, the two measures are intended 
to lead to the same result when 
measuring an Early Termination 
Payment based on loss of bargain.  In 
other words, the “cross-check” principle, 
as articulated by the English cases, is 
directed entirely towards measuring Early 
Termination Payments in respect of 
payments or deliveries due after the Early 
Termination Date and is silent on Early 
Termination Payments for payments or 
deliveries due on or before the Early 
Termination Date.69 

UK Courts Applying the Cross-Check 
Principle 

Contrary to the analysis of the Intel Bankruptcy 
Court, at least one UK court has applied the cross-
check principle in the context of “Early 

                                                
66 Id. 
67 Id. at [15]-[16], [37]-[39]. 
68 Id. at [30]-[39]. 
69 Intel Op. at 33. 

Termination Payments for payments or deliveries 
due on or before the Early Termination Date.” 

Specifically, in Pioneer Freight Futures Co. Ltd. v. 
TMT Asia Ltd., the UK court employed the cross-
check principle to reject a Non-defaulting Party’s 
argument that the insolvency of the Defaulting 
Party under a 1992 ISDA meant that the 
Defaulting Party could not meet a condition 
precedent to receive certain unpaid amounts that 
would otherwise have been payable prior to the 
Early Termination Date.70 

The applicable condition precedent is Section 
2(a)(iii) of the 1992 ISDA, which makes the non-
existence of an Event of Default a condition 
precedent to payment under transactions subject to 
a 1992 ISDA. 

The definitions of “Market Quotation” and 
“Unpaid Amounts” clearly provide that, if Market 
Quotation is selected by the parties to a 1992 
ISDA, any amounts “that would have become 
payable but for Section 2(a)(iii)” of the 1992 ISDA 
must be paid as Unpaid Amounts.71 

However, the Pioneer Non-defaulting Party 
argued that the same logic did not apply under the 
“Loss” definition, which provides as follows:  

Loss includes losses and costs (or gains) in 
respect of any payment or delivery 
required to have been made (assuming 
satisfaction of each applicable condition 
precedent) on or before the relevant 
Early Termination Date and not made, 
except, so as to avoid duplication, if 
Section 6(e)(i)(1) or (3) or 6(e)(ii)(2)(A) 
applies.72 

Because there was no carve-out for amounts 
“that would have become payable but for Section 
2(a)(iii),” the Pioneer Non-defaulting Party argued 
that this sentence does not require payment of 

                                                
70 [2011] EWHC 778 [47]-[62] (Com. Ct.). 
71 1992 ISDA § 14 (definitions of “Market Quotation” 

and “Unpaid Amounts”). 
72 1992 ISDA § 14 (definition of “Loss”). 



amounts of pre-Early Termination Date amounts 
that accrued after the existence of an Event of 
Default.73  The Pioneer Non-defaulting Party 
further argued that the phrase “assuming 
satisfaction of each applicable condition precedent” 
accrued only in favor of the party making a Loss 
determination, i.e., the Non-defaulting Party.74 

The Pioneer court rejected this argument based 
on the plain language of the “Loss” definition, 
finding that it was precluded by the parenthetical 
“(assuming satisfaction of each applicable condition 
precedent).”75 

However, and significantly for our purposes, the 
Pioneer court relied on the cross-check principle to 
support its holding, finding that: 

that there would appear to be no logical 
commercial justification for a situation 
where Unpaid Accounts [sic] under the 
Market Quotation method are calculated 
on the assumption that conditions 
precedent have been fulfilled (irrespective 
of whether they have, in reality been 
fulfilled or not), whereas no such 
assumption is made for the purpose of 
computing Loss.  One has to construe 
the wording in relation to each of the 
methods consistently.76 

The Pioneer decision thus provides a 
counterexample to the Intel Bankruptcy Court’s 
analysis that “the ‘cross-check’ principle, as 
articulated by the English cases, is directed entirely 
towards measuring Early Termination Payments in 
respect of payments or deliveries due after the 
Early Termination Date and is silent on Early 
Termination Payments for payments or deliveries 
due on or before the Early Termination Date.” 

                                                
73 [2011] EWHC 778 [54]-[56]. 
74 Id. 
75 [2011] EWHC 778 [47]-[108]. 
76 Id. 

Notably, it appears that neither the parties nor 
ISDA cited to the Pioneer decision in their 
arguments before the Bankruptcy Court in Intel.77 

Practice Pointers Post-Intel 

The Intel decision clarifies that Non-defaulting 
Parties have substantial discretion in making Loss 
calculations, so long as that discretion is exercised 
reasonably and in accordance with commercial 
practice.  Non-defaulting Parties can thus take 
some comfort that a U.S. court has held explicitly 
that they are not limited to just one method of 
calculation, and have flexibility in what 
components of loss may be included in their Loss 
calculations.  Moreover, if a Non-defaulting Party’s 
discretion is challenged and New York law does 
not resolve the dispute, the Non-defaulting Party 
can usefully cite to the more developed and 
arguably more favorable law of England and Wales 
to reinforce the position that the 1992 ISDA 
provides it with substantial discretion.  It will be 
interesting to see whether future U.S. courts move 
closer to English law in connection with 1992 
ISDA Loss analysis.   

Particularly in light of the Pioneer decision 
(which involved payments to be made both before 
and after the Early Termination Date), it is not 
clear whether the Intel limitation that the cross-
check principle should apply only for comparisons 
of calculations pursuant to Market Quotation and 

                                                
77 See Brief of Plaintiffs at ii-iii, Lehman Brothers Holdings 

Inc. v. Intel Corp. (In re Lehman Brothers Holdings Inc.), 
Adv. No. 13-01340, Doc. 58 (Bankr. S.D.N.Y. Jan. 
20, 2015); Brief for International Swaps and 
Derivatives Association, Inc. as Amicus Curiae 
Supporting Defendant at ii, Lehman Brothers Holdings 
Inc. v. Intel Corp. (In re Lehman Brothers Holdings Inc.), 
Adv. No. 13-01340, Doc. 57-1 (Bankr. S.D.N.Y. 
Jan. 20, 2015); Brief of Defendant at iii-iv, Lehman 
Brothers Holdings Inc. v. Intel Corp. (In re Lehman 
Brothers Holdings Inc.), Adv. No. 13-01340, Doc. 82 
(Bankr. S.D.N.Y. Feb. 23, 2015); Brief of Plaintiffs at 
ii, Lehman Brothers Holdings Inc. v. Intel Corp. (In re 
Lehman Brothers Holdings Inc.), Adv. No. 13-01340, 
Doc. 91 (Bankr. S.D.N.Y. Mar. 16, 2015). 



Loss involving payments to be made after the Early 
Termination Date will be accepted by other courts 
applying New York law, or by courts applying 
English law.  It also notable that, according to 
Professor Golden, ISDA has broadly criticized the 
cross-check principle in the past: 

ISDA itself commissioned a 
memorandum, circulated by Allen & 
Overy, that criticized this [cross-check 
principle] language in Peregrine as 
inconsistent with ISDA’s own 
understanding of the meaning of the two 
payment measures in the 1992 ISDA 
Master Agreement.78 

Accordingly, counterparties should heed caution 
when trying to demonstrate the reasonableness of 
their Loss calculation by “cross-checking” a 
calculation based on Market Quotations received 
on the Early Termination Date.  

Finally, the Intel decision provides guidance on 
the limited applicability of cases not involving a 
1992 ISDA in connection with how to analyze the 
calculation of Loss under a 1992 ISDA.  Indeed, 
the Bankruptcy Court rejected LBHI’s argument 
that, under controlling New York case law, Intel 
was required to calculate its damages by utilizing 
the fair-market value of Intel shares as of the date 
of breach, September 29, 2008.  The Bankruptcy 
Court held that: 

Choosing Second Method and Loss as the 
method of calculating an Early Termination 
Payment represents a fundamental departure 
from calculating damages for breach of a 
contract to deliver securities under New York 
law.  This is because, among other things, 
an Early Termination Payment calculated 
under Second Method, unlike damages 

                                                
78 Expert Report of Professor Jeffrey Bruce Golden, 

Lehman Brothers Holdings Inc. v. Intel Corp. (In re 
Lehman Brothers Holdings Inc.), Adv. No. 13-01340, 
Doc. 67-5 at ¶ 73 (Bankr. S.D.N.Y. Feb. 12, 2015)  
(citation omitted); see Allen & Overy, Memorandum 
to ISDA Members (May 24, 2000), available at 
https://www2.isda.org/attachment/MjE5OQ==/A
OPeregrinememo052400.pdf. 

for breach of contract under New York 
or other common law, can express itself 
as a payment owed from the 
nondefaulting party to the defaulting 
party.  Accordingly, interpreting the 
calculation of an Early Termination 
Payment using Second Method and Loss 
by reference to damages for breach of 
contract under New York law or other 
common law would deprive the parties’ 
choice of Second Method and Loss of 
meaning.  . . .  Thus, the fact that 
Lehman’s interpretation of the proper measure 
of Loss is in accord with the measure of Intel’s 
damages “under New York law” is not 
persuasive support for Lehman’s interpretation 
of the proper measure of Intel’s Loss.79 

Thus, counterparties should be wary of trying to 
analogize or apply more traditional common law or 
securities law principles when involved in a dispute 
over the calculation of a termination payment 
under an ISDA Master Agreement. 

_______________________________________ 

By Claude Szyfer, a Partner, and Christopher 
Guhin, an associate, in the Litigation and 
Commodities and Derivatives Practice Groups. 80 

 
 

For More Information 

Claude Szyfer Christopher Guhin 
212.806.5934 212.806.5552 
cszyfer@stroock.com cguhin@stroock.com 
 

                                                
79 Intel Op. at 36-37 (footnote omitted) (emphasis 

added). 
80 The authors would like to thank Melvin A. 

Brosterman for his always insightful and compelling 
comments to the prior drafts of this Stroock Special 
Bulletin.   

https://www2.isda.org/attachment/MjE5OQ==/AOPeregrinememo052400.pdf
https://www2.isda.org/attachment/MjE5OQ==/AOPeregrinememo052400.pdf
http://www.stroock.com/practices/Litigation
http://www.stroock.com/practices/Commodities
http://www.stroock.com/people/CSzyfer
http://www.stroock.com/people/CGuhin
mailto:cszyfer@stroock.com
mailto:cguhin@stroock.com


 

New York 
 Maiden Lane 

New York, NY   
Tel:  
Fax:  

Los Angeles 
 Century Park East 

Los Angeles, CA   
Tel:  
Fax:  

Miami 
Southeast Financial Center 

 South Biscayne Boulevard, Suite  
Miami, FL   

Tel:  
Fax:  

Washington, DC 
 K Street NW, Suite  

Washington, DC   
Tel:  
Fax:  

 

www.stroock.com 

 
This Stroock Special Bulletin is a publication of Stroock & Stroock & 
Lavan  ©  Stroock & Stroock & Lavan . All rights 
reserved. Quotation with attribution is permitted. This Stroock 
publication offers general information and should not be taken or 
used as legal advice for specific situations, which depend on the 
evaluation of precise factual circumstances. Please note that 
Stroock does not undertake to update its publications after their 
publication date to reflect subsequent developments. This Stroock 
publication may contain attorney advertising. Prior results do not 
guarantee a similar outcome. 

Stroock & Stroock & Lavan LLP, with more than 300 attorneys 
in New York, Los Angeles, Miami and Washington, DC, is a law 
firm providing transactional, regulatory and litigation guidance to 
leading financial institutions, multinational corporations, 

investment funds and entrepreneurs in the U.S. and abroad.  Our 
emphasis on excellence and innovation has enabled us to maintain 
long-term relationships with our clients and made us one of the 
nation’s leading law firms for almost 140 years. 

For further information about Stroock Special Bulletins, or other 
Stroock publications, please contact Richard Fortmann, Senior 
Director-Legal Publications, at  



s t r o o c k  &  s t r o o c k  &  l a v a n  l l p  
 

stroock & stroock & lavan llp • new york • los angeles • miami • washington, dc 
180 maiden lane, new york, ny  10038-4982 tel 212.806.5400 fax 212.806.6006 www.stroock.com 

 

Final Margin Rules for Uncleared Swaps:  
A Comparison 

 

January 25, 2016

On December 16, 2015, the Commodity 
Futures Trading Commission (“CFTC”) adopted a 
final rule and interim final rule establishing margin 
requirements for uncleared swaps for swap dealers 
(“SDs”) and major swap participants (“MSPs”) 
that do not have a prudential regulator (together, 
the “CFTC Final Rule”).1  In October of 2015, 
the Department of the Treasury’s Office of the 
Comptroller of the Currency, Board of Governors 
of the Federal Reserve System, Federal Deposit 
Insurance Corporation, Farm Credit 
Administration and Federal Housing Finance 
Agency (collectively, the “Prudential 
Regulators”) had jointly adopted a final rule and 
interim final rule that addressed, among other 
topics, margin requirements for uncleared swaps 
for SDs and MSPs that fall under their prudential 
regulation (together, the “Prudential Regulators 
Final Rule” and, with the CFTC Final Rule, the 

                                                 
1 Margin Requirements for Uncleared Swaps for Swap 

Dealers and Major Swap Participants, 81 Fed. Reg. 635 
(Jan. 6, 2016). 

“Final Rules”).2  This Stroock Special Bulletin 
compares and contrasts these Final Rules. 

Scope of Final Rules 

The Final Rules are limited in scope to covered 
swap entities (“CSEs”), a term that is separately 
defined in each Final Rule.  Both Final Rules 
impose varying requirements depending on 
whether or not a CSE’s counterparty to an 
uncleared swap transaction is:  (1) a swap entity; 
(2) a financial end user with material swaps 
exposure; or (3) a financial end user without 
material swaps exposure.  Both Final Rules also 
contain a transaction-based exemption from these 
requirements for certain uncleared swap 
transactions that qualify for an exception or 

                                                 
2 Margin and Capital Requirements for Covered Swap 

Entities, 80 Fed. Reg. 74839 (Nov. 30, 2015) (Final 
Rule), 80 Fed. Reg. 74915 (Nov. 30, 2015) (Interim 
Final Rule).  Notably, the Prudential Regulators’ 
Final Rule and Interim Final Rule also address capital 
requirements and margin requirements for uncleared 
security-based swaps.  The SEC has not yet released a 
final rule regarding margin requirements for 
uncleared security-based swaps. 
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exemption from the mandatory clearing 
requirement. 

Covered Swap Entity and Swap Entity 
Definitions 

Under the Prudential Regulators Final Rule, 
“swap entity” is defined to mean:  (1) an SD or 
MSP registered with the CFTC; or (2) a security-
based swap dealer or major security-based swap 
participant registered with the Securities and 
Exchange Commission (“SEC”).  Under the 
CFTC Final Rule, the definition of “swap entity” 
is limited to an SD or MSP registered with the 
CFTC. 

The Prudential Regulators Final Rule defines a 
CSE to be a “swap entity” that is supervised by 
one of the Prudential Regulators.  The CFTC 
Final Rule defines a CSE to be a “swap entity” 
that is not supervised by one of the Prudential 
Regulators. 

“Margin Affiliate” and “Affiliate” 
Definitions 

A number of relevant provisions in the Final 
Rules, including the “financial end user” 
definitions, depend on the definitions of “margin 
affiliate” in the CFTC Final Rule and “affiliate” in 
the Prudential Regulators Final Rule. 

The CFTC Final Rule provides that “[a] 
company is a margin affiliate of another company 
if:  (1) Either company consolidates the other on a 
financial statement prepared in accordance with 
U.S. Generally Accepted Accounting Principles, 
the International Financial Reporting Standards, or 
other similar standards, (2) Both companies are 
consolidated with a third company on a financial 
statement prepared in accordance with such 
principles or standards, or (3) For a company that is 

not subject to such principles or standards, if 
consolidation as described in paragraph (1) or (2) 
would have occurred if such principles or standards 
had applied[.]” 

The first three prongs of the Prudential 
Regulators Final Rule definition of “affiliate” are 
identical to the CFTC Final Rule definition of 
“margin affiliate.”  However, the Prudential 
Regulators’ definition adds a fourth prong, which 
provides for “affiliate” status if the applicable 
Prudential Regulator “has determined that a 
company is an affiliate of another company, based 
on” the Prudential Regulator’s “conclusion that 
either company provides significant support to, or 
is materially subject to the risks or losses of, the 
other company.” 

For purposes of this Stroock Special Bulletin, 
the term “affiliate” will be used to refer to both a 
CFTC Final Rule “margin affiliate” and a 
Prudential Regulators Final Rule “affiliate” 
interchangeably. 

Financial End User Definitions 

The definitions of “financial end user” in the 
Final Rules are very similar but not identical.  Each 
definition provides a laundry list of entities that 
qualify as “financial end users,” then excludes 
certain entities from that status. 

One distinction between the definitions relates 
to the treatment of an entity that (1) is a security-
based swap dealer or major security-based swap 
participant registered with the SEC, but 
(2) is not an SD or MSP registered with the 
CFTC.  Under the CFTC Final Rule, such an 
entity qualifies as a financial end user.  Under the 
Prudential Regulators Final Rule, such an entity is 
a CSE subject to the margin requirements for 



s t r o o c k  s p e c i a l  b u l l e t i n  

3 

uncleared swaps imposed by the Prudential 
Regulators Final Rule, and is therefore not 
considered to be a financial end user. 

Entities That Qualify as Financial End Users 

As noted above, each of the Final Rules provide 
a laundry list of entities that, so long as an 
exclusion does not apply, qualify as financial end 
users.  Those laundry lists are nearly identical, but 
distinctions between the Final Rules are noted 
below.  For ease of reference, the laundry lists have 
been rearranged to group certain similar entities 
together. 

 Certain Bank Holding Companies, 
Banks and Similar Entities 

o a bank holding company; 

o an affiliate of a bank holding company; 

o a savings and loan holding company; 

o a U.S. intermediate holding company 
established or designated for purposes of 
compliance with 12 CFR 252.153; 

o a nonbank financial institution supervised 
by the Board of Governors of the Federal 
Reserve System under Title I of the Dodd-
Frank Wall Street Reform and Consumer 
Protection Act (12 U.S.C. 5323); 

o a depository institution; 

o a foreign bank; 

o a Federal credit union or State credit union 
as defined in section 2 of the Federal Credit 
Union Act (12 U.S.C. 1752(1) and (6)); 

o an institution that functions solely in a trust 
or fiduciary capacity as described in section 
2(c)(2)(D) of the Bank Holding Company 
Act (12 U.S.C. 1841(c)(2)(D)); 

o an industrial loan company; 

o an industrial bank or other similar 
institution described in section 2(c)(2)(H) of 

the Bank Holding Company Act (12 
U.S.C. 1841(c)(2)(H)); 

o an entity that is state-licensed or registered 
as a credit or lending entity, including a 
finance company, money lender, 
installment lender, consumer lender or 
lending company, mortgage lender, broker, 
or bank, motor vehicle title pledge lender, 
payday or deferred deposit lender, premium 
finance company, commercial finance or 
lending company, or commercial mortgage 
company, except entities registered or 
licensed solely on account of financing the 
entity’s direct sales of goods or services to 
customers; 

o an entity that is state-licensed or registered 
as a money services business, including a 
check casher, money transmitter, currency 
dealer or exchange, or money order or 
traveler’s check issuer; 

 Certain Brokers, Dealers, Investment 
Advisers and Similar Entities 

o a broker or dealer; 

o an investment adviser as defined in section 
202(a) of the Investment Advisers Act of 
1940 (15 U.S.C. 80b-2(a)); 

o a commodity pool operator; 

o a commodity trading advisor; 

o a floor broker; 

o a floor trader; 

o an introducing broker; 

o a futures commission merchant; 

 Certain Investment Entities 

o an investment company registered with the 
SEC under the Investment Company Act 
of 1940 (15 U.S.C. 80a-1 et seq.); 

o an entity that would be an investment 
company under section 3 of the Investment 
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Company Act of 1940 (15 U.S.C. 80a-3) 
but for section 3(c)(5)(C); 

o an entity that is deemed not to be an 
investment company under section 3 of the 
Investment Company Act of 1940 pursuant 
to Investment Company Act Rule 3a-7 (17 
CFR 270.3a-7) of the SEC; 

o a private fund as defined in section 202(a) 
of the Investment Advisers Act of 1940 (15 
U.S.C. 80-b-2(a)); 

o a company that has elected to be regulated 
as a business development company 
pursuant to section 54(a) of the Investment 
Company Act of 1940 (15 U.S.C.80a-
53(a)); 

o a securities holding company; 

o a commodity pool; 

o an employee benefit plan as defined in 
paragraphs (3) and (32) of section 3 of the 
Employee Retirement Income and Security 
Act of 1974 (29 U.S.C. 1002); 

o (CFTC Final Rule) an entity, person, or 
arrangement that is, or holds itself out as 
being, an entity, person, or arrangement 
that raises money from investors, accepts 
money from clients, or uses its own money 
primarily for investing or trading or 
facilitating the investing or trading in loans, 
securities, swaps, funds, or other assets; 

o (Prudential Regulators Final Rule) an 
entity, person or arrangement that is, or 
holds itself out as being, an entity, person, 
or arrangement that raises money from 
investors, accepts money from clients, or 
uses its own money primarily for the 
purpose of investing or trading or 
facilitating the investing or trading in loans, 
securities, swaps, funds or other assets for 
resale or other disposition or otherwise 
trading in loans, securities, swaps, funds or 
other assets; 

 Certain Insurance Companies and 
Federally Regulated Entities 

o an entity that is organized as an insurance 
company, primarily engaged in writing 
insurance or reinsuring risks underwritten 
by insurance companies, or is subject to 
supervision as such by a State insurance 
regulator or foreign insurance regulator; 

o a regulated entity as defined in section 
1303(20) of the Federal Housing 
Enterprises Financial Safety and Soundness 
Act of 1992 (12 U.S.C. 4502(20)) or any 
entity for which the Federal Housing 
Finance Agency or its successor is the 
primary federal regulator; 

o any institution chartered in accordance with 
the Farm Credit Act of 1971, as amended, 
12 U.S.C. 2001 et seq., that is regulated by 
the Farm Credit Administration; 

 Analogous Foreign Entities 

o an entity that would be a “financial end 
user” or a “swap entity” if it were 
organized under the laws of the United 
States or any State thereof. 

Entities Excluded from Financial End User Status 

The following types of entities are excluded 
from status as a financial end user under the Final 
Rules:  a “swap entity” (as separately defined in 
each of the Final Rules); a sovereign entity; a 
multilateral development bank; the Bank for 
International Settlements; small banks, savings 
associations, farm credit system institutions and 
credit unions that are exempt from the definition 
of “financial end user” under section 2(h)(7)(C)(iii) 
of the CEA and implementing regulations; and an 
affiliate that qualifies for the exception to the 
mandatory clearing requirement, set forth in 
sections 2(h)(7)(D) of the CEA, for certain entities 
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affiliated with entities that qualify for the end-user 
exception to the mandatory clearing requirement. 

Possible Exclusion for Eligible Treasury Affiliates 

The CFTC Final Rule also provides that any 
“eligible treasury affiliate” that the CFTC exempts 
from the margin requirements for uncleared swaps 
by rule will not qualify as a financial end user.  At 
present, there are no such eligible treasury affiliates.  
However, the CFTC explained in the preamble to 
its Final Rule that it intends to issue a rule 
exempting certain treasury affiliates from the 
margin requirements for uncleared swaps.  
According to the preamble, this CFTC rule would 
be “similar” to the relief from the mandatory 
clearing requirement granted in CFTC No-Action 
Letters 13-22 and 14-144. 

In the preamble to their Final Rule, the 
Prudential Regulators explained that they “intend 
to align the exclusions from the definition of 
financial end user as much as possible with 
statutory exceptions as well as exclusions 
implemented by the CFTC by rule.”  Accordingly, 
the Prudential Regulators stated that “to the extent 
the CFTC acts to exempt” certain treasury affiliates 
“from clearing by rule, these entities would also be 
excluded from the definition of financial end user 
for purposes of this rule.”3 

                                                 
3 CFTC Commissioner J. Christopher Giancarlo, in a 

statement accompanying the CFTC Final Rule, 
stated that:  “Another item that requires further 
Commission action is to codify by rule the no-action 
letters providing clearing relief to certain Treasury 
affiliates acting as principal.  The prudential regulators 
were unwilling to recognize the no-action relief in 
their final rules, but have indicated that if the 
Commission acts to exclude these entities by rule, 
they would also be excluded from the prudential 
regulators’ rules.  The Commission should act to issue 
a rule without delay.” 

Material Swaps Exposure Definitions 

Under both Final Rules, an entity has “material 
swaps exposure” if the entity and its affiliates have 
an average daily aggregate notional amount of 
uncleared swaps, uncleared security-based swaps, 
foreign exchange forwards and foreign exchange 
swaps with all counterparties for June, July and 
August of the previous calendar year that exceeds 
$8 billion, where such amount is calculated only 
for business days.  An entity is required to count 
the average daily aggregate notional amount of an 
uncleared swap, an uncleared security-based swap, 
a foreign exchange forward, or a foreign exchange 
swap between the entity and an affiliate only one 
time.  For purposes of the calculation, swap 
transactions that are exempt from the margin 
requirements for uncleared swaps and analogous 
security-based swaps are excluded. 

This $8 billion threshold is an increase from a $3 
billion material swaps exposure threshold initially 
proposed by the CFTC and the Proposed 
Regulators; however, the $8 billion threshold is 
broadly consistent with the material swaps 
exposure thresholds proposed by European Union 
and Japanese regulatory authorities, as well as the 
threshold set forth in the international framework 
“Margin requirements for non-centrally cleared 
derivatives,” issued on September 2, 2013 by the 
Basel Committee on Banking Supervision and the 
International Organization of Securities 
Commissions. 

Material swaps exposure applies on a calendar 
year-by-calendar year basis, so it is possible for a 
financial end user without material swaps exposure 
in a given calendar year to have material swaps 
exposure in the following calendar year.  In such a 
circumstance, preexisting uncleared swaps between 
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the counterparty and the CSE are not affected, but 
any uncleared swaps entered into between the 
counterparty and the CSE after the change of status 
would be subject to the stricter margin 
requirements applicable to uncleared swaps 
between a CSE and a financial end user with 
material swaps exposure. 

A different rule applies if a financial end user 
with material swaps exposure in a given calendar 
year falls below the $8 billion threshold and ceases 
to have material swaps exposure in the following 
calendar year.  In that circumstance, after the 
change in status, all uncleared swaps between a 
CSE and the financial end user, including both 
new uncleared swaps and preexisting swaps entered 
into when the counterparty was a financial end 
user with material swaps exposure, would become 
subject to the less strict margin requirements 
applicable to uncleared swaps between a CSE and a 
financial end user without material swaps exposure.  
Accordingly, as explained in the preambles to both 
Final Rules, “initial margin that had been 
previously collected could be returned if agreed to 
by both parties since the rule would not require an 
exchange of initial margin on pre-existing or 
future” uncleared swaps. 

Transaction-Based Exemption 

As mandated by Title III of the Terrorism Risk 
Insurance Program Reauthorization Act of 2015, 
each of the Final Rules contains a transaction-based 
exemption from margin requirements for uncleared 
swaps.  This exemption, set forth in interim final 
rules, applies to uncleared swap transactions that 
qualify for:  (1) the end-user exception to the 
mandatory clearing requirement set forth in section 
2(h)(7)(A) of the Commodity Exchange Act 
(“CEA”) and implementing regulations; (2) the 

exception to the mandatory clearing requirement, 
set forth in section 2(h)(7)(D) of the CEA, for 
certain affiliates of entities that qualify for the end-
user exception; and (3) any exemption from the 
mandatory clearing requirement for cooperative 
entities issued by the CFTC pursuant to section 
4(c)(1) of the CEA, including the exemption set 
forth in 17 CFR § 50.51. 

Notably, this exemption does not apply to 
treasury affiliates relying on CFTC No-Action 
Letters 13-22 and/or 14-144 for relief from the 
mandatory clearing requirement.  However, as 
noted above, such treasury affiliates may qualify for 
an exclusion from the requirements imposed on 
swaps between a CSE and a financial end user, 
based on a forthcoming rule that the CFTC has 
indicated it will issue in 2016. 

Initial Margin 

In the preamble to its Final Rule, the CFTC 
describes initial margin as follows:  “Initial margin 
is intended to address potential future exposure.  
That is, in the event of a counterparty default, 
initial margin protects the non-defaulting party 
from the loss that may result from a swap or 
portfolio of swaps, during the period of time 
needed to close out the swap(s).  Initial margin 
augments variation margin, which secures the 
current mark-to-market value of swaps.” 

The initial margin requirements in the Final 
Rules apply to all uncleared swaps between CSEs 
and (1) ”swap entities” (as separately defined in 
each of the Final Rules) or (2) financial end users 
with material swaps exposure. 

Under the Final Rules, CSEs are required to 
both collect and post initial margin for swaps with 
financial end users with material swaps exposure; 
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the amount to be posted is required to be at least as 
large as what the CSE would be required to collect 
if it were in the place of the financial end user with 
material swaps exposure. 

CSEs are only required to collect, not post, 
initial margin for swaps with other “swap entities” 
(as separately defined in each of the Final Rules); 
however, there is functionally a requirement for 
CSEs in such transactions to post initial margin as 
well, since all SDs and MSPs will be obligated 
under the Final Rules to collect initial margin with 
respect to such transactions.4 

The Final Rules do not require CSEs to collect 
or post initial margin for uncleared swaps with 
counterparties other than “swap entities” (as 
separately defined in each of the Final Rules) and 
financial end users with material swaps exposure.  
With respect to each such other counterparty, the 
Prudential Regulators Final Rule requires each 
CSE to collect initial margin in “such amounts (if 
any) that the covered swap entity determines 
appropriately addresses the credit risk posed by the 
counterparty and the risks of such non-cleared 
swap[.]”  The CFTC Final Rule does not have a 
comparable provision. 

Initial margin would only need to be collected 
when the aggregate credit exposure of all non-
exempt uncleared swaps or security-based swaps 
between the CSE and its affiliates exceeds the 
“initial margin threshold amount” of $50 million. 

                                                 
4 Under the Prudential Regulators Final Rule, there 

may be one type of uncleared swap in which a CSE 
would be required to collect but not post initial 
margin:  an uncleared swap between a CSE and a 
security-based swap dealer or major security-based 
swap participant registered with the SEC that is not a 
SD or MSP registered with the CFTC. 

Initial margin may be calculated in one of two 
ways:  (1) based on a standardized initial margin 
table set forth in each Final Rule; or (2) based on a 
customized risk-based model developed by the 
CSE.  Except for certain uncleared swaps entered 
into with affiliates (discussed below), the table 
assumes, and the risk-based models would assume, 
a 10 business day close-out period.  Any risk-based 
model must be subject to rigorous risk controls that 
ensure that it is reevaluated, updated and validated 
on an ongoing basis. 

Before a risk-based model can be employed, a 
CSE subject to the Prudential Regulators Final 
Rule must receive written approval from the 
applicable Prudential Regulator; a CSE subject to 
the CFTC Final Rule may receive written 
approval from the CFTC or the National Futures 
Association (“NFA”).5  In certain circumstances, a 
swap entity employing a margin model may be 
subject to the Prudential Regulators Final Rule, 
while an affiliated swap entity employing a similar 
margin model may be subject to the CFTC Final 
Rule.  The CFTC stated in the preamble to its 
Final Rule that, “[i]n such situations,” the CFTC 
or the NFA “would coordinate with the Prudential 
Regulators in order to avoid duplicative efforts and 
to provide expedited approval of Prudential 
Regulator approved models[,]” and that, 
“[w]hether an initial margin model has obtained a 
Prudential Regulator’s approval will be given a 
significant weight in determining whether the 
model meets the [CFTC’s] standards.”  The CFTC 
also stated that it will similarly coordinate with the 
SEC regarding initial margin models for swap 
entities dually registered as security-based swap 

                                                 
5 The CFTC Final Rule allows written approval by 

any “registered futures association;” currently, the 
only registered futures association is the NFA. 
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dealers or major security-based swap participants, as 
well as with foreign regulators “that had approved 
margin models for foreign CSEs.” 

In the preambles to the Final Rules, the CFTC 
and Prudential Regulators stated that they intend 
to monitor CSEs to guard against “cherry picking” 
between the standardized table and a risk-based 
model based on which requires a smaller level of 
margin, and that CSEs should be able to provide a 
rationale for changing methodologies if requested. 

Under the Final Rules, any initial margin 
required to be collected or posted needs to be held 
by one or more custodians not affiliated with either 
counterparty.6  Such a custodian must be 
prohibited from rehypothecating, repledging, 
reusing or otherwise transferring the collateral 
(through securities lending, securities borrowing, 
repurchase agreements, reverse repurchase 
agreements or other means), with a limited 
exception if the collateral is held in a general 
deposit account, the funds in that account are used, 
with a reasonable period, to purchase certain types 
of assets that would qualify as eligible collateral and 
those assets are held in compliance with the 
custodial requirements of the Final Rules.  
Substitution or reinvestment of collateral is 
allowed, but the substituted or reinvested assets 

                                                 
6 The collateral segregation requirements under the 

Final Rules also apply to any non-required initial 
margin collateral that is posted by a CSE with respect 
to an uncleared swap, such as initial margin posted to 
a financial end user that does not have material swaps 
exposure.  The segregation requirements under the 
Final Rules do not apply to non-required initial 
margin collateral that is collected by a CSE, because, 
as the Prudential Regulators explained in the 
preamble to their Final Rule, “the collection of initial 
margin does not expose the covered swap entity to 
the same risk of counterparty default as when a 
covered swap entity posts collateral[.]” 

remain subject to all collateral requirements in the 
Final Rules.  Any cash collateral collected or 
posted must promptly be reinvested in or 
substituted with non-cash collateral. 

Each custodial agreement must be a legal, valid, 
binding and enforceable agreement under the laws 
of all relevant jurisdictions, including in the event 
of bankruptcy, insolvency or a similar proceeding.  
Thus, a CSE must conduct a sufficient legal review 
to conclude with a well-founded basis (and 
supported by written documentation in the event 
of a legal challenge) that the custodial agreement is 
a legal, valid, binding and enforceable agreement, 
including in the event of bankruptcy, under the 
law of the jurisdiction of the custodian, the 
jurisdiction of the CSE’s counterparty and any 
other relevant jurisdiction. 

As noted below, certain types of assets are 
subject to “haircuts” and the value of such assets 
for initial margin purposes is the cash or market 
value of the asset reduced by the applicable haircut 
percentage.  An additive haircut of 8.0% is added 
with respect to any asset in which the currency of 
the swap obligation differs from that of the 
collateral asset.  Each CSE needs to monitor the 
value of initial margin collateral on a daily basis and 
collect, post or return collateral as may be required 
(subject to the minimum transfer amount, discussed 
below). 

The following types of assets may be collected or 
posted as collateral for initial margin required 
under the Final Rules: 

 No Haircut:  Cash in the same currency as 
the currency of settlement payable to the non-
posting counterparty of the uncleared swap or, 
as applicable, in a currency designated as 
payable to the non-posting counterparty as 
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part of an eligible master netting agreement 
(the “currency of settlement”); 

 debt securities issued or unconditionally/fully 
guaranteed as to the timely payment of 
principal and interest by:  (1) the U.S. 
Department of the Treasury; (2) another U.S. 
government agency whose obligations are 
fully guaranteed by the full faith and credit of 
the U.S. government; (3) the European 
Central Bank; (4) any sovereign entity with 
no higher than a 20% risk weight under the 
Prudential Regulator’s capital rules; (4) the 
Bank for International Settlements; (5) the 
International Monetary Fund; or (6) a 
multilateral development bank; 

o 0.5% Haircut:  Residual maturity less than 
one year; 

o 2.0% Haircut:  Residual maturity from 
one to five years; 

o 4.0% Haircut:  Residual maturity greater 
than five years; 

 publicly-traded:  (1) debt or asset-backed 
securities fully guaranteed as to the timely 
payment of principal and interest by a U.S. 
government-sponsored enterprise that is 
operating with capital support or another form 
of direct financial assistance from the U.S. 
government that enables the repayments of 
such securities; (2) debt securities fully 
guaranteed as to the timely payment of 
principal and interest by a U.S. government-
sponsored enterprise that is not operating with 
capital support or another form of direct 
financial assistance from the U.S. government 
and that the CSE determines are “investment 
grade” (as defined by a Prudential Regulator); 
and (3) corporate debt securities that the CSE 
determines are “investment grade” (as defined 
by a Prudential Regulator); 

o 1.0% Haircut:  Residual maturity less than 
one year; 

o 4.0% Haircut:  Residual maturity from 
one to five years; 

o 8.0% Haircut:  Residual maturity greater 
than five years; 

 8.0% Haircut:  Cash in a “major currency”  
if such currency is not the currency of 
settlement; 

 15.0% Haircut:  Gold; 

 15.0% Haircut:  Publicly traded common 
equity securities included in the Standard & 
Poor’s Composite 500 Index or any similar 
index as determined by the CFTC, Prudential 
Regulators or a CSE’s supervisor in a foreign 
jurisdiction, as applicable; 

 25.0% Haircut:  Publicly traded common 
equity securities included in the Standard & 
Poor’s Composite 1500 Index or any similar 
index as determined by the CFTC or 
Prudential Regulators, as applicable, if those 
publicly traded common equity securities are 
not also included in the Standard & Poor’s 
Composite 500 Index or any similar index; 

 Weighted Average Haircut:  Redeemable 
securities in a pooled investment fund subject 
to certain conditions if the fund’s investments 
are limited to: 

o immediately-available cash funds 
denominated in U.S. dollars or the 
currency of any sovereign entity with no 
higher than a 20% risk weight under the 
Prudential Regulators’ capital rules; and 

o debt securities issued or 
unconditionally/fully guaranteed as to the 
timely payment of principal and interest by:  
(1) the U.S. Department of the Treasury; 
(2) the European Central Bank; or (3) any 
sovereign entity with no higher than a 20% 
risk weight under the Prudential 
Regulators’ capital rules. 

Notwithstanding the foregoing, the Final Rules 
prohibit certain forms of initial margin.  



s t r o o c k  s p e c i a l  b u l l e t i n  

10 

Specifically, a CSE may not collect or post as initial 
margin any security issued by: 

 in the case of posting, the CSE or an affiliate 
of the CSE; 

 in the case of collection, the counterparty or 
any affiliate of the counterparty; 

 a bank holding company, a savings and loan 
holding company, a U.S. intermediate 
holding company established or designated for 
purposes of compliance with 12 C.F.R. 
252.153, a foreign bank, a depository 
institution, a market intermediary, a company 
that would be any of the foregoing if it were 
organized under the laws of the United States 
or any State, or an affiliate of any of the 
foregoing institutions; or 

 a nonbank systemically important financial 
institution designated by the Financial 
Stability Oversight Council. 

The CFTC justified these prohibitions based on 
its “view that the price and liquidity of securities 
issued by the foregoing entities are very likely to 
come under significant pressure during a period of 
financial stress when a CSE may be resolving a 
counterparty’s defaulted swap position and, 
therefore, present an additional source of risk.”  
The Prudential Regulators similarly explained that 
securities associated with the foregoing entities 
were prohibited from use as initial margin “[t]o 
avoid so-called ‘wrong-way risk,’” both 
specifically—with respect to affiliates of a CSE or 
its counterparty to an uncleared swap—and 
generally—with respect to financial entities that 
“would be expected to come under significant 
financial stress in the event of a period of financial 
stress.” 

Variation Margin 

As noted above, variation margin secures the 
current mark-to-market value of swaps.  The 
variation margin requirements in the Final Rules 
apply to all uncleared swaps between CSEs and 
(1) “swap entities” (as separately defined in each of 
the Final Rules) or (2) financial end users. 

The CFTC Final Rule provides that variation 
margin shall be calculated “using methods, 
procedures, rules, and inputs that to the maximum 
extent practicable rely on recently-executed 
transactions, valuations provided by independent 
third parties, or other objective criteria.”  In the 
event of the unavailability or failure of any such 
input, the CFTC Final Rule requires CSEs to have 
in place alternative methods for calculating 
variation margin, with certain specific control 
mechanisms for any such calculation.  The 
Prudential Regulators Final Rule does not have a 
comparable provision. 

For swaps between a CSE and a swap entity, 
only cash (in the form of U.S. dollars, another 
major currency or the currency of settlement) may 
be collected or posted as collateral for variation 
margin required under the Final Rules.  If such 
cash is not in the form of the currency of 
settlement, an 8.0% haircut is applied. 

For swaps between a CSE and a financial end 
user, any asset that may be collected or posted as 
collateral for initial margin required under the Final 
Rules may also be used as variation margin 
collateral, subject to the same haircut that would 
apply for initial margin collateral. 

The Final Rules do not require CSEs to collect 
or post variation margin for uncleared swaps with 
counterparties other than “swap entities” (as 
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separately defined in each of the Final Rules) and 
financial end users.  With respect to such other 
counterparties, the Prudential Regulators Final 
Rule requires CSEs to collect variation margin in 
“such amounts (if any) that the covered swap entity 
determines appropriately addresses the credit risk 
posed by the counterparty and the risks of such 
non-cleared swap[.]”  The CFTC Final Rule does 
not have a comparable provision. 

Timing of Transfers and Minimum 
Transfer Amount 

Any initial margin and variation margin required 
under the Final Rules must be calculated, collected 
and (as applicable) posted on each business day 
following the “day of execution” of the relevant 
uncleared swap.  The Final Rules provide that, if 
counterparties are in different days at the time they 
enter into an uncleared swap, “the day of 
execution is deemed the latter of the two dates[.]”  
Furthermore, if an uncleared swap is entered into 
after 4:00 p.m. in the location of either 
counterparty or is entered into on a day that is not 
a business day in the location of either 
counterparty, the uncleared swap will be “deemed 
to have been entered into on the immediately 
succeeding day that is a business day for both 
parties, and both parties shall determine the day of 
execution with reference to that business day.” 

If, on any business day, the combined amount of 
initial and variation margin to be collected from or 
posted to a party is less than the “minimum transfer 
amount” of $500,000, no margin needs to be 
collected or posted until the next business day 
when such amount is equal to or greater than the 
minimum transfer amount. 

Treatment of Inter-Affiliate Swaps 

The most notable distinction between the Final 
Rules is with respect to uncleared swaps between 
affiliated entities.  Both Final Rules require CSEs 
to collect and post variation margin for non-
exempt uncleared swaps with all affiliates on the 
same basis as for uncleared swaps with unaffiliated 
counterparties.  However, the Final Rules diverge 
with respect to initial margin. 

The Prudential Regulators Final Rule requires 
CSEs to collect initial margin for non-exempt 
uncleared swaps from all affiliates that are swap 
entities or financial end users with material swaps 
exposure.  However, initial margin would only 
need to be collected from any such affiliate to the 
extent that the affiliate’s aggregate credit exposure 
under all non-exempt uncleared swaps or security-
based swaps with the CSE (ignoring any other 
affiliates) exceeds an initial margin threshold 
amount of $20 million.  If the initial margin 
collected by such a CSE is in the form of cash 
collateral, it is subject to the third-party custodian 
and segregation requirements set forth in the 
Prudential Regulators Final Rule (including the 
requirement that cash initial margin collateral be 
promptly reinvested or substituted); however, the 
CSE or any affiliate may serve as custodian for any 
non-cash initial margin collateral collected from an 
affiliate (subject to the other limitations imposed 
on custodians of initial margin under the Prudential 
Regulators Final Rule). 

Under the Prudential Regulators Final Rule, the 
amount of initial margin required to be collected is 
reduced (to reflect a five business day close-out 
period) for any inter-affiliate uncleared swaps that 
are exempt from the mandatory clearing 
requirement.  CSEs using the standardized initial 
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margin table can reduce the amount of margin 
required for such uncleared swaps by 30 percent.  
CSEs using a customized risk-based model can 
assume a five-business day close-out period in 
calculating margin for such uncleared swaps. 

CSEs are not required to post initial margin to 
affiliates that are financial end users with material 
swaps exposure under the Prudential Regulators 
Final Rule.  Instead, CSEs are required to calculate 
the amount of initial margin that would have been 
required to be posted, if the counterparty were not 
an affiliate, and to provide that information to the 
affiliate on a daily basis. 

Under the CFTC Final Rule, CSEs are 
generally not required to collect initial margin for 
uncleared swaps from any affiliate provided that the 
uncleared swaps are subject to a “centralized risk 
management program that is reasonably designed 
to monitor and to manage the risks associated with 
the inter-affiliate swaps[.]”  To protect against 
evasion, however, the CFTC Final Rule requires 
CSEs to collect initial margin for uncleared swaps 
from any financial end user affiliate that:  
(1) directly or indirectly (including through a series 
of transactions) enters into swaps with third parties 
that would be subject to the Final Rules if the 
affiliate were a swap entity; (2) is located in a 
jurisdiction that has not been determined by the 
CFTC to be eligible for substituted compliance 
with the margin requirements; and (3) does not 
collect initial margin for such swaps as required by 
the CFTC Final Rule.  The CSE or an affiliate 
may serve as custodian for such initial margin 
collateral (subject to the other limitations imposed 
on custodians of initial margin under the CFTC 
Final Rule). 

Under the CFTC Final Rule, CSEs are 
generally not required to post initial margin to any 
affiliate for uncleared swaps; the only exception to 
this rule is that CSEs are required to post initial 
margin to a swap entity subject to the Prudential 
Regulators Final Rule, in the amount required to 
be collected pursuant to the Prudential Regulators 
Final Rule. 

Netting Agreements 

The Final Rules allow for netting pursuant to an 
“eligible master netting agreement” (“EMNA”) 
that creates a single legal obligation and (subject to 
certain laws) allows acceleration, termination and 
close-out upon an event of default, including an 
event of receivership, conservatorship, insolvency, 
liquidation or similar proceeding.  Such an EMNA 
cannot contain a walkway clause allowing the 
Non-defaulting Party to make a lower payment 
based on the default (e.g., the First Method under a 
1992 International Swap Dealers Association, Inc. 
Master Agreement (Multicurrency — Cross 
Border)).  To rely on an EMNA, a CSE must 
conclude with a well-founded basis, based on 
sufficient and ongoing legal review subject to 
written procedures, that the EMNA meets all 
requirements specified in the Final Rules. 

An EMNA may identify one or more separate 
netting portfolios (e.g., portfolios covered by 
separate credit support annexes) that independently 
meet all netting requirements in the Final Rules.  
Such separate portfolios can be used to separate 
pre- and post-compliance date swaps, or swaps 
with a financial end user that had a change in 
material swaps exposure status. 

There are three items that may be netted within 
a portfolio of uncleared swaps:  (1) variation 
margin; (2) an initial margin collection amount 
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determined by a risk-based model; and (3) an initial 
margin posting amount determined by a risk-based 
model.  None of these items may be netted against 
each other, however, and none of these items may 
be netted against other products or exposures.  
Thus, for example, variation margin may be netted 
within a portfolio of uncleared swaps, but variation 
margin for such a portfolio may not be netted 
against an initial margin collection or posting 
amount. 

In the preamble to the CFTC Final Rule, the 
CFTC noted that it “will address commenters’ 
concerns regarding the lack of availability of 
netting in foreign jurisdictions” in its final rule on 
margin requirements for cross-border uncleared 
swaps.  In response to such concerns (and concerns 
about the availability of netting raised by certain 
U.S. pension funds and insurance companies), the 
Prudential Regulators Final Rule allows a CSE to 
negotiate to post margin on a net basis when it 
cannot conclude that a netting agreement complies 
with the requirements in the Prudential Regulators 
Final Rule, so long as the CSE collects margin on a 
gross basis. 

Treatment of Foreign Swaps 

While the Prudential Regulators Final Rule 
contains provisions regarding the cross-border 
application of its margin requirements for 
uncleared swaps, the CFTC Final Rule contains no 
comparable provisions.  CFTC Chairman Timothy 
G. Massad, in a statement accompanying the 
CFTC Final Rule, stated that he hopes that the 
CFTC can finalize the margin requirements for 
cross-border uncleared swaps early in 2016. 

Implementation Schedule 

The effective date for the Final Rules is April 1, 
2016. 

The first compliance date under the Final Rules 
is September 1, 2016.  On that date, both initial 
and variation margin requirements commence for 
any CSE which, combined with all its affiliates and 
its counterparty combined with all its affiliates, has 
an average daily aggregate notional amount of non-
exempt uncleared swaps, uncleared security-based 
swaps, foreign exchange forwards and foreign 
exchange swaps for March, April and May of 2016 
that exceeds $3 trillion. 

Variation margin requirements commence for all 
other uncleared swap transactions subject to the 
Final Rules on March 1, 2017. 

Initial margin requirements for other covered 
swap transactions commence between September 
1, 2017 and September 1, 2020, depending on the 
average daily aggregate notional amount of non-
exempt uncleared swaps, uncleared security-based 
swaps, foreign exchange forwards and foreign 
exchange swaps for March, April and May of the 
year for the CSE combined with all its affiliates and 
its counterparty combined with all its affiliates. 

On September 1, 2017, initial margin 
requirements commence when the average daily 
aggregate notional amount for March, April and 
May of 2017 exceeds $2.25 trillion. 

On September 1, 2018, initial margin 
requirements commence when the average daily 
aggregate notional amount for March, April and 
May of 2018 exceeds $1.5 trillion. 

On September 1, 2019, initial margin 
requirements commence when the average daily 
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aggregate notional amount for March, April and 
May of 2019 exceeds $750 billion. 

Initial margin requirements commence for all 
other uncleared swap transactions subject to the 
Final Rules on September 1, 2020. 

 
By Conrad G. Bahlke, a Partner, and Christopher 
Guhin, an associate, in the Commodities and 
Derivatives Practice Group. 
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“Arrange, Negotiate or Execute” –  
Guidance in SEC Final Rule on  

De Minimis Exception 
 

February 24, 2016

On February 10, 2016, the Securities and 
Exchange Commission (“SEC”) released its final 
rule governing the cross-border application of the 
de minimis exception from designation as a security-
based swap dealer.1  Under the final rule, a non-
U.S. person will be required to include, in its 
calculations of whether it qualifies for such de 
minimis exception, security-based swaps that are 
arranged, negotiated or executed by personnel (or 
personnel of an agent) located in a U.S branch or 
office.2 

                                                 
1 Security-Based Swap Transactions Connected With a 

Non-U.S.   Person’s    Dealing    Activity   That  Are 
Arranged,   Negotiated,  or Executed   by   Personnel 
Located in  a  U.S.  Branch   or   Office or in a   U.S. 
Branch or Office of an  Agent;   Security-Based Swap 
Dealer De Minimis Exception, SEC Release No. 34-
77104 ( Feb. 10, 2016),  81 Fed. Reg. 8597 (Feb. 19, 
2016), available at 
https://www.gpo.gov/fdsys/pkg/FR-2016-02-
19/pdf/2016-03178.pdf. 

2 The compliance date for the final rule is the later of 
(a) February 21, 2017 or (b) two months prior to the 
“Registration Compliance Date” set forth in the final 
rule governing the Registration Process for Security-

This Stroock Special Bulletin focuses on the 
SEC’s test for such arrangement, negotiation or 
execution. 

“Personnel” Subject to “Arrange, 
Negotiate or Execute” Test 

The “arrange, negotiate or execute” test in the 
final rule applies to the actions of a non-U.S. 
person’s “personnel” or the “personnel of an 
agent” of such non-U.S. person. 

For these purposes, the word “personnel” will 
be interpreted similarly to the “associated person” 
definitions in sections 3(a)(70) and 3(a)(18) of the 
Securities Exchange Act of 1934 (the “Exchange 
Act”), so that it “encompass[es] a broad range of 
relationships that can be used by firms to engage in 
and effect securities transactions, and is not 
dependent solely on whether a natural person is 
technically an ‘employee’ of the entity in 

                                                                           
Based Swap Dealers and Major Security-Based Swap 
Participants.  See SEC Release No. 34-75611 (Aug. 
5, 2015), 80 Fed. Reg. 48963 (Aug. 14, 2015). 

https://www.gpo.gov/fdsys/pkg/FR-2016-02-19/pdf/2016-03178.pdf
https://www.gpo.gov/fdsys/pkg/FR-2016-02-19/pdf/2016-03178.pdf


                         

 

question.”3  Instead, the SEC “expect[s] to 
consider whether a particular entity is able to 
control or supervise the actions of an individual 
when determining whether the individual is 
considered to be ‘personnel’ of a U.S. branch, 
office, or agent of a security-based swap dealer.”  
The SEC noted that this definition of “personnel” 
is “particularly relevant” for bank holding 
companies and other financial groups, because 
“personnel of one affiliate may operate under the 
direction of, or in some cases, report to personnel 
of another affiliate within the group.” 

The term “agent” would include both 
unaffiliated agents (e.g., a broker with personnel 
located in the United States) and agents that are 
affiliates of a non-U.S. person (e.g., an entity 
within a financial group that “perform[s] the sales 
and trading functions” associated with the “dealing 
business” of an affiliated non-U.S. entity that 
books the resulting transactions). 

Where Personnel Are “Located” 

The “arrange, negotiate or execute” test in the 
final rule applies only to personnel (or personnel of 
an agent) that are “located in a U.S. branch or 
office.” 

The SEC explained that it would “generally” 
view personnel as being “located” in the United 
States if such personnel were “assigned to, on an 
ongoing or temporary basis, or regularly working 
in a U.S. branch or office.”  However, personnel 
would not be “located” in the United States if such 
personnel “are only incidentally in the United 
States[,]” which the SEC clarified to mean that the 
final rule “does not require a non-U.S. person to 
include transactions that such personnel arrange, 

                                                
3 Section 3(a)(70) of the Exchange Act, 15 U.S.C. 

§ 78c(a)(70), contains a definition for the term 
“associated person of a security-based swap dealer or 
major security-based swap participant.”  Section 
3(a)(18) of the Exchange Act, 15 U.S.C. § 78c(a)(18), 
contains a definition for the term “associated person 
of a broker or dealer.” 

negotiate, or execute while traveling in the United 
States to attend an educational or industry 
conference.” 

The test applies to any transaction arranged, 
negotiated or executed by personnel located in a 
U.S. branch or office, even if the transaction was 
arranged, negotiated or executed “in response to 
inquiries from a non-U.S.-person counterparty 
outside business hours in the counterparty’s 
jurisdiction.”  The SEC noted that it is not 
relevant if the U.S. nexus to the transaction 
occurred only due to the time that the 
counterparty desired to trade, or if product, credit 
and market risk parameters were set by 
management personnel located outside of the 
United States. 

What Constitutes “Arrangement, 
Negotiation or Execution” 

Under the final rule, the terms “arrange, 
negotiate or execute” refer to “market-facing 
activity” with respect to a transaction and do not 
encompass “internal functions” performed by 
personnel located in a U.S. branch or office.  The 
SEC explained that the terms: 

also include directing other personnel to 
arrange, negotiate, or execute a particular 
security-based swap.  In other words, 
sales and trading personnel of a non-U.S. 
person who are located in the United 
States cannot avoid application of this 
rule by simply directing other personnel 
to carry out dealing activity, and we 
would view personnel located in a U.S. 
branch or office who direct personnel 
not located in the United States to 
arrange, negotiate, or execute a security-
based swap transaction as themselves 
arranging, negotiating, or executing the 
transaction.4 

The SEC noted that “sales or trading personnel” 
will generally be responsible for arranging, 

                                                
4 81 Fed. Reg. 8623. 



                         

 

negotiating and executing a transaction, but that 
“to the extent that personnel located in a U.S. 
branch or office engage in market-facing activity 
normally associated with sales and trading, the 
location of those personnel would be relevant, 
even if the personnel are not formally designated as 
sales persons or traders.” 

Arrangement and Negotiation 

Under the final rule, the terms “arrange” and 
“negotiate” refer to “market-facing activity of sales 
or trading personnel in connection with a 
particular transaction, including interactions with 
counterparties or their agents[,]” such as 
“negotiating with the counterparty the specific 
economic terms of a particular security-based swap 
transaction.” 

The term “arrange” encompasses “respond[ing] 
to requests by counterparties to enter into dealing 
transactions,” as well as “actively seeking out” 
counterparties to such transactions. 

The terms “arrange” and “negotiate” do not 
include “internal” activities, such as: 

• “a person who designs the security-based 
swap but does not communicate with the 
counterparty regarding the contract in 
connection with a specific transaction[;]” 

• “the preparation of underlying documentation 
for the transaction, including negotiation of a 
master agreement and related 
documentation[;]” and 

• “performing ministerial or clerical tasks in 
connection with the transaction[,]” including 
“the ministerial task of entering transactions 
on a non-U.S. person’s books once the 
transaction has been executed by market-
facing personnel[.]” 

The term “negotiate” also does not include the 
actions of “a U.S.-based attorney . . . involved in 
negotiations regarding the terms of the 
transaction.” 

Execution 

The term “execute” refers “to the market-facing 
act that, in connection with a particular 
transaction, causes the person to become 
irrevocably bound under the security-based swap 
under applicable law.” 

The term “execute” does not encompass 
“internal functions (such as the processing of trades 
or other back-office activities)[.]”  Furthermore, 
transactions will not be considered to have been 
executed by personnel located in a U.S. branch or 
office “solely on the basis that they were submitted 
for clearing in the United States, reported to a 
security-based swap data repository in the United 
States, or because activities related to collateral 
management of the transaction, such as the 
exchange of margin, occurred within the United 
States.” 

Application to Electronic Trading 

There is no general exclusion from the “arrange, 
negotiate or execute” test for transactions entered 
into via algorithmic trading and electronic 
execution.  Personnel located in a U.S. branch or 
office will be deemed to have “directed” the 
arrangement, negotiation or execution of 
transactions if such personnel “specify the trading 
strategy or techniques carried out through 
algorithmic trading or automated electronic 
execution of security-based swaps, even if the 
related server is located outside the United States.”  
However, the SEC explained that it “would not 
view personnel responsible solely for coding the 
algorithm as specifying the trading strategy or 
techniques carried out through such trading or 
execution.” 

Other “Arrange, Negotiate or 
Execute” Tests 

The SEC previously proposed application of the 
“arrange, negotiate or execute” test to determine 
cross-border application of the external business 
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The Integral Calculus of Private Equity 
Funds and ERISA? 

Co-Investment Case’s Math May Not Add Up 
 

April 5, 2016

Summary 

Last week, the District Court of Massachusetts 
issued the latest decision in a line of cases in the 
Sun Capital Fund litigation.1  The district court 
held that several Sun Capital private equity funds 
that jointly invested in a portfolio company were 
not only each a “trade or business” but also formed 
a “partnership in fact” resulting in each fund 
having joint and several liability for the jointly 
owned portfolio company’s withdrawal liability. 

Controlled Group 

The Employee Retirement Income Security Act 
of 1974, as amended (“ERISA”) imposes joint and 
several liability on all members of a “controlled 
group” for certain liabilities associated with single- 
and multiemployer defined benefit pension plans.  
An entity is considered to be part of the same 
controlled group if there is “common control” and 
the entity is engaged in a “trade or business.”  
                                                
1 Sun Capital Partners III L.P. v. New England Teamsters 

and Trucking Industry Pension Fund, No. 10-10921-
DPW, 2016 BL 95418 (D. Mass 2016). 

Common control exists if (i) there is a parent-
subsidiary relationship in which the parent owns at 
least 80% of the voting power or 80% of the total 
value of the stock or partnership interests of the 
subsidiary or (ii) there is a brother-sister 
relationship, in which the same five or fewer 
individuals, estates or trusts own more than 50% of 
the voting power or 50% of the total value of the 
stock or partnership interests in each entity.   

The term “trade or business” is not expressly 
defined for these purposes under ERISA. Many 
practitioners have, however, taken the position – 
based on available authority with respect to the 
analysis of this issue under the Internal Revenue 
Code of 1986, as amended – that the activities of 
private equity funds do not generally constitute a 
“trade or business.”  Rather, such funds are 
generally considered merely passive investors and 
any activity by them is viewed as incident to their 
role as shareholders managing their investments.  
Under this analysis, most private equity funds 
would not be part of the controlled group of any 



                         

 

of their portfolio companies for purposes of 
ERISA, even if the fund otherwise meets the 
ownership test (i.e., owns 80% or more of the 
voting power or total value of the portfolio 
company). 

On July 24, 2013, the U.S. Court of Appeals for 
the First Circuit held that a private equity fund can 
constitute a “trade or business” for purposes of 
“controlled group” liability under ERISA for 
withdrawal liability to a multiemployer pension 
plan.2  Although the case addressed controlled 
group obligations for multiemployer pension plan 
withdrawal liability, the same analysis may apply to 
other ERISA controlled group obligations (i.e., 
with respect to single employer pension plans).  
Under the First Circuit’s reasoning, a private 
equity fund can be held jointly and severally liable 
for certain controlled group obligations incurred by 
a commonly controlled portfolio company.  The 
case was remanded, in part, to determine whether 
the Sun Capital Funds were under common 
control for purposes of determining whether the 
funds were part of a controlled group under 
ERISA. 

Case Background 

For a more detailed description of the First 
Circuit’s prior Sun Capital decision, see our prior 
Stroock Special Bulletin.3  By way of background, 
Sun Capital Partners III, LP and Sun Capital 
Partners III QP, LP (together, “Sun Capital Fund 
III”) and Sun Capital Partners IV LP (“Sun Capital 

                                                
2 Sun Capital Partners III L.P. v. New England Teamsters 

and Trucking Industry Pension Fund, 1st Cir., No. 12-
2312 (July 24, 2013). 

3 Stroock Special Bulletin, “Is ERISA Case Serious 
(Trade or) Business for PE Funds?  1st Cir. Asks if 
Portfolio Co. Pensions are Under ‘Control’” 
(August 2, 2013). 

Fund IV”) (collectively the “Sun Capital Funds”) 
collectively owned 100% of Scott Brass, Inc., of 
which 70% was owned by Sun Capital Fund IV 
and the remaining 30% by Sun Capital Fund III.  
Scott Brass, Inc. contributed to a multiemployer 
pension plan.  In October 2008, Scott Brass, Inc. 
withdrew from the multiemployer pension plan 
and then entered into bankruptcy.  The 
multiemployer pension plan assessed Scott Brass, 
Inc. with withdrawal liability of over $4.5 million 
and also asserted the liability against the Sun 
Capital Funds.   

The Sun Capital Funds sought a declaratory 
judgment against the multiemployer pension plan 
that they were not part of the controlled group and 
therefore were not liable for Scott Brass, Inc.’s 
withdrawal liability.  The district court granted 
summary judgment in favor of the Sun Capital 
Funds and held that a private equity fund was not a 
“trade or business.”  The district court noted that 
“merely holding passive investment interests is not 
sufficiently continuous or regular to constitute a 
trade or business.”  Accordingly, the district court 
held that the Sun Capital Funds were not part of a 
controlled group with Scott Brass, Inc.   

The First Circuit reversed the district court’s 
decision in part, holding that a fund can be treated 
as a “trade or business” for purposes of ERISA’s 
controlled group rules if the fund’s involvement in 
its portfolio company meets an “investment plus” 
test.  The “investment plus” standard set forth by 
the First Circuit was designed to determine, based 
on facts and circumstances, whether a fund is 
merely a passive investor, or is engaged in more 
ongoing operational activities with respect to its 
portfolio company investment.   



                         

 

Although the First Circuit held that at least one 
of the funds (Sun Capital Fund IV) qualified as a 
trade or business for purposes of ERISA’s 
controlled group analysis, it remanded the case to 
the district court to determine whether (i) the 
other Sun Capital Fund would also qualify as a 
trade or business and (ii) whether Sun Capital Fund 
III and Sun Capital Fund IV should be aggregated 
for purposes of the ownership portion of the 
controlled group test.  Of note, although Sun 
Capital Fund III is technically two different funds 
(Sun Capital Partners III, LP and Sun Capital 
Partners III QP, LP), the First Circuit, by way of a 
footnote and without much analysis, held that 
these two funds should be treated as one fund 
because they were “parallel funds” run by a single 
general partner that generally made the same 
investments in the same proportions. 

District Court’s “Constructive” 
Approach 

On remand, the district court held that not only 
was Sun Capital Fund III a “trade or business” but 
also that Sun Capital Fund III and Sun Capital 
Fund IV created a “partnership in fact” even 
though they were formally fully independent 
entities.  Without the finding of partnership in fact, 
neither Sun Capital Fund III nor Sun Capital Fund 
IV would have the requisite ownership percentage 
(i.e., 80%) to be liable for the withdrawal liability 
of the jointly owned portfolio company.  
However, by aggregating the ownership interests 
of Sun Capital Fund III and Sun Capital Fund IV, 
the funds together owned 100% of the portfolio 
company and therefore were jointly and severally 
liable for the withdrawal liability. 

The district court held that a partnership was 
created notwithstanding the fact that Sun Capital 

Fund III and Sun Capital Fund IV were 
organizationally separate, had largely non-
overlapping portfolios and largely non-overlapping 
sets of limited partners  The court in making its 
determination looked at the fact that Sun Capital 
Fund III and Sun Capital Fund IV had co-invested 
together in five other companies between 2005 
and 2008, that joint activity took place in order for 
the funds to decide to co-invest, and that no 
evidence had been given that either fund co-
invested with unaffiliated parties.  The court also 
found that the relationship of the Sun Capital 
Funds’ joint operation of Scott Brass, Inc. was not 
“solely” through the formation documents.  
Although the court stated that the “conventional” 
concepts of partnership were not present, the court 
nonetheless concluded that “the record clearly 
shows the Sun Funds, . . . joining together as a 
partnership to invest in and manage certain of their 
shared portfolio companies, in particular Scott 
Brass, Inc. … are under common control with 
Scott Brass, Inc.” and that the “record shows no 
meaningful evidence of actual independence in 
their relevant co-investments.” 

Conclusions 

Whether and how this decision will be 
interpreted, appealed or settled remains to be seen.   
The District Court did indicate that not all co-
investments would necessarily evidence a 
constructive partnership of the type found in this 
case.  However, this case raises numerous questions 
and issues as to the level of activity that could result 
in a private equity fund being a “trade or business” 
and when funds can be aggregated for purposes of 
determining ownership interests of jointly owned 
portfolio companies.  Private equity funds and their 
portfolio companies should keep these 



                         

 

developments in mind when they structure their 
investments. 

 
By Marissa J. Holob, a Partner, and Steven W. 
Rabitz, a Partner, in the Employee Benefits and 
Executive Compensation Practice Group of 
Stroock & Stroock & Lavan LLP. 
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I. Introduction 

On April 6, 2016, the Department of Labor 
(referred to herein as “DOL” or the 
“Department”) issued its long-awaited changes to 
the definition of an “investment advice” fiduciary 
and accompanying exemptions (collectively, the 
“Rule”).  The definition of investment advice 
fiduciary is a fundamental legal pillar for those 
many providers of services to employee benefit 
plans (“ERISA Plans”) subject to the Employee 
Retirement Income Security Act of 1974, as 
amended (“ERISA”), and individual retirement 
accounts (“IRAs”) subject to the Internal Revenue 
Code of 1986, as amended (the “Code”) (ERISA 
Plans and IRAs, together referred to herein as 
“Plans”).  The 4,000 plus written comments and 
four days of hearings speak quite clearly to one 
regulator’s characterization that “obviously, any 
regulatory project that aims at the fiduciary 
definition is going … right to the core [of 
ERISA]”1 

Part II of this Stroock Special Bulletin 
assesses some of the potential impacts of the Rule 
for financial market institutions such as investment 
banks, investment managers, alternative funds and 
products, insurance companies, platform providers, 
and broker-dealers and other providers dealing 
with Plans outside of the institutional markets.  
Part III provides a description of the new 
definition of investment advice fiduciary, with 
Part IV providing descriptions and observations of 
the exceptions to investment advice fiduciary 
status.  Parts V through VII introduce and 
highlight features of the new exemptions that most 

                                                
1  BNA, Inc. Pensions & Benefits Daily, “DOL’s 

Advice to the Advisers and Brokers: See Fiduciary 
Proposed Rule, Then Comment.” Posted February 
26, 2015. 

market participants dealing with Plans outside of 
the institutional markets will need to explore.  
Part VIII discusses changes to existing prohibited 
transaction exemptions, and Parts IX and X 
provide additional information, including transition 
guidance. 

Attached to this Stroock Special Bulletin are 
several charts intended to provide  insights to 
aspects of the changes in a digestible format.  
Chart I compares the existing rule’s definition of 
investment advice fiduciary with that of the new 
Rule.  Chart II compares existing guidance on 
“investment education” with its treatment under 
the Rule.  Other charts contain information on 
other key aspects of the Rule and its impacts, 
including on the implementation and transition 
timeline. 

II. Big Picture Commercial 
Observations 

Although the Rule differs from the 2015 
proposed regulations (the “Proposal”) in numerous 
respects it retains both the Proposal’s essential 
architecture and broad sweep.2  As described in 
more detail below, given the extraordinary breadth 
of the terms “recommendation” and “investment 
advice” under the Rule, many persons who have 
not traditionally been regarded as ERISA 
fiduciaries will now be treated as such.  One may 
infer that based on the structure and internal 
coherence of the Rule, the Department intended 
to accomplish at least three goals:   

1. Divide the Plan World into Institutional 
and Retail Groups.  Divide the Plan 

                                                
2 For background on the Proposal, see 

http://www.stroock.com/siteFiles/Publications/DO
LsFiduciaryReProposalCaveatVenditor.pdf; and 
http://www.stroock.com/siteFiles/Publications/NE
WPBDPDFwithcolorheadshot.pdf. 

http://www.stroock.com/siteFiles/Publications/DOLsFiduciaryReProposalCaveatVenditor.pdf
http://www.stroock.com/siteFiles/Publications/DOLsFiduciaryReProposalCaveatVenditor.pdf
http://www.stroock.com/siteFiles/Publications/NEWPBDPDFwithcolorheadshot.pdf
http://www.stroock.com/siteFiles/Publications/NEWPBDPDFwithcolorheadshot.pdf


 

universe into a “sophisticated” camp which 
does not need the protections contemplated 
by the Rule and a “retail” camp which the 
Department believes does require such 
protections; 

2. The “Jerry Maguire Rule” for Retail 
Plans:  “You Had Me at Hello.”  Impose 
what we call the “Jerry Maguire” rule on 
those dealing with retail Plans, so that point of 
sale interactions with those Plans generally 
will be afforded ERISA’s protections; and 

3. Special Protections for IRAs.  Require 
ERISA fiduciary standards on those dealing 
with most IRAs, even though IRAs are not 
subject to the fiduciary responsibility 
provisions of ERISA. 

There are numerous aspects of the Rule that still 
require examination, and other areas where the 
relief requested from commenters to the Proposal 
was less than had been hoped for.  These will be 
highlighted throughout. 

A. Institutional Banks and Broker-Dealers 

The Rule contains several differences from the 
Proposal that are likely welcome changes for 
broker-dealers, banks and other traditional non-
fiduciary institutional market participants.  First, 
the Rule generally removes appraisals as a basis for 
conferring investment advice fiduciary status.  
Second, the Rule clarifies that certain generally 
communicated materials, such as research reports, 
newsletters, and other materials prepared for 
general distribution are not deemed to be 
investment advice.  Third, the Rule offers 
considerably more flexibility than the Proposal’s 
Sellers’ Exception (or Counterparty Carve-Out) by 
capturing a more expanded universe of institutional 
Plan clients with whom communications will not 
be regarded as rising to a fiduciary level.  None of 

these, however, are without their interpretational 
and implementational challenges. 

There are also suggestions that the Department 
did not mean to confer fiduciary status on ordinary 
institution-to-institution market interactions when 
one of the parties happens to also be an ERISA 
fiduciary.  This should allay concerns about 
ordinary course conversations between institutional 
commercial and investment banks and persons who 
may happen to be ERISA fiduciaries with respect 
to a portion of their relationship assets.  These 
implications may also have relevance for those 
institutions that offer or receive analytics, tools, and 
products or models (including portfolios). 

Finally, one concern among institutional banks 
and broker-dealers about the Proposal was that 
their notes and structured products could not be 
offered to non-institutional Plan clients, because 
their primary basis for acquiring fixed income 
products would be under the Principal Transaction 
Exemption.  Under the Proposal, this exemption 
was regarded by many as almost dead on arrival as a 
practical matter.  As discussed below, the revisions 
to this exemption open the door to the possibility 
that certain registered notes and structured 
products with a moderate level of credit risk could 
be offered to non-institutional Plans, but not 
without remaining challenges, described in Part 
VII.  

B. Money Managers and Mutual Fund 
and Collective Trust Sponsors 

The Rule also contains significant improvements 
for institutional money managers, and collective 
trust and mutual fund sponsors.  In addition to the 
exception for “generally communicated materials” 
described above, the Rule contains helpful 
language relating to a fiduciary’s ability to tout its 



 

own products and to respond to RFPs, although 
the exceptions contain restrictions that institutions 
will need to pay careful attention to.   

As with Institutional Banks and Broker-Dealers, 
the elimination of appraisals as a basis for fiduciary 
status is also welcomed.  In addition, although the 
Rule preserves the investment education exception 
from investment advice contained in the Rule, 
there are essentially two different regimes: one for 
ERISA Plans, in which the use of product names is 
permitted, and one for IRAs, in which it is 
generally not permitted.  Moreover, many 
investment managers may be disappointed by the 
exception’s apparent emphasis on requirements that 
lend themselves more to defined contribution 
plans.  These requirements may not be readily 
transferable to defined benefit and other Plans. 

The Rule raises other considerations as well.  
Areas of particular concentration include the sale of 
“manufactured” products, and model portfolios 
sold to or through intermediaries, as well as 
traditional products including analytics, other tools 
and services such as mutual funds and separately 
managed accounts. 

Finally, client-facing interactions with pension 
consultants and other intermediaries warrant 
additional consideration to the extent the 
consultants and other intermediaries are not 
registered broker-dealers or advisers or certain 
other regulated entities.  No less important, direct 
sales to Plan clients and interactions with Plan 
clients in the non-institutional space warrant 
considerations under the Best Interest Contract 
(“BIC”) Exemption in combination with other 
exemptions such as Prohibited Transaction Class 
Exemption (“PTCE”) 77-4 and/or Section 
408(b)(8) of ERISA.  Call centers and the practices 

of other client-facing personnel will also need to be 
thoroughly reviewed. 

C. Non-Institutional Broker-Dealers and 
Intermediaries  

With limited exceptions, most non-institutional 
broker-dealers and intermediaries dealing with 
non-institutional Plans will be considered 
fiduciaries even with respect to the most ordinary 
course interactions.  The famous line “You had me 
at hello,” from the movie Jerry Maguire, may help 
to serve as a not so subtle reminder of the potential 
of the Rule, as described below. 

The Rule includes several important changes to 
the Proposal’s BIC Exemption and Principal 
Transaction Exemption, that substantially ease 
administrative and operational burdens.  The 
unstated but palpable “nudge” behind many of 
these changes (and the Rule more generally) is to 
make more ERISA fiduciaries in the non-
institutional space and to eliminate what the 
Department views as the detrimental effects arising 
out of variable compensation, at least as it may 
apply to registered representatives.  Significant 
commercial consequences flow from this objective 
for clients, product manufacturers and the 
compensation arrangements of representatives. 

These institutions will have several potential 
business models to consider in light of the Rules: 

• The first is the BIC Exemption, as described 
in more detail below, whether in its 
traditional form or “BIC Light” (as described 
below) form, along with the Principal 
Transaction Exemption.  BIC Light offers the 
comparative advantage of fewer compliance 
burdens, along with greater flexibility with 
respect to interactions relating to IRA 
rollovers and the use of “Robo-Advisers.”  



 

• The second alternative is a fee-based advisory 
program, or, alternatively, a wrap-fee 
arrangement (the latter of which would 
typically only be offered to internal managers 
or external managers).   

• The third alternative is the so-called Section 
408(g) or Section 408(a)(14) exemption, the 
“investment advice” prong of which requires 
fee-leveling at the individual representative 
level and that of his direct employer, subject 
to certain conditions.   

• For those offering only proprietary open-end 
U.S. registered mutual funds and/or 
sponsored bank collective trust funds, there is 
also PTCE 77-4 and/or Section 408(b)(8) as 
applicable which, however, may also require 
the use of the BIC Exemption. 

There are other models that attempt to level fees 
across all offered products in such a way as to avoid 
ERISA conflicts in the first place.  For example, 
Advisory Opinion 97-15A (issued to Frost Bank) 
permitted an account level advisory and/or trustee 
fee, offset by 12b-1 and other fees paid back 
through sponsor from fund family.  If 12b-1 fees 
and other fund fees were greater, the Plan was 
permitted to keep the gains.  In addition, under 
Advisory Opinion 2005-10A, Country Trust offset 
third party payments such as 12b-1 fees against the 
management fee and other fees charged for its 
services to IRAs.3 

Finally, in Advisory Opinion 2001-09A, issued 
to SunAmerica, an independent financial expert 
                                                
3 Annual investment fee were based on the total value 

of IRA assets in the program (declining from 1.75% 
to 1.25% of assets).  The bank could also receive 
certain advisory and non-advisory fees from affiliated 
funds that would reduce the investment fees 
otherwise payable by the IRAs by the total amount of 
fees it received from the affiliated funds.  The bank 
would not receive fees from unaffiliated funds offered 
under the platform. 

was used to develop an asset allocation tool for 
401(k) and other Plan customers of SunAmerica.  
The independent financial expert permitted Plan 
clients to receive asset allocation advice while 
insulating the program sponsor, SunAmerica, from 
fiduciary conflicts.  Each of these would appear to 
continue to be viable arrangements; although the 
sale of such an arrangement may be a 
“recommendation” not covered by the arrangement.  
In such a case, any “recommendations” associated 
with the offering of such alternative programs may 
need to find relief outside of the four corners of 
the applicable advisory opinion.  The BIC 
Exemption is one such avenue. 

There may be strong incentives for many 
institutions to adopt a BIC Exemption model – 
unless an advisory or “wrap” fee based arrangement 
is available and client consent is readily obtainable.  
Even there, consideration should be given whether 
any conversation that introduces a client to the 
idea of an advisory account may give rise to 
“recommendation” status. If so, the Department in 
the preamble signaled that moving Plan accounts 
into advisory programs would be subject to a “best 
interest” standard that would, if violated, result in 
prohibited transactions.  (There may also be 
separate securities law, suitability and “reverse 
churning” considerations). 

One important change is that the BIC 
Exemption has largely eliminated its “approved” 
asset list.  Although that will be welcomed by 
many, it is important for market participants (both 
non-institutional broker-dealers and product 
manufacturers) to take into account that the 
preamble indicated that the Department “expects 
that [representatives] and [broker-dealers or other 
intermediaries] providing advice will exercise 
special care when assets are hard to value, illiquid, 



 

complex, or particularly risky.” Further, the 
Department indicated that a financial institution 
“must give special attention” in its oversight of the 
policies and procedures “surrounding such 
investments.” The Department apparently will be 
looking at how such products find their way into 
Plan accounts during its investigations. 

The BIC Exemption also contains a new “BIC 
Exemption Light” sub-exemption that would 
remove many of the operational burdens associated 
with the BIC Exemption, so long as the 
representative and the institution as a whole are fee 
neutral. 

Finally, the Principal Transaction Exemption has 
been given some new life under the Rule.  In 
addition to providing a valuable mechanism for 
Plan clients to sell securities and other property to 
the financial institution, the Rule itself has limited 
a number of the reporting and disclosure 
requirements (i.e., no disclosure of mark-ups) and 
eliminated the “two independent bid” requirement 
associated with the purchase or sale of fixed 
income products that many found to be 
nonstarters.   

At least for certificates of deposit (“CDs”), U.S. 
dollar denominated corporate debt obligations that 
are sufficiently rated, U.S. agency and U.S. agency 
backed securities and U.S. Treasuries, and unit 
investment trusts (“UITs”), the Principal 
Transaction Exemption may be worthy of a second 
look.  Foreign currency transactions, otherwise 
normally executed on a principal basis, are not 
eligible, however.  In addition, the fiduciary 
financial institution and its affiliates may not be the 
issuer of the security, nor may they recommend 
the purchase of a fixed income obligation in an 
underwriting or underwriting syndicate in which 

the financial institution is an underwriter or a 
member. 

D. Alternative Funds and Products 

For institutional Plan investors in alternative 
funds, the considerations will be similar to those 
associated with Institutional Banks and Money 
Managers.  For non-institutional Plan clients, and 
particularly IRAs, the application of the definition 
of “recommendation” will be important.  The 
Rule raises numerous questions – such as whether 
and under what circumstances the sale of such 
funds would be considered as the sale of one’s own 
fiduciary services – under the “Hire Me” approach 
discussed below.  If the sale of such funds would be 
considered as the sale of one’s own fiduciary 
services, an additional question would be whether 
that conclusion would extend to cases in which the 
fund is not deemed to be Plan assets. 

Reliance on the BIC Exemption for non-
institutional investors to purchase such products 
may continue to be viable.  However, firms will 
likely face at least some structural challenges.  
These include the fee leveling components of the 
BIC Exemption and the Department’s indication, 
as noted above, that sales of such products will 
require the seller to “exercise special care when 
assets are hard to value, illiquid, complex, or 
particularly risky” and that the seller “must give 
special attention” in its oversight of the policies 
and procedures “surrounding such investments.” 

E. Insurance Companies 

With respect to variable annuities, not much has 
changed for insurance companies from the 
Proposal.  The Rule not only excludes variable 
annuities from PTCE 84-24 for IRAs, but also for 
ERISA Plans.  In addition, the Rule clarifies that 



 

index annuities are also excluded from PTCE 84-
24.  Insurance companies will no doubt have to 
think through the effect of trying to rely on the 
BIC Exemption and other models to continue to 
make the offering and availability of such products 
both cost effective and Rule-compliant. 

F. “Platform Providers”   

The Proposal contained a “carve-out” for 
“platform providers” that retains its essential shape 
in the Rule.  Although the Department eschewed 
a precise definition of the term Platform Provider, 
it noted that such market participants “offer a 
platform or selection of investment alternatives to 
participant-directed individual account plans and 
plan fiduciaries of these plans that choose the 
specific investment alternatives that will be made 
available to participants for investing their 
individual accounts.”   

The Rule makes clear that such an institution 
will not be a fiduciary “simply by making available, 
without regard to the individualized needs of the 
plan or its participants and beneficiaries, a platform 
of investment vehicles from which plan participants 
or beneficiaries may direct” their Plan investments.  
This will be true “as long as the plan fiduciary is 
independent of the person who markets or makes 
available the investment alternatives and the person 
discloses in writing to the plan fiduciary that they 
are not undertaking to provide impartial 
investment advice or to give advice in a fiduciary 
capacity.” 

In addition, offering products pursuant to 
objective criteria such as “expense ratios, fund size, 
or asset type specified by the plan fiduciary,” or 
“responding to RFPs, or providing objective 
financial data regarding available alternatives to the 
plan fiduciary would not cause a platform provider 

to be a fiduciary investment adviser.”  Helpfully, 
the preamble makes clear that the Rule “does not 
categorize or limit the persons who are engaged in 
the activities or communications” and that the 
“marketing and making available of platforms 
segmented based on objective criteria would not 
result in providing fiduciary advice solely by virtue 
of the segmentation.”   

So, if a firm maintained a platform that was 
geared to offering products to a small Plan market, 
the DOL believes it is in “the provider’s discretion 
as a matter of business judgment, the same as if the 
provider decided not to offer platforms at all.”  
However, the Department also noted that “if a 
provider were to communicate to the plan 
fiduciary of a small plan that a particular platform 
has been designed for small plans in general, and is 
appropriate for this plan in particular, the 
communication would likely constitute advice 
based on the individual needs of the plan and, 
therefore, very likely would be considered a 
recommendation.” 

The Department also acknowledged the 
common practice of responding to RFPs with a 
response that “contain[ed] a sample plan 
investment line-up based on the existing 
investment alternatives under the plan, the size of 
the plan or sponsor, or some combination of both” 
and concluded that it understood the cost savings 
of the RFP process.  It further concluded that a 
“sample” lineup is not a “recommendation” 
provided that the service provider tells the Plan up 
front that it is not acting in a fiduciary capacity and 
not providing impartial investment advice. 

Despite the hopes of many commenters, the 
platform provider exception will not apply to IRAs 
because of the lack of “an independent plan 



 

fiduciary overseeing the investment lineup and 
signing off on any disclaimers of reliance on the 
advice.”  The Department provided that “there is 
too great a danger that the exclusion would 
effectively shield fiduciary recommendations from 
treatment as such, even though the IRA owner 
reasonably understood the communications as 
constituting individualized recommendations on 
how to manage assets for retirement.” 

III. The Rule and Definitions 

A. Overview   

The Rule text is substantially similar to that in 
the Proposal in that it no longer includes a 
requirement that the “advice” be “a” primary basis 
for decision making and that the advice be 
pursuant to a “mutual agreement” as in the existing 
rule.  The Rule, like the Proposal, also continues 
to be rigid in its application to IRA rollovers. 

However, the Rule does remove a portion of 
the Proposal’s definition that was considered by 
many to be unnecessarily overbroad – the 
provision under the Proposal that investment 
advice includes rendering “the advice for 
consideration in making a decision.” 

The Rule more fully and expressly pegs the term 
“recommendation” to existing FINRA standards, 
which is not always helpful, particularly, because 
under those standards a “suggestion” may be all 
that is needed to reach “recommendation” status. 
An essential effect of the Rule is that investment 
advice fiduciary status will likely be presumed in 
communications and interactions with Plans 
outside of the institutional space – subject to 
certain specific exceptions. 

As discussed above, the Rule provides that 
appraisals and valuations will not themselves confer 

investment advice status.  Moreover, the Rule 
contains some important exceptions; but not all of 
the exceptions – even those in the institutional 
space – appear to offer complete clarity and some 
questions remain.  Some observations are discussed 
below. 

B. Specifics 

Current Law 

Under current law, an institution will be deemed 
an investment advice fiduciary if (1) it has rendered 
advice to the Plan as to the value of, or advisability 
of investing in or holding, securities or other 
property, (2) on a regular basis, (3) pursuant to a 
mutual agreement or understanding, (4) that the 
advice would be a primary basis for decision 
making, and (5) that the advice would be 
individualized based on the particular needs of the 
Plan. 

Final Rule 

Under the Rule, an institution will be deemed 
an investment advice fiduciary if it satisfies one of 
the boxes along the “X” axis, and one of the 
boxes along the “Y” axis.  Chart I, attached at 
the end of this Stroock Special Bulletin, further 
compares the current rule with the Rule. 



 

 

Definition of Investment Advice Fiduciary 
 
  

 

Represents or 
acknowledges that 
it is acting as a 
fiduciary 

Renders the advice 
pursuant to a written or 
verbal agreement, 
arrangement or 
understanding that the 
advice is based on the 
particular needs of the 
recipient 

With respect to the 
advisability of a 
particular investment 
or management 
decision, direct the 
advice to a specific 
recipient or set of 
recipients. 

Provides a “recommendation” as 
to the advisability of purchasing or 
holding securities or other 
investment property, including 
recommendations as to how 
proceeds from rollovers and 
distributions should be invested 

   

Provides advice with respect to the 
management of securities or other 
investment property, including, but 
not limited to recommendations: 

of other persons to provide advice 
or management services; 

as to whether to select a brokerage 
versus an advisory account 
arrangement, or; 

with respect to rollovers, transfers 
or distributions from a Plan or 
IRA, including whether, in what 
amount, and in what form, and to 
what destination the rollover, 
transfer or distribution should be 
made 

   

 



 

C. Observations 

The “Jerry Maguire” Rule:  “You Had Me at 
Hello” 

The definition of investment advice fiduciary 
under the Rule hearkens back to one of the most 
memorable scenes in the film, Jerry Maguire.  After 
a long and impassioned soliloquy professing his 
commitment to his love interest, Dorothy Boyd 
(Renee Zellweger), Jerry (Tom Cruise) hears the 
response from Dorothy: “You had me at hello.” 

Perhaps with only slight exaggeration, the same 
may be said about interactions between Plans and 
most market participants under the Rule.  Indeed, 
the structure of the Rule and the definitions 
described above would likely make most market 
participants fiduciaries at “hello” when they 
interact with their Plan customers.   

Here’s a graph, a bit tongue-in-cheek, (inspired 
by “Famous Movie Quotes,” No. 52 “When You 
Had Me,” by Nathan Yau, available at 
flowingdata.com) to illustrate the point: 

 
 

There are important limitations and exceptions, 
as discussed below, but the following section 
examines the expansiveness of the definitions and 
potential implications to many market 

participants—primarily those dealing with Plans 
outside the institutional space. 

“Recommendation” 

• Mirrors FINRA – But Does Not Use 
Term “Call to Action.” The term 
“recommendation” is crafted to mirror 
current FINRA standards, focusing on an 
“objective” rather than “subjective” test.  The 
definition provides that the more 
individualized a communication is to the 
recipient, the more likely it will be a 
recommendation. 

• Context and Presentation Matters.  The 
Department notes that a recommendation 
depends not only on content, but also on  
“context and presentation.” 

• Just a Suggestion.  The content, context 
and presentation then inform whether the 
communication “would reasonably be viewed 
as a suggestion that the advice recipient engage 
in or refrain from taking a particular course of 
action.”  This is likely a very broad standard, 
especially as it does not incorporate FINRA’s 
“call to action” language. 

• Aggregation of Actions. In addition, 
actions and communications can be 
aggregated to form a recommendation, even if 
individually, such actions or communications 
would not constitute a recommendation. 

• Selective Lists Count.  “Providing a 
selective list of securities” would be sufficient 
to confer a recommendation, even if no 
“recommendation is made with respect to any 
one security.” 

• Humans and Computers Count.  
“Recommendations” can be given by human 
beings, computers or robo-advisors. 

• Even Communications Required by Law 
Can Taint.  The DOL notes that “. . . 
communications that require the adviser to 
comply with suitability requirements under 



 

applicable securities or insurance laws will be 
viewed as a recommendation.” 

• Relationship Assets.  Many institutions will 
face challenges where a client’s relationship 
with the institution involves the client’s 
personal, trust, corporate and Plan or IRA 
assets.  In that case, how can a firm assure 
itself that any “recommendation” as defined 
for purposes of the Rule, which is intended to 
be directed only to the client’s non-Plan 
assets, does not “bleed” into advice to the 
Plan?  As discussed below, firms dealing with 
the many Plans outside of the institutional 
space will likely need to enter into a contract 
with the Plan that defines roles and 
limitations. 

Assume a contract that provides that a client 
won’t regard a recommendation with respect to his 
personal account as a recommendation for his IRA.  
It would seem fair that recommendations 
communicated by the representative should be 
viewed within the “context” of the agreement.  It 
is also likely that the use of separate agreements for 
each of the Plan account and the non-Plan account 
could underscore the intended distinction and 
thereby reflect – in the words of the Rule – the 
“context and presentation” that any 
recommendation is not with respect to the 
“investment property of the Plan.” 

IRA Rollovers 

The DOL continues to believe that Plan-to-
IRA “rollovers commonly involve the most 
important financial decisions that investors make in 
their lifetime,” and thus warrant special protection.  
To this end, the Department took great pains to 
separate IRA rollover advice from other kinds of 
advice.  In particular, although the Department 
largely removed its “no investment product name” 
proscription from the Rule for purposes of the 

investment education exception for Plans (see 
below), that limitation continues to apply for 
IRAs. 

• Broad.  The Department noted that a 
“distribution recommendation involves either 
advice to change specific investments in the 
Plan or to change fees and services directly 
affecting the return on those investments.” 

• Treated as Advice.  “Recommendations to 
take a distribution or rollover to an IRA and 
recommendations not to take a distribution or to 
keep assets in a plan should be treated the same 
in terms of evaluating whether the 
communication constitutes fiduciary 
investment advice.” 

• Applies to Required Minimum 
Distributions.  “Even if the assets will not be 
covered by ERISA or the Code when they are 
moved outside the plan or IRA, the 
recommendation to change the plan or IRA 
investments is investment advice under 
ERISA and the Code.” 

• BUT:  Special relief may be afforded if 
effected pursuant to the “Level Fee” portion 
of the BIC Exemption described below. 

“Represents or Acknowledges that it is Acting 
as a Fiduciary” 

• No Mutual Agreement Required.  The 
parties need not have a mutual agreement that 
a given party acknowledges fiduciary status. 

• Acknowledgement Could Take Different 
Forms.  Note that the condition does not 
require a written acknowledgment.  Although 
we would hope that common sense will 
prevail, market participants presumably will 
need to focus on all modes of communication 
(including so-called “Body English”). 



 

Understanding that Advice is Based on 
“Particular Needs” 

• Whose Understanding?  No mutual 
agreement is required to confirm that the 
advice is based on the particular needs of the 
Plan recipient of the communication. 

• Particular Needs.  Note the difference 
between this and the “tailored advice” 
standard in the rule prior to the newly-
announced changes. 

Direct the Advice to a Specific Recipient or Set 
of Recipients 

o Know Your Audience.  Is the 
communication “directed to” a “specific 
set” of recipients if the recipients are all 
Plans?  Mostly Plans?  Partly Plans? 

o “Directed to.”  Presumably the focus will 
be on the “how” as well as the “who” and 
“what.” 

Notwithstanding the above, the Rule excepts 
certain categories of communications or 
interactions as discussed in Part IV, below. 

IV. Exceptions to the Rule 

A. Generalized Information and 
Communication 

The Rule clarifies that “general circulation 
newsletters, commentary in publicly broadcast talk 
shows, remarks and presentations in widely 
attended speeches and conferences, research or 
news reports prepared for general distribution, 
general marketing materials, general market data, 
including data on market performance, market 
indices, or trading volumes, price quotes, 
performance reports, or prospectuses” are not 
investment advice.  This is certainly a welcome 
inclusion in the Rule.  The Department noted that 
“even though on-air personalities may suggest that 

viewers buy or sell particular stocks or engage in 
particular investment courses of action, the 
Department does not believe that a reasonable 
person could fairly conclude that such 
communications constitute actionable investment 
advice or recommendations within the meaning of 
the rule.” 

QUERY:  How should the word 
“general” (used often in connection with 
this exception) be interpreted?  It can be 
read broadly or narrowly—and the 
circumstances may matter. 

B. Institution-to-Institution Interactions  

The preamble to the Rule helpfully notes that: 
“The use of the term plan fiduciary in the proposal 
was not intended to suggest that ordinary business 
activities among financial institutions and licensed 
financial professionals should become fiduciary 
investment advice relationships merely because the 
institution or professional was acting on behalf of 
an ERISA plan or IRA.” 

• This should help in managing the concerns of 
institutions that might believe they are at risk 
of becoming fiduciaries merely for having a 
discussion with a person who happens to be 
an ERISA fiduciary (i.e., a large money 
manager with significant Plan assets under 
management). 

• The Rule does make clear that 
recommendations of fiduciary management 
services are themselves fiduciary acts.  In a 
curious reference, the Department appeared 
to suggest that a recommendation of a non-
manager was not a fiduciary act, noting that 
commentators expressed “concern that 
recommendations of service providers who 
themselves are not fiduciary investment 
advisers or investment managers, for example, 
because of a carve-out under the proposal, 
may be considered fiduciary advice whereas 



 

the underlying activity of the recommended 
service provider would not.  The Department 
did not intend the proposal to reach 
recommendations of persons to provide services 
that did not constitute fiduciary investment 
advice or fiduciary investment management 
services.”  It is unclear how narrow or 
expansive this should be read, as further 
discussed in Section F, below. 

C. Sophisticated Investors (Sellers’ 
Exception) 

General 

There is a more robust analogue to the 
Proposal’s Sellers’ Exception (or Counterparty 
Carve-Out) for “arm’s length sale, purchase, loan 
exchange or other transaction related to the 
investment of securities or other investment 
property” for Plans, IRAs and Plan asset vehicles 
that are represented by independent sophisticated 
fiduciaries such as a bank, an insurance carrier, a 
U.S. registered broker-dealer or U.S. registered 
investment adviser and any “independent 
fiduciary” that “holds” or “has under management 
or control” total assets of at least $50 Million. 

The exception (which we refer to as the 
“institutional exception”) is conditioned on the 
institution: 

1. knowing or reasonably believing that the 
Plan’s independent fiduciary is capable of 
evaluating investment risks independently, 
both in general and with regard to particular 
transactions and investment strategies; 

2. fairly informing the independent fiduciary that 
the person is not undertaking to provide 
impartial investment advice, or to give advice 
in a fiduciary capacity, in connection with the 
transaction;  

3. fairly informing the independent fiduciary of 
the existence and nature of the person’s 
financial interests; and  

4. knowing or reasonably believing that the 
independent fiduciary is a fiduciary under 
ERISA or the Code or both, with respect to 
the transaction, and is responsible for 
exercising independent judgment in 
evaluating the transaction. 

• More Liberal  Than Proposal.  The 
representation requirements have been 
significantly liberalized from the Proposal’s 
prior Sellers’ Exception, although institutions 
will need to consider how these 
representations will be satisfied operationally. 

• IRAs and Plan Asset Entities Covered.  
The exception represents an improvement 
from the Proposal by including IRAs and Plan 
asset vehicles. 

• Not Just for Sales.  Finally, the language of 
the exception would appear to assuage 
concerns that the Proposal’s Sellers’ 
Exemption was limited only to interactions 
that were in connection with a sale or 
enumerated transaction or “proposing to 
enter” into a sale or other enumerated 
transaction under the carve-out. 

Observations and Considerations 

• Services Covered?  Does the institutional 
exception cover services (“arm’s length sale, 
purchase, loan exchange or other transaction 
related to the investment of securities or other 
investment property”) as well as counterparty 
transactions? 

o Despite many comments, the word 
“services” is nowhere to be found in the 
text of the language cited above.  It is 
uncertain whether this omission was 
intentional.  However, one probably should 
consider the effect of the removal of the 
Proposal’s term “bilateral contract” in favor 



 

of a broader “other transaction.”  It is 
reasonable to conclude that through this 
substitution, the Department believed it 
was covering services.  In addition, the text 
of the institutional exception does refer to 
the term “services,” albeit in the context of 
differentiating between the direct payment 
by the Plan for “advice” as opposed to 
payment for “other services.” 

o Additional support for this position can be 
found  in the preamble.  For example, the 
Department noted in the context of cleared 
swaps that “[the institutional exception] 
gives an alternative avenue for parties in 
futures, alternative investments, or other 
investment transactions. . . .”  Futures, at 
least in the United States, are generally 
executed on an agency (i.e., services) basis.  
In addition, the Department noted in the 
preamble that “to the extent issues arise 
with respect to ‘other similar service 
providers,’ the provision of the final rule 
regarding transactions with independent 
plan fiduciaries [viz. the institutional 
exception] would be available.” 

• Acknowledgment of Fiduciary Status – 
How Construed? What does it mean that 
the exception is conditioned on not being a 
“person who represent[s] or acknowledge[s] 
they are acting as a fiduciary . . .?”   
Potentially noteworthy is the fact that the 
language does not require a “written” 
acknowledgment or even a mutual agreement 
as contained in the earlier proposals. 

o Investment managers who are already 
fiduciaries will likely have some concerns.  
For example, would a fiduciary asset 
manager be unable to avail itself of this 
exception if it wanted to speak to an 
existing fiduciary institutional client about a 
different strategy or product?  Although not 
certain, it would not seem unreasonable in 
that case, given the context, to interpret the 
term “acknowledgment” as relating to the 

specific and current “recommendation” in 
question – not to any pre-existing or 
ongoing fiduciary relationship. 

o As commentators noted, there is potential 
asymmetry between the Plan party and 
institution in defining whether any given 
utterance or gesticulation may be treated as 
an “acknowledgement.”  We would expect 
market conventions to evolve to address 
and redress any such concerns. 

o Given the breadth of this prong of the 
exception, market participants should be 
very cautious in using the word “fiduciary” 
or conveying any meaning approaching the 
word “fiduciary” in written or oral 
communications, as it may be difficult, 
once said or communicated, for institutions 
to take a contrary position later on with 
respect to the assets involved.  Facts and 
circumstances will govern. 

• Applicable to Plans Represented by 
Consultants and Other Non-
Management Fiduciaries?  The institutional 
exception covers Plans represented by 
fiduciaries that are regulated institutions such 
as banks, insurance carriers, U.S. registered 
broker-dealers and investment advisers.  It also 
covers Plans represented by a person that 
“holds” or “has under management or 
control” total assets of at least $50 Million.  It 
would appear that persons with $50 Million 
or more of assets under advisement would not 
qualify without the necessary regulated entity 
affiliation.  Thus, although Plans introduced 
to investment managers by, for example, 
consultants that are registered U.S. broker-
dealers, would be able to qualify for the 
exception, it is uncertain how 
communications made to a consultant to a 
Plan that is not in one of the above categories 
would work. 

o Many consultants act as advisers and not as 
managers, although it is possible that some 
of these could be viewed as having 



 

sufficient “de facto” control and thus fit 
within the exception. 

o In many institutional settings, even though 
a consultant may be involved, it is possible 
to view certain interactions as really 
occurring with the Plan’s own sponsor, 
rather than the consultant.  This position 
could be bolstered if the named fiduciary 
had the ultimate “control” over the given 
investment decision.  In that case, if the 
Plan sponsor fiduciary had “management” 
or “control” over, or otherwise “holds” 
$50 Million of assets (including those of the 
Plan), the exception may be met. 

• Application to Model Portfolios, 
Analytics Providers, Wholesalers, Etc.  
The institutional exception expressly covers 
communications with Plan fiduciaries that are 
registered broker-dealers, among other 
regulated entities.  In addition, the exception 
expressly refers to the “provision of asset 
allocation models or other financial analysis 
tools” which could fairly be read as responsive 
to commentators’ concerns about the 
treatment of such products and services under 
the Proposal.   

o A condition to the institutional exception is 
that the non-Plan party “does not receive a 
fee or other compensation directly from the 
plan, plan fiduciary, plan participant or 
beneficiary, IRA, or IRA owner for the 
provision of investment advice (as opposed 
to other services) in connection with the 
transaction.”   

o This  raises the question that if a model 
portfolio provider sells a model portfolio to 
a broker-dealer that will now be regarded 
under the Rule as a fiduciary to its non-
institutional clients, will the institutional 
exception still apply to the model provider’s 
sale to the broker-dealer?  Although it is 
unclear, we think that the intent of the 
Department is that it should. 

o Many commentators raised the point that 
offering model portfolios, analytics and 
other financial tools or other products to 
persons who may become fiduciaries under 
the Proposal could themselves be at risk of 
becoming fiduciaries – even though they 
had no privity with the product recipients’ 
clients.  It was hoped that the Rule would 
address this point comprehensively and 
definitely.  Of course, many such products 
are at their essence really “technology,” 
rather than advice in the plain English sense 
of the word in the first place. 

o In addition to the references in the Rule 
itself, the preamble contains some language 
that gives strong indication that the DOL 
did not intend to treat such arrangements as 
conferring fiduciary status. 

 The Department noted in the preamble 
that “. . . commenters argued that 
communications by product 
manufacturers and other financial 
services providers directed to financial 
intermediaries who then directly advise 
plans, participants, beneficiaries or IRA 
owners should not be investment 
advice within the meaning of the rule.  
Some commenters referred to this as 
‘wholesaling’ activities or ‘daisy chain’ 
relationships.”  The Department also 
noted that “the intermediary is the 
person or entity with a nexus to the 
IRA owner or plan” and that “the 
wholesaler has contractual privity with 
financial entities that may be 
investment advisers registered with the 
SEC, rather than with the ultimate plan 
or IRA owner.” 

 In addition, “[s]ome commenters 
argued that the original preparer of 
model portfolios similarly should not be 
treated as a fiduciary investment adviser 
when the model is used by a financial 



 

intermediary with a direct relationship 
with the plan and its participants.” 

 Although the DOL did not directly 
address this question, it concluded that 
a broad sellers’ exception should not 
extend to the “retail market.”  Later in 
the same section, the DOL indicated 
that what was important was whether 
the Plan investor had a “direct” 
recommendation and that “the use of 
the term ‘plan fiduciary’ in the proposal 
was not intended to suggest that 
ordinary business activities among 
financial institutions and licensed 
financial professionals should become 
fiduciary investment advice relationships 
merely because the institution or 
professional was acting on behalf of an 
ERISA plan or IRA.” 

 The Department noted that for this 
purpose, the financial institution’s 
independence from the Plan 
institution’s fiduciary would be 
important, “as to whether there exists a 
financial interest (e.g., compensation, 
fees, etc.), ownership interest, or other 
arrangement . . .  that would limit the 
[fiduciary] party to carry out its 
fiduciary duty . . .”  The preamble goes 
on to discuss affiliated relationships, but 
then concludes “if a Plan expressly pays 
a fee for advice, the essence of the 
relationship is advisory . . . Thus, the 
person may not charge the Plan a direct 
fee to act as an adviser . . . and then 
disclaim responsibility for fiduciary 
adviser status.”   

 In most cases, product manufacturers 
and model providers do not charge a 
direct fee to a Plan; they would also not 
typically be in the position of assuming 
they are giving tailored Plan-specific 
advice and thus would not be in the 
position of “disclaiming” any fiduciary 
authority.  Perhaps equally compelling 

is that the Department also cited 
FINRA guidance for the proposition 
that suitability is required to persons 
other than a broker-dealer. 

 Elsewhere, in the BIC Exemption, the 
DOL noted that “. . .  if the product 
manufacturer is the only entity that 
satisfies the ‘Financial Institution’ 
definition with respect to a particular 
transaction, the product manufacturer 
must acknowledge fiduciary status and 
exercise the required supervisory 
authority with respect to the 
exemption.”  This would tend to 
evidence a desire on the part of the 
Department to assure that someone act 
as a fiduciary.  In this case, the financial 
institution receiving the analytical 
information or model portfolio would 
likely be the fiduciary, mitigating the 
policy rationale for holding the product 
manufacturer to a fiduciary standard.  

o In sum, it is probably best to view these 
products and services as the “other services” 
referred to in the Rule, such that the 
product manufacturer’s receipt of a fee for 
its services to the fiduciary institution is not 
really “directly to a Plan.”  As the recipient 
institution is already a fiduciary, it would 
not be realistic or necessary as a policy 
matter for the product manufacturer or 
provider of model portfolio or other 
analytics to “disclaim responsibility as a 
fiduciary adviser by asserting that he or she 
is merely an arm’s length counterparty.” 

• Dynamic Changes.  It is not clear from the 
Rule what happens to a Plan fiduciary that 
has, or had at one point, $50 Million under 
management or control, if it suddenly drops 
below $50 Million under management or 
control.  Although lines must be drawn, if 
such a market participant were to be deemed 
a fiduciary (albeit an inadvertent one), there 
could be profound consequences for 



 

continuing transactions or ongoing 
‘recommendations’ with respect to a given 
product or service entered into on the basis 
that the institutional exception applied.  In 
such circumstances, it is not entirely clear 
whether and how the BIC Exemption 
(among others), would or could be utilized. 

• Independent Fiduciary.  It appears that for 
purposes of determining whether a person 
representing the Plan is an “independent 
fiduciary,” a person is not independent if they 
are a participant in the Plan.  Read literally, 
Plan investment committees and named 
fiduciaries would not be included as eligible 
representatives of Plans with which an 
institution could utilize the institutional 
exception.  We assume this is an unintended 
drafting error that we hope will be clarified. 

D. Investment Education 

General 

Since 1996, the Department has sought to 
distinguish between investment education and 
investment advice.  Internal Bulletin (“IB”) 96-1 
generally permits the furnishing of (1) Plan 
information, (2) general financial, investment and 
retirement information, (3) asset allocation models, 
and (4) interactive investment material by a Plan 
sponsor to its participants (but has been commonly 
applied more broadly in the marketplace, an 
approach both confirmed originally by the 
Department and in the Rule).  Unexpectedly, the 
Department took a contrary position to this long-
standing guidance in the Proposal.  More 
surprisingly, the Proposal indicated that asset 
allocation models could not make reference to 
specific product names or manufacturers, which 

many commentators regarded as not only odd but 
counterproductive.4 

The Rule falls short of reinstating IB 96-1, but 
does eliminate the prohibition on product names 
for designated investment alternatives (“DIAs”) in 
participant-directed Plans (but not IRAs) for asset 
allocation and interactive models.  DIAs are 
investment options offered by a Plan sponsor or 
designee under a participant-directed Plan.  The 
institution providing the education must also 
identify other DIAs of the Plan with “similar risk 
and return characteristics” and must include a 
statement indicating that those other DIAs have 
similar risk and return and identify where a Plan 
participant can obtain additional information 
regarding those other DIAs. 

                                                
4  As one commentator noted: “Imagine if the Food 

and Drug Administration were somehow to regulate 
what pharmacists could say to customers, who, for 
example, visited their pharmacy asking about which 
over the counter medicines might address certain 
symptoms. Assume a customer comes into the 
pharmacy with a persistent and productive cough, 
runny nose and some occasional aches and pains. 
How helpful would it be to the ailing customer if the 
pharmacist were only able to talk about things such as 
acetaminophen, bromhexine, acetylcysteine, 
guaifenesin, ammonium chloride, ammonia, senega, 
sodium citrate, ipecacuanha, codeine, ibuprofen, 
dextromethorphan, dihydrocodeine, pholcodine, or 
pentoxyverine? What if the customer asked which 
products contained which ingredients, but all the 
pharmacist could tell the customer (who by this time 
may be exhausted from all of her coughing) is that 
she should go consult the many bottles which are 
generously lining the multiple shelves in the 
pharmacy?”  Comment letter of The Asset 
Management Group (the “AMG”) of the Securities 
Industry and Financial Markets Association 
(“SIFMA”)     available    at                                 :  
http://www.dol.gov/ebsa/pdf/1210-AB32-2-
00518.pdf. 



 

NOTE:  The effective date of the 
change in the definition of  “investment 
education” from I.B. 96-1 would appear 
to be June 10, 2016.  Yet, the 
applicability of the new “investment 
education” exception may technically 
only begin to apply as of April 2017. 
This leaves open the question as to what, 
if any, non-fiduciary investment 
education may be provided during this 
gap period.  We assume that this is 
merely a technical oversight which we 
would hope the Department will soon 
address. 

NOTE: It appears that call centers are 
not given special (more favorable) 
treatment, as had been requested by 
commenters. 

Observations and Considerations 

• Tale of Two Arrangements.  As discussed 
above, while the Rule’s investment education 
exception abandons the Proposal’s surprising 
wholesale prohibition on the use of specific 
product names for Plans it retains this 
prohibition for IRAs.  Moreover, the 
requirements of this exception presuppose a 
participant-directed Plan, putting into 
question, at least to some degree, the utility of 
the exception for asset allocation and other 
interactive tools for institutional defined 
benefit Plans. 

• Other Avenues?  To that end, the 
institutional exception’s reference to “asset 
allocation models or other financial tools” – at 
least for the institutional Plan arena – may 
help serve as a useful surrogate. 

o The use of “interactive” investment 
education may permit the use of product 
specific information for IRAs where 
specified by the IRA owner. 

• Why Not Revert to I.B. 96-1?  Many may 
wonder why the Department did not simply 
revert to the existing I.B. 96-1 test.  Indeed, 

the Rule’s formulation appears heavily tilted 
to the defined contribution Plan space (for 
example, an emphasis on disclosing all other 
designated investments under the Plan and 
qualified default investment alternatives).  It 
remains to be seen, for example, how the 
changes may impact asset allocation scenarios 
for defined benefit Plans. 

E. Platform Providers Exception 

General 

The final Rule makes clear that platform 
providers will not become fiduciaries to Plans 
“simply by making available, without regard to the 
individualized needs of the plan or its participants 
and beneficiaries, a platform of investment vehicles 
from which plan participants or beneficiaries may 
direct” their Plan investments.  This will be true 
“as long as the plan fiduciary is independent of the 
person who markets or makes available the 
investment alternatives and the person discloses in 
writing to the plan fiduciary that they are not 
undertaking to provide impartial investment advice 
or to give advice in a fiduciary capacity.” 

In addition, the preamble makes clear that 
offering products pursuant to objective criteria 
such as “expense ratios, fund size, or asset type 
specified by the plan fiduciary,” or “responding to 
RFPs, or providing objective financial data 
regarding available alternatives to the plan fiduciary 
would not cause a platform provider to be a 
fiduciary investment adviser.” 

Observation and Considerations 

• RFPs Welcomed.  Helpfully, the DOL 
indicated that the Proposal’s carve-out was 
not intended to “displace” request for 
proposal (“RFP”) practices for platform 
providers, including the provision of a sample 
investment menu, if provided under 



 

conditions of disclosure (i.e., not providing 
impartial investment advice to the Plan and 
disclosure of material conflicts—including the 
offering of proprietary product). 

• May Define Clientele.  The preamble also 
makes clear that the Rule “does not 
categorize or limit the persons who are 
engaged in the activities or communications” 
and that the “marketing and making available 
of platforms segmented based on objective 
criteria would not result in providing fiduciary 
advice solely by virtue of the segmentation.”  
So, a platform that was geared to offering 
products to a small Plan market is in “the 
provider’s discretion as a matter of business 
judgment, the same as if the provider decided 
not to offer platforms at all.”  However, the 
Department also noted that “if a provider 
were to communicate to the plan fiduciary of 
a small plan that a particular platform has been 
designed for small plans in general, and is 
appropriate for this plan in particular, the 
communication would likely constitute advice 
based on the individual needs of the plan and, 
therefore, very likely would be considered a 
recommendation.” 

• IRAs Need Not Apply.  Finally, despite the 
hopes of many commenters, the platform 
provider exception will not apply to IRAs, 
because due to the lack of “an independent 
plan fiduciary overseeing the investment 
lineup and signing off on any disclaimers of 
reliance on the advice, there is too great a 
danger that the exclusion would effectively 
shield fiduciary recommendations from 
treatment as such, even though the IRA 
owner reasonably understood the 
communications as constituting individualized 
recommendations on how to manage assets 
for retirement.” 

F. “Hire Me” Exception 

General  

The Department noted “it was not the intent of 
the Department, however, that one could become 
a fiduciary merely by engaging in the normal 
activity of marketing oneself or an affiliate to be 
selected by a plan fiduciary or IRA owner, without 
making an investment recommendation.”  The 
DOL makes it clear that “a person or firm can tout 
the quality of his, her, or its own advisory or 
investment management services or those of any 
other person known by the investor to be, or fairly 
identified by the adviser as, an affiliate, without 
triggering fiduciary obligations.”  However, this 
may not always be as black and white as one might 
expect. 

Observations and Considerations 

• Sales = Advice Presumptively for Non-
Institutional Plans? The preamble notes that 
“ . . . perhaps more fundamentally, the 
Department rejects the purported dichotomy 
between a mere ‘sales’ recommendation, on the 
one hand, and advice, on the other in the 
context of the retail market for investment 
products.” 

• Beware the “How.” The Department 
elsewhere noted that “when a 
recommendation to ‘hire me’ effectively 
includes a recommendation on how to invest or 
manage plan or IRA assets (e.g., whether to 
roll assets into an IRA or plan or how to 
invest assets if rolled over), that 
recommendation would need to be evaluated 
separately under the provisions in the final 
rule.” 

o NOTE:  In this situation there is a 
potential advantage to using the “Level 
Fee” or “BIC Light” portion of the BIC 
Exemption. 



 

• Niche Market Participants.  Should the 
“hire me” calculus be any different for an 
institution that offers a broad array of products 
and one that only focuses on a narrow 
specialty?  Would it matter if a mutual fund 
complex “touted” its funds’ or the sponsor’s 
long history of servicing clients as opposed to, 
for example, a money manager focusing only 
on distressed debt in emerging markets?  
Would an element of a “suggestion” be 
inherently more likely in one or the other? 

• Zero Sum Nature?  In addition, the 
Department mentions that “when the adviser 
recommends, for example, that the investor 
pull money out of a plan or invest in a 
particular fund, that advice is given in a 
fiduciary capacity even if part of a presentation 
in which the adviser is also recommending 
that the person enter into an advisory 
relationship.”  Could this be read to apply 
beyond rollovers – for instance when a Plan 
invests in a fund that requires redemption of 
its interests in another fund?  Potentially 
troublingly, the Department notes that an 
institution “could not recommend  that a plan 
participant roll money out of a plan into 
investments that generate a fee for the adviser, 
but leave the participant in a worse position 
than if he had left the money in the plan.”  
Such Monday morning armchair 
quarterbacking may give more fealty to results 
than the statute historically anticipated. 

• Fiduciaries Only?  The “hire me” doctrine, 
read literally, appears to apply to fiduciaries, or 
possibly, investment managers more broadly.  
Why should a non-fiduciary service provider, 
such as a broker-dealer, accountant, futures 
commission merchant, or other professional, 
not be able to avail itself of the same doctrine? 

G. Swaps Exception 

Modest changes were made to what was 
formerly known as the Swaps Carve-Out.  This 
carve-out was originally intended to corroborate 

earlier relief by the Department in the form of 
Advisory Opinion 2013-01A, pursuant to which 
the Department reached certain conclusions about 
the non-fiduciary nature of clearing brokers and 
related matters.5  Some of these changes are 
surprisingly limiting.  Although the exception now 
includes clearing firms, the exception will likely 
not apply to pooled funds (i.e., Plan asset hedge 
funds and bank collective funds) or IRAs.  We 
suspect that the Department may have incorrectly 
looked at the Dodd-Frank Wall Street Reform and 
Consumer Protection Act and its “External 
Business Conduct Rules” as a basis for these 
exclusions. 

In the absence of further clarifications from the 
Department, further study of the utility of this 
exception, in combination with the institutional 
exception, will likely be warranted. 

We note that on April 15, 2016, the SEC issued 
its own Dodd-Frank External Business Conduct 
Rules in final form, applicable to “security based” 
swaps.  In its release, the SEC noted that “[w]e 
understand that DOL’s revised definition of 
“fiduciary” in its final rule is intended to allow 
[security-based swap entities (“SBS Entities”)] to 
avoid becoming ERISA fiduciaries when acting as 
counterparties to a swap or security-based swap 
transaction.”  The SEC further noted that “[t]he 
Commission staff has continued to coordinate with 
DOL staff to ensure that the final business conduct 
standards rules are appropriately harmonized with 
ERISA and DOL regulations.”  As in the case of 

                                                
5 See, Steven W. Rabitz, “All Clear for ERISA Swaps?  

Clearvoyance on Competing Rules Not Required,” 
Derivatives Financial Products Reports, March 2013.  
Available at 
http://www.stroock.com/siteFiles/Pub1317.pdf. 

http://www.stroock.com/siteFiles/Pub1317.pdf


 

the CFTC External Business Conduct Rules, the 
SEC noted that the DOL issued a letter that stated: 

It is the Department’s view that the draft 
final business conduct standards do not 
require security-based swap dealers or 
major security-based swap participants to 
engage in activities that would make 
them fiduciaries under the Department’s 
current five-part test defining fiduciary 
investment advice. 29 CFR § 2510.3-
21(c). The standards neither conflict with 
the Department’s existing regulations, 
nor compel security-based swap dealers 
or major security-based swap participants 
to engage in fiduciary conduct. 
Moreover, the Department’s recently 
published final rule amending ERISA’s 
fiduciary investment advice regulation 
was carefully harmonized with the SEC’s 
business conduct standards so that there 
are no unintended consequences for 
security-based swap dealers and major 
security-based swap participants who 
comply with the business conduct 
standards. As explained in the preamble 
to the Department’s final rule, the 
disclosures required under the SEC’s 
business conduct rules do not, in the 
Department’s view, compel 
counterparties to ERISA-covered 
employee benefit plans to make 
investment advice recommendations 
within the meaning of the Department’s 
final rule or otherwise compel them to 
act as ERISA fiduciaries in swap and 
security-based swap transactions 
conducted pursuant to section 4s(h) of 
the Commodity Exchange Act and 
section 15F of the Securities Exchange 
Act of 1934.6 

                                                
6 Business Conduct Standards for Security-Based Swap 

Dealers and Major Security-Based Swap Participants, 
available at 
https://www.federalregister.gov/regulations/3235-

This guidance is helpful in reconfirming the 
Department’s view, expressed earlier in the context 
of the CFTC External Business Conduct Rules 
under the current definition of fiduciary.  Some 
practitioners were concerned that because the 
Department’s earlier guidance was issued in the 
context of the current rule, there was no direct 
roadmap for concluding the Department would 
take the same position with respect to any 
subsequent change of the definition of fiduciary 
under ERISA.  Although a letter does not carry 
the same weight as an administrative 
pronouncement in a regulation, the sense of this 
letter should provide market participants with some 
level of comfort, even though some of the 
language may be less than ideal: (“the disclosures 
required by the SEC’s business conduct rules do 
not compel counterparties [to Plans] to [give 
investment advice that would make them 
fiduciaries under ERISA]).” 

V. Considerations for Non-
Institutional Market Participants 

A. General 

If a market participant operating in the non-
institutional marketplace is unable to conclude that 
it is not providing a “recommendation” or 
otherwise satisfies an exception, it may have to 
assume fiduciary status and rely on one of several 
potential exemptions and/or business models.  In 
rough order these include the following: 

• Advisory or “Wrap” Fee Product.  The 
institution offers an advisory fee-based 
product that is subject to the fiduciary 
responsibility and prohibited transaction 
provisions of ERISA and the Code.  The 

                                                                          
AL10/business-conduct-standards-for-security-based-
swap-dealers-and-major-security-based-swap-
participant. 

https://www.federalregister.gov/regulations/3235-AL10/business-conduct-standards-for-security-based-swap-dealers-and-major-security-based-swap-participant
https://www.federalregister.gov/regulations/3235-AL10/business-conduct-standards-for-security-based-swap-dealers-and-major-security-based-swap-participant
https://www.federalregister.gov/regulations/3235-AL10/business-conduct-standards-for-security-based-swap-dealers-and-major-security-based-swap-participant
https://www.federalregister.gov/regulations/3235-AL10/business-conduct-standards-for-security-based-swap-dealers-and-major-security-based-swap-participant


 

product may be limited to proprietary only or 
third party only products – in each case, as 
may otherwise be consistent under ERISA.  
The institution would generally only be able 
to receive an investment advice fee based on 
assets under advisement or management.  
Rollover conversations would not be covered 
by this exemption.  Fiduciaries could also 
utilize proprietary affiliated open-end mutual 
funds under PTCE 77-4 and/or affiliated 
bank collective funds under Section 408(b)(8), 
as discussed below. 

• PTCE 77-4 and/or Section 408(b)(8).  
These exemptions could be especially helpful 
for those institutions that are used to offering 
proprietary mutual funds and bank collective 
funds. Many have historically operated on the 
basis that they are not acting as fiduciaries 
with respect to the mere offering of such 
products to Plans (i.e., the decision of the Plan 
to purchase or hold interests in such funds is 
the Plan’s own independent decision).  Where 
such mutual fund and collective fund 
complexes believe that communications may 
rise to the level of investment advice, these 
existing exemptions would continue to permit 
Plans to purchase such products, but would 
treat the institution as an ERISA fiduciary 
with respect to the purchase of such interests. 

PTCE 77-4 applies only to affiliated 
open-end U.S. registered mutual funds in 
compliance with PTCE 77-4, and 
Section 408(b)(8) operates only with 
respect to bank collective funds sponsored 
and maintained by the institution in 
compliance with Section 408(b)(8) of 
ERISA.  Rollover conversations would 
not generally be covered by PTCE 77-4, 
but may be covered under Section 
408(b)(8) (even though IRAs don’t 
generally invest in bank collective funds 
because of securities law concerns).  
These exemptions are available for both 
“investment advice” and “discretionary 
management” fiduciaries. 

• Section 408(g)/Section 408(a)(14) of 
ERISA.  The institution may choose to 
comply with the Pension Protection Act 
exemption for certain “investment advice” 
and “computerized models.”  The individual 
representative’s compensation and his 
employing institution must generally be 
leveled, subject to the conditions of the 
exemption.  However, other affiliates need 
not necessarily be level in their compensation 
so long as certain conditions of the exemption 
are met – including the fulfilment of an audit. 

Note also that this exemption does not 
require the Impartial Conduct Standards 
(discussed below) and does not implicate 
some of the more burdensome webpage 
disclosures or class action potentials of 
the BIC Exemption.  Rollover 
conversations could be covered under 
this exemption.  These exemptions are 
available only for “investment advice” 
fiduciaries and generally would not 
permit robo-advisors unless they satisfied 
the rather involved computer model 
requirements. 

• BIC Exemption and Principal 
Transaction Exemption.  Allows an 
institution to offer a broad array of products 
and services subject to the conditions of these 
exemptions.  Requires compliance with 
certain Impartial Conduct Standards and 
certain warranties associated with the 
compensation of representatives and the 
institution of policies and procedures in 
connection with them.  Robo-advisors would 
not be covered by this exemption.  These 
exemptions are available only for “investment 
advice” fiduciaries. 

• BIC Light Exemption.  The BIC Light 
Exemption allows an institution to gain the 
benefits of the BIC Exemption but without 
many of the compliance burdens – including 
the Impartial Conduct Standards – so long as 
the representative, employing entity and 



 

franchise comply with the fee leveling 
requirements.  Although this exemption 
would only be available for investment advice 
fiduciaries, both rollover conversations and 
robo-advisors could be covered under the 
exemption. 

o NOTE:  The Preamble indicates that BIC 
Light “explicitly excludes receipt by the 
[representative, the institution or affiliates] 
of commissions or other transaction-based 
payments.  Accordingly, if either the 
[representative, institution or affiliates], 
receive any other remunerations (e.g., 
commissions, 12b-1 fees or revenue 
sharing), beyond the Level Fee in 
connection with investment management 
or advisory services with respect to, the 
Plan or IRA, the [BIC Light Exemption 
will be unavailable].”  This would appear to 
mean that taken at face value, level fee 
commission arrangements would not satisfy 
the BIC Light Exemption. 

• Other Fee Leveling and Offset Models.  
The Department has issued a number of 
advisory opinions that institutions have 
utilized, which may serve as alternatives to 
any of the above.  It is important to note, 
however, that although the Department has 
previously approved the internal workings of 
these arrangements, they may not necessarily 
be read to cover the actual offering or sale of 
the arrangement.  Any “recommendation” of 
any of these arrangements may itself require 
an exemption, such as the BIC Exemption 
described above. 

o Frost National Bank (Advisory Opinion 
97-15A).  Permitted a bank to serve as a 
trustee (discretionary and directed) and 
receive an account level advisory and/or 
trustee fee, offset by 12b-1 and other fees 
paid back through sponsor from fund 
family.  If 12b-1 fees and other fund fees 
were greater, the Plan was permitted to 
keep the gains.  Where a fiduciary advises a 

Plan to invest in mutual funds that pay 
additional fees to the advising fiduciary, the 
advising fiduciary generally would violate 
ERISA.  Under this arrangement, however, 
the fiduciary was required to use all fees the 
mutual funds paid to the fiduciary to offset 
fees that the Plan was otherwise legally 
obligated to pay the fiduciary (e.g., for 
trustee services).  As a result, the 
Department concluded that it would not be 
a violation of ERISA because the fiduciary 
would not be viewed as dealing with Plan 
assets for its own account. 

o Country Trust (Advisory Opinion 2005-
10A).  Country Trust offset third party 
payments such as 12b-1 fees against the 
management fee and other fees charged for 
its services to IRAs.7  This is similar to the 
Frost letter, but involved advisory services 
to IRAs and where fees were payable from 
either affiliated or unaffiliated mutual funds. 

o SunAmerica (Advisory Opinion 2001-
09A).  An independent financial expert was 
used to develop an asset allocation tool for 
401(k) and other Plan customers of 
SunAmerica.  The independent financial 
expert permitted Plan clients to receive 
asset allocation advice in a manner that was 
intended not to implicate the program 
sponsor, SunAmerica, in fiduciary conflicts.  
SunAmerica’s program involved both 
affiliated and unaffiliated products.  While 
SunAmerica administered the program, the 
independent expert developed “model” 
portfolios that contained differing risk 

                                                
7 Annual investment fee were based on the total value 

of IRA assets in the program (declining from 1.75% 
to 1.25% of assets).  The bank could also receive 
certain advisory and non-advisory fees from affiliated 
funds that would reduce the investment fees 
otherwise payable by the IRAs by the total amount of 
fees it received from the affiliated funds.  The bank 
would not receive fees from unaffiliated funds offered 
under the platform. 



 

profiles and investment horizons, and 
utilized Plan investment options. 

The Department concluded that the 
program would not violate ERISA if 
SunAmerica received non-level fees so 
long as SunAmerica did not provide 
any “off-model” recommendations or 
advice. 

Note that these exemptions may be used 
collaboratively.  In addition, depending on the 
facts, market participants may conclude that an 
unexcepted “recommendation’’ to enter into one 
or more of these relationships itself requires an 
exemption, such as the BIC Exemption. 

B. Conversion of Commission-Based to 
Advisory  

In perhaps one of the most interesting features of 
the Rule release, the Department noted: “the 
prohibited transaction rules could be implicated by 
a recommendation to switch from a low activity 
commission-based account to an account that 
charges a fixed percentage of assets under 
management on an ongoing basis.”  In evaluating 
this statement, firms would be well advised to keep 
in mind the breadth of the definition of  
“recommendation.” 

• “So You Think You Want to Transition 
to an  Advisory Account?” The 
Department apparently further underscored 
this “shot across the bow” by saying: “certain 
practices involve violations that would not be 
eligible for the relief granted in this Best 
Interest Contract Exemption.  For instance, if 
an Adviser compensated in this manner 
engaged in ‘reverse churning,’ or 
recommended holding an asset solely to 
generate more fees for the Adviser, the 
Adviser’s behavior would constitute a 
violation of ERISA section 406(b)(1) that is 
not covered by the Best Interest Contract 

Exemption or its Level Fee provisions.”  This 
comment may stem, in part, from concerns 
that the costs of an advisory model may be 
higher than a level fee “BIC compliant” 
model. 

• Orphans.  This may be particularly important 
for those “orphan” or smaller or inactive 
accounts that are currently under a 
commission-based model.  Of course, it may 
also be relevant more broadly, as institutions 
continue to assess business models in light of 
the Rule. 

• Transition Opportunities.  Some market 
participants may choose to use the time before 
the relevant portion of the Rule becomes 
effective to “migrate” accounts to an advisory 
or wrap arrangement.  This would have the 
advantage of offering the new relationship in a 
way that doesn’t implicate the new Rule’s 
broader “recommendation” standard.  Firms 
should be under no illusions about the 
implementational challenges involved.  
Almost certainly, positive consent would be 
required, and firms would have to consider 
FINRA and other suitability and other rules 
along with ERISA. 

VI. Best Interest Contract (“BIC”) 
Exemption 

A. Overview 

Under the Fact Sheet for the Proposal, the 
Department recognized that “Under ERISA and 
the Internal Revenue Code, individuals providing 
fiduciary investment advice to plan sponsors, plan 
participants, and IRA owners are not permitted to 
receive payments creating conflicts of interest 
without a prohibited transaction exemption. . . 
[Thus even though we are expanding the category 
of persons that will become investment advice 
fiduciaries under the Proposal, we also propose] a 
new type of [prohibited transaction exemption] 



 

that is broad, principles-based and adaptable to 
changing business practices.” 

As with the Proposal, the Rule’s framework 
requires exemptive relief for those newly made 
fiduciaries in order to offer products and services 
outside of the institutional client space.  Only 
certain institutions may rely on the BIC 
Exemption: registered investment advisers, banks 
supervised by the United States or a State and 
certain savings associations, insurance companies or 
registered broker-dealers that employ a 
representative or otherwise retain the 
representative as an independent contractor, agent 
or registered representative (referred to as 
“Financial Institutions”).8  In some cases, however, 
particularly in the insurance industry, this itself may 
pose challenges.  The preamble notes that in some 
instances, if the seller of the product is not an 
approved institution for the BIC Exemption, the 
product manufacturer may be required to comply 
with the BIC Exemption.  This may prove not 
only unwieldy, but also refer liability in 
unanticipated ways to product manufacturers. 

In theory, the BIC Exemption allows market 
participants to structure aspects of their 
relationships with Plans, such as the degree to 
which an institution may agree to monitor the 
Plan’s investments that have been selected.  

                                                
8 For ease, the term “financial institution” and 

“institution” will generally refer to Financial 
Institution within the meaning of the BIC 
Exemption when describing aspects of the BIC 
Exemption.  Similarly, the term “representative” as 
used herein will generally refer to the term “Advisor” 
under the BIC Exemption.  The term “Plan” when 
discussing the BIC Exemption and the other 
exemptions may also refer to an IRA, a Plan 
participant, or a Plan fiduciary, as the context may 
indicate. 

Although permissive, it remains to be seen how 
institutions will define their roles in light of other 
aspects of the exemption and other operational 
considerations.  As discussed below, the exemption 
also requires adherence to certain Impartial 
Conduct Standards, Warranties and disclosure and 
management of “Conflicts of Interest.”  The 
institution must agree to prohibit some exculpatory 
clauses as well. 

The Proposal’s BIC Exemption received 
significant comments, and a number of important 
changes have been made.  Many of the conditions 
of the exemption have been streamlined. 
However, market participants would be well-
advised not to discount the importance of the time, 
energy and cost that may be required to design and 
implement the many policies and procedures that 
the exemption contemplates.  Additionally, 
structural changes to firms’ compensatory 
arrangements and pay grids – to the extent deemed 
appropriate – will be a separate driver of resources.  
Finally, the webpage disclosure may be difficult for 
some market participants. 

As described above and in greater detail below, 
the BIC Exemption also calls for a “BIC Light” 
variant under which many of the reporting and 
Impartial Conduct Standards are removed in 
exchange for a “level fee” arrangement at both the 
representative and franchise level. 

B. Fee Leveling 

• Fee Leveling in the BIC Exemption.  The 
Department has taken great pains to assure 
market participants that commission based 
arrangements could continue under the BIC 
Exemption.  There is a wealth of new 
language in the preamble accompanied by 
numerous examples and a greater nod to 
“neutral principles.”  One neutral principle 



 

could be the amount of time and effort it may 
take for a given representative to explain or 
advise a client about a given product versus 
another.  Although many would not doubt 
the Department’s sincerity that the 
requirement is “principles based,” many may 
conclude that the changes are not significant 
enough from the guidance offered under the 
Proposal.  Whether these tweaks will alter 
market participants’ calculus of this condition 
remains to be seen. 

The central feature of the Proposal 
remains:  that the institution have and 
effect policies and procedures at the 
representative level that avoid “quotas, 
appraisals, performance or personnel 
actions, bonuses, contests, special awards, 
differential compensation or other actions 
or incentives” that are intended or would 
reasonably be expected to cause the 
representative to make recommendations 
that are not in the Best Interests of the 
Plan” or are in the representative’s own 
interests.”9  Aspects of this are further 
discussed below. 

• Fee Leveling in the “BIC Light.”  The 
Department indicated that it has a “new” 
exemption for “fiduciaries that, together with 
their affiliates, receive only a level fee in 
connection with advisory or investment 
management services with respect to plan or 
IRA assets (e.g., investment advice fiduciaries 
that provide ongoing advice for a fee based on 
a fixed percentage of assets under 
management).”  No contract is required; 
however, documentation is required by the 
institution to show that certain specific 
“recommendations,” including a 
recommendation to rollover assets from an 
ERISA Plan to an IRA, are in the client’s best 
interests.  This BIC Light Exemption not only 
increases flexibility for institutions to deal with 

                                                
9 The Proposal used a more porous standard of “to the 

extent they would tend to encourage.” 

IRA rollovers, it also opens the door to 
Robo-Advisors. 

o NOTE:  Is an exemption required where 
all fees across the institution are leveled?  Is 
there any “conflict” in the first instance?  
The Department indicated that such 
arrangements “typically would not raise 
prohibited transaction concerns” for the 
representative or institution, and that with 
respect to fees based on the value of the 
account “ordinarily the interests of the 
[representative] in making prudent 
investment recommendations, which could 
have an effect on compensation received, 
are aligned with the [Plan’s] interests in 
increasing and protecting account 
investments.” 

It appears that the Department’s concern is 
that “there is a clear and substantial conflict 
of interest when [a representative] 
recommends that a participant roll money 
out of a plan into a fee-based account that 
will generate ongoing fees for the 
[representative] that he would not 
otherwise receive, even if the fees going-
forward do not vary with the assets 
recommended or invested.” 

o NOTE:  As noted above, the Preamble 
indicates that BIC Light “explicitly 
excludes receipt by the [representative, the 
institution or affiliates] of commissions or 
other transaction-based payments.  
Accordingly, if either the [representative, 
institution or affiliates], receive any other 
remunerations (e.g., commissions, 12b-1 
fees or revenue sharing), beyond the Level 
Fee in connection with investment 
management or advisory services with 
respect to, the Plan or IRA, the [BIC Light 
Exemption will be unavailable].” 

This would appear to mean that level fee 
commission arrangements would not satisfy the BIC 
Light Exemption. 



 

o NOTE:  The so-called Section 408(g) or 
Section 408(b)(14) prohibited transaction 
exemption may be an alternative 
consideration, insofar as the “fee leveling” 
requirement does not extend to all affiliates.  
Notwithstanding the audit requirements, 
many market participants may more broadly 
consider that exemption vis-à-vis the 
standard BIC Exemption, as it does not 
directly implicate the Impartial Conduct 
Standards discussed below. 

o NOTE:   It would appear that institutions 
that only sell their own products (see 
below), would still need to comply with 
the “proprietary only” conditions of the 
BIC Exemption, discussed below.  For 
institutions selling only their own registered 
open-end mutual funds, PTCE 77-4 may 
also be a consideration. 

C. Disclosure Requirements 

• Removal of Some Burdensome Aspects 
of Disclosure.  Many of the cumbersome 
(and near impossible) disclosure and data 
retention requirements of the Proposal, such 
as the annual, one-year, five-year and 10-year 
projections of “inflows, outflows, holdings, 
and returns for retirement investments,” as 
well as many of the more burdensome data 
retention requirements of the Proposal have 
been removed.  These “back office” 
considerations were significant sources of 
potential cost, and brought with them fears of 
hefty build-outs of infrastructure and related 
systems. 

• Contract Execution and Delivery 
Requirements.  The Final BIC Exemption 
also eliminates the contract requirement for 
Plans and their participants and beneficiaries – 
but retains it for IRAs.  Firms must 
acknowledge in writing that they, and their 
representatives, are acting as fiduciaries and 
otherwise meet the other relevant terms of the 
exemption when providing investment advice 
to the Plan, participant, or beneficiary, but no 

contract is required.  Many of these provisions 
may be incorporated into account opening or 
related documents.  The Contracts for IRAs 
are required, however, as the Department 
wanted to preserve an IRA’s private right of 
action.  However, the revised BIC Exemption 
also eliminated the clumsy requirement that 
each investment professional be required to 
sign the contract, along with the client and 
the institution.  There is also a “negative 
consent” mechanism that may be helpful in 
certain cases relating to the initial rollout of 
the Rule, so that existing clients may be 
“deemed” to consent to arrangements 
intended to be covered under the exemption. 

• Pronged Approach.  The exemption 
requires disclosure in several categories.  The 
general requirements of each follows in the 
charts below. 

o Contract Disclosures 

o Transaction Disclosures 

o Webpage Disclosure 

o Additional Disclosures if Limited to 
Proprietary Products and/or Third Party 
Products. 



 

 

CONTRACT DISCLOSURE 

BIC GENERAL EXEMPTION BIC LIGHT 

When Presented?:  Prior to, or at the same time as, the execution of the recommended 
transaction. 

Does not 
apply 

How Presented?: Financial institution must “clearly and prominently” disclose the items 
described below. 
How Delivered?: 
• ERISA Plans: “single written statement.” 
• IRAs: written contract 
What is Disclosed? 

• States the Best Interest Standard of Care owned by the representative and institution 
• Informs the client of the services to be provided by the institution, its affiliates 
• Describes how the Plan client will pay for the services 
• Describes the Material Conflicts of Interest 
• Discloses any fees or charges the institution, its affiliates or the representative 

imposes upon the Plan or its account 
• States the types of compensation that the institution, affiliates and the representative 

expect to receive from third parties in connection with the investments of the Plan 
• Informs the Plan that it has the right to obtain copies of the institution’s written 

description of its policies and procedures as well as the specific disclosure of costs, 
fees, and compensation as they relate to ‘recommended’ transactions to permit the 
Plan to make an informed judgment about the costs of the transaction and about the 
significance and severity of the Material Conflicts of Interest 

• Describes how the Plan may obtain information free of charge; if the request is post-
transaction, the institution must provide the requested information within 30 days of 
the request, and if requested before the transaction, then provided before. 

• Specifies whether or not the institution offers proprietary products and/or services 
which give rise to third party payments with respect to ‘recommended’ investments. 

• Provides a  link to the institution’s website 
• Notifies the Plan that model contracts are updated as necessary on a quarterly 

basis and maintained on the website. 
• Confirms that the institution’s description of its own policies and procedures are 

available on the website free of charge 
• Provides contact information for a representative of the institution that the Plan can 

contact with any concerns about the advice or services they have received 
• Indicates whether or not the financial institution and/or representative will monitor 

the Plan’s investments and notify the Plan to any recommended changes to those 
investments.  If so, how frequent will such monitoring occur? 

 
 

 
 
 
 
 
 
 
 



 

 

TRANSACTION DISCLOSURE 
BIC GENERAL EXEMPTION BIC 

LIGHT 
When Presented?:  Prior to, or at the same time as, the execution of the recommended 
transaction. 
 

 
Does not 

Apply 
How Presented? : “Clearly and prominently” in a standalone document or a clearly broken 
out section of a contract 
 
How Delivered?: 
• ERISA Plans: “single written statement.” 
• IRAs: written contract. 
 
When Must Be Subsequently Presented?: If a representative subsequently makes a 
recommendation with respect to the same product, a new disclosure is only required if a year 
has passed or if there has been a material change.  Otherwise, presumably for “different” 
products, new disclosure is required at the same time or prior to the execution of the 
recommended transaction. 
What is Disclosed? 
• Best Interest Standard is applicable to the representative and the institution and disclosure 

of Material Conflicts of Interest; 
• The Plan has the right to obtain copies of the institution’s written description of its 

conflict mitigation policies, as well as specific disclosure of costs, fees and other 
compensation including third party payments regarding recommended transactions. 

• A link to the institution’s website, informing the Plan of the information available 
through the Webpage, and notifying the Plan that the information is available free. 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 



 

 

WEBPAGE DISCLOSURE 
BIC GENERAL EXEMPTION 

 
BIC 

LIGHT 
How Presented? : On a public webpage that provides the information below.  May be 
designed to compel a user name and password. 

Does not 
Apply 

When Must Be Updated?  Not less than quarterly. 
What is Disclosed? 

• Discussion of the institution’s business model and the Material Conflicts of Interest 
associated with that business model 

• A schedule of contract fees and service charges; 
• A written description of the institution’s policies and procedures that accurately 

describes or summarizes key components of the policies and procedures relating to 
conflict-mitigation and incentive practices in a manner that permits Plans to make an 
informed judgment about the stringency of the institution’s protections against 
conflicts of interest 

• To the extent applicable, a list of all product manufacturers and other parties with 
whom the institution maintains arrangements that provide third party payments to 
either the representative or the institution; 

• Specific investment products or classes of investments recommended to Plans; 
• Description of the  arrangements, including: 
o a statement on whether and how these arrangements impact representative 

compensation, and; 
o a statement on any benefits the institution provides to the product manufacturers or 

other parties in exchange for the third party payments . 
• Compensation and incentive arrangements with representatives including, if 

applicable,: 
o any incentives (including both cash non-cash compensation or awards) to 

representatives for recommending particular product manufacturers, investments or 
categories of investments to Plans; 

o incentives for representatives to move to the institution from another firm or to stay 
at the financial institution; 

o a full and fair description of any payout or compensation grids, but not including 
information that is specific to any individual representative’s  compensation or 
compensation arrangement. 

 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 



 

 

BIC EXEMPTION:  Restricting Products to Proprietary Only or Third Party Only 
When Presented?:  Prior to, or at the same time as, the execution of the recommended 
transaction. 
What is Disclosed? 
• The institution offers proprietary products or receives third party payments and the Plan is 

informed in writing of the limitations placed on the universe of investments that the 
representative may recommend to the Plan; 

• Prior to, or at the same time as, the execution of the recommended transaction, the Plan is 
fully and fairly informed in writing of any Material Conflicts of Interest that the institution or 
representative have with respect to the recommended transaction, and the representative and 
institution comply with the disclosure requirements; 

• The institution documents in writing (a) its limitations on the universe of recommended 
investments; (b) the Material Conflicts of Interest associated with any contract, agreement, or 
arrangement providing for its receipt of third party payments or associated  with the sale or 
promotion of proprietary products; (c) any services it will provide to the Plan in exchange for 
third party payments, as well as any services or consideration it will furnish to any other party, 
in exchange for the third party payments: (d) that it reasonably concludes that the limitations on 
the universe of recommended investments and Material Conflicts of Interest will not cause the 
representative or institution to receive compensation in excess of reasonable compensation for 
Plans; (e) that it will reasonably determine that these limitations and Material Conflicts of 
Interest will not cause the representative or the institution to recommend imprudent 
investments; and (f) that it will document in writing the bases for its conclusions.; 

• The institution adopts, monitors, implements, and adheres to policies and procedures and 
incentive practices that are reasonably designed to mitigate conflicts; 

• Neither the institution nor (to the best of its knowledge) any affiliate or related entity uses or 
relies upon quotas, appraisals, performance or personnel actions, bonuses, contests, special 
awards, differential compensation or other actions or incentives that are intended or would 
reasonably be expected to cause the representative to make imprudent investment 
recommendations, to subordinate the interests of the Plan to the representative’s own 
interests, or to make recommendations based on the representative’s considerations of factors 
or interests other than the investment objectives, risk tolerance, financial circumstances, and 
needs of the Plan; 

• At the time of the recommendation, the amount of compensation and other consideration 
reasonably anticipated to be paid, directly or indirectly, to the representative, institution, 
affiliates or related parties for their services in connection with the recommended transaction is 
not in excess of reasonable compensation within the meaning of ERISA section 408(b)(2); and 

• The representative’s recommendation reflects the care, skill, prudence, and diligence under the 
circumstances then prevailing that a prudent person acting in a like capacity and familiar with 
such matters would use in the conduct of an enterprise of a like character and with like aims, 
based on the investment objectives, risk tolerance, financial circumstances, and needs of the 
Plan; and the representative’s recommendation is not based on the financial or other interests of 
the representative or on his or her consideration of any factors or interests other than the 
investment objectives, risk tolerance, financial circumstances, and needs of the Plan. 

 
 



 

• Selected Observations. The complexities 
associated with the detailed nature of these 
disclosures are many.  This is true particularly 
with respect to the intricacies of the webpage 
disclosure.  Moreover, there are interesting 
questions as to how and when the transaction 
disclosure may be triggered.  The following is 
a selection of the many relevant 
considerations: 

o “Clear and prominently in a single 
written disclosure.”  “[t]he Department 
means that the Financial Institution may 
provide a document prepared for this 
purpose containing only the required 
information, or include the information in a 
specific section of the contract in which the 
disclosure information is provided, rather 
than requiring the Plan to locate the 
relevant information in several places 
throughout a larger disclosure or series of 
disclosures.” 

o “Is the transaction disclosure 
repetitive of the contract disclosure?  
And if so, why.” “The pre-transaction 
disclosure repeats certain information in the 
contract disclosure to ensure that the Plan 
has received the information sufficiently 
close to the time of the transaction, when 
the information is most relevant.  Such 
disclosure is particularly important when 
the advisory relationship extends over 
time.” 

o Why publicly available webpage 
information?  “ . . . to promote 
comparison shopping and the overall 
transparency of the marketplace for 
retirement investment advice.” 

o What if there is an inadvertent error?  
A market participant “will not fail to satisfy 
[the disclosure requirement], or violate a 
contractual provision based thereon, solely 
because it, acting in good faith and with 
reasonable diligence, makes an error or 
omission in disclosing the required 

information, provided the [institution] 
discloses the correct information as soon as 
practicable, but not later than 30 days after 
the date on which it discovers or reasonably 
should have discovered the error or 
omission.” 

o What updates are required for 
transaction disclosures?  “The disclosure 
is required only at the time an investment is 
made, and does not have to be repeated if 
there is a recommendation to hold or sell 
the investment.” 

o What is an “an investment product” 
that triggers the transaction-based 
disclosure?  The Department notes that: 
“[transaction based] disclosures do not have 
to be repeated for subsequent 
recommendations by the [representations] 
and [institution] of the same investment 
product within one year after the provision 
of the contract disclosure.”  Would an 
institution be required to deliver a new 
transaction disclosure to a client that has 
already been invested in a mutual fund if a 
bank collective fund was being 
recommended?  Would it matter if it were 
the same asset class or strategy?  What if the 
subsequent recommendation was another 
mutual fund?  Of the same asset class?  A 
different asset class?  Would the offering of 
a CD trigger a new transaction disclosure if 
the client had previously purchased and 
held U.S. Treasuries?   

o Transaction disclosures to be provided 
“prior to or at the same time as the 
recommended transaction.”  If such 
disclosure can be provided “prior to the 
recommended transaction,” how long 
before the recommended transaction may it 
do so? 

o “Incentives for representatives to 
move to the institution from another 
firm or to stay at the financial 
institution”  What impacts, if any, does 



 

the competitive market for talent have on 
the BIC Exception?  Considering the 
breadth of the Impartial Conduct Standards 
and accompanying Warranties, what 
impact, if any, under the BIC Exemption 
could flow from a representative’s changing 
of firms, where the individual continues to 
provide fiduciary advice at his new firm 
with respect to one or more Plans from the 
representative’s legacy firm? 

o “In Whole or in Part” -- Limitation of 
Proprietary Products and/or Third 
Party Products. The disclosure (and 
other) requirements of the BIC Exemption 
appear to apply if the product offerings are 
limited to proprietary and/or third party 
products in whole or in part.  It is not clear 
who would then be excluded from this 
formulation. 

o Proprietary and/or Third Party 
Product.  “The notice is insufficient if it 
merely states that the [financial institution] 
or [representative]  “may” limit investment 
recommendations based on whether the 
investments are Proprietary Products or 
generate Third Party Payments, without 
specific disclosure of the extent to which 
recommendations are, in fact, limited on 
that basis.” 

o Copies, Please.  The Plan must be 
informed that it has the right to obtain 
copies of certain information relating to the 
institution’s policies and procedures.  These 
must be provided in a manner “reasonably 
designed to present materially accurate 
disclosure of their scope, magnitude, and 
nature in sufficient detail to permit the 
[Plan] to make an informed judgment about 
the costs of the transaction and about the 
significance and severity of the Material 
Conflicts of Interest.”   

o Accessible Contracts.  The Department 
requires that each Institution make available 
“an electronic copy of the [Plan’s] contract 

on its website that is accessible by the 
Plan.”  Institutions  that do not have the 
information technology or bandwidth to 
accommodate client-segregated access to 
such contracts will likely need to start 
thinking about build-outs quickly. 

D. No BIC “Approved” List 

The Rule also deletes the Proposal’s “BIC 
Asset” list – which limited the “assets” that an 
eligible Plan could purchase or hold under the BIC 
Exemption.  This list was castigated as too narrow 
and was eliminated.10  Still, “principal 
transactions,” which are covered under the 
Principal Transaction Exemption, are not covered 
– although so-called riskless principal transactions 
may be covered, as discussed below.  In addition, 
Robo-Advisors are not covered – unless pursuant 
to the BIC Light Exemption, discussed below. 

• Still Impediments for Some 
Manufacturers?  Although the removal of 
the “Approved List” may open up the 
possibility for continued access to non-
institutional Plan purchasers, product 
manufacturers should note that the other 
conditions associated with the BIC 
Exemption, and especially to the extent of any 
reliance on the “BIC Light” Exemption, may 
pose other commercial limitations. 

• “Special Care” Required for Complex 
or Risky Portfolios.  Product manufacturers 
and broker-dealers should consider that the 
Department “expects that [representatives] 
and [broker-dealers or other intermediaries] 

                                                
10 The “list” included bank deposits, CDs, U.S. 

registered mutual fund shares, interests in bank 
collective funds or insurance company separate 
accounts, ETFs (including REITs), registered 
corporate debt, certain U.S. agency debt securities 
(e.g., Fannie, Freddie), U.S. Treasuries, insurance and 
annuity contracts (including GICs) and U.S. 
exchange traded equity securities. 



 

providing advice will exercise special care 
when assets are hard to value, illiquid, 
complex, or particularly risky.” Further, the 
Department indicated that a financial 
institution “must give special attention” in its 
oversight of the policies and procedures 
“surrounding such investments.” 

• If No Mechanism for Monitoring, Is It 
Imprudent to Offer?  The Department also 
noted that “when determining the extent of 
the monitoring to be provided,  . .  . 
[institutions]  should carefully consider whether 
certain investments can be prudently 
recommended to the individual [Plan], in the 
first place, without a mechanism in place for 
the ongoing monitoring of the investment.” 

• DOL Will Be Watching.  The Department 
apparently will be looking at how such 
products find their way into Plan accounts 
during its investigations: “Moreover, the 
Department intends to pay special attention to 
recommendations involving such products 
after the Applicability Date to ensure 
adherence to the Impartial Conduct Standards 
and verify that the exemption is sufficiently 
protective.” 

E. Impartial Conduct Standards 

Requirements 

• Best Interest Advice.  Provide advice at the 
time of the recommendation, in the Best Interest 
of the Plan. 

o Standard.  This requires acting with the 
care, skill, prudence, and diligence under 
the circumstances then prevailing that a 
prudent person acting in a like capacity and 
familiar with such matters would use in the 
conduct of an enterprise of a like character 
and with like aims, based on the investment 
objectives, risk tolerance, financial 
circumstances, and needs of the Plan, 
without regard to the financial or other 

interests of the representative, financial 
institution, affiliate or any other party. 

o Best Interest means “when the 
[representative and institution] providing 
the advice act with the care, skill, prudence, 
and diligence under the circumstances then 
prevailing that a prudent person acting in a 
like capacity and familiar with such matters 
would use in the conduct of an enterprise 
of a like character and with like aims, based 
on the investment objectives, risk tolerance, 
financial circumstances, and needs of the 
[Plan], without regard to the financial or 
other interests of [the representative, 
institution, related entity, or other party.]” 

• No More Than Reasonable 
Compensation.  The “recommendation” 
must  not cause the representative, financial 
institution, affiliates or other related entities to 
receive, directly or indirectly, compensation 
for their services that is in excess of reasonable 
compensation within the meaning of ERISA 
section 408(b)(2) and Code section 
4975(d)(2). 

• No Misleading Statements.  Statements 
about the recommended transaction, fees and 
compensation, Material Conflicts of Interest, 
and any other matters relevant to a 
Retirement Investor’s investment decisions, 
must not be materially misleading at the time 
they are made. 

o “Material Conflict” exists when a 
representative or institution has a financial 
interest that a reasonable person would 
conclude could affect the exercise of its best 
judgment as a fiduciary in rendering advice 
to a Plan. 

Observations 

• Overview of Changes from Proposal.  
Portions of the standard were modified to 
conform with ERISA’s existing definition of 
“prudent expert” under Section 404 of 
ERISA, rather than the “variation on the 



 

theme” under the Proposed BIC Exemption.  
In addition, adjustments were made to the 
“reasonable compensation” formula and a 
“reasonable person” standard was inserted in 
the “material conflict” disclosure provision. 

• When Determined.  The final Rule 
dispenses with what amounted to an ongoing 
representation over the life of the transaction 
or asset held by the Plan.  The final Rule 
makes clear that such determinations are made 
at the time of the “recommendation.”  “The 
standard does not measure compliance by 
reference to how investments subsequently 
performed or turn representatives or 
institutions into guarantors of investment 
performance, even though they gave advice 
that was prudent and loyal at the time of 
transaction.” 

• But . . . Certain Ongoing Monitoring 
Requirement May Arise.  Does the “Best 
Interest standard or other provisions of the 
exemption impose an ongoing monitoring 
obligation”?  The requirement does not 
“mandate an ongoing or long-term relationship, but 
instead [that decision is] left to the “parties.”  
The final Rule calls for the institution to 
“clearly state the nature of the relationship and 
whether there is any duty to monitor on the part 
of [the representative or institution].”  How 
this is defined and operationalized will have 
direct bearing on the “when determined” 
considerations described immediately above. 

• Not Necessarily Single Best Investment 
Required.  “The Best Interest standard, as set 
forth in the exemption, is intended to 
effectively incorporate the objective standards of care 
and undivided loyalty that have been applied under 
ERISA for more than forty years.”  It “does 
not impose an unattainable obligation on 
representatives or institutions to somehow 
identify the single “best” investment for the [Plan] 
out of all the investments in the national or 
international marketplace, assuming such 
advice were even possible.” 

• Limitations Based on Proprietary or 
Third Party Products. “The Department 
standard is not intended to outlaw 
[institutions’] provision of advice from 
investment menus that are restricted on the 
basis of [proprietary products and third party 
transactions]; accordingly, in Section IV [of 
the BIC Exemption], the Department 
specifically operationalizes how such 
[institutions] can comply with the standard in 
those circumstances.” 

• Reasonable Compensation for Bundled 
and Insurance Products.  “In the case of a 
charge for an annuity or insurance contract 
that covers both the provision of services and 
the purchase of the guarantees and financial 
benefits provided under the contract, it is 
appropriate to consider the value of the 
guarantees and benefits in assessing the 
reasonableness of the arrangement, as well as 
the value of the services.” 

• “Without Regard To . . . .”  “[The 
Department] additionally confirms its intent 
that the phrase “without regard to” be given 
the same meaning as the language in ERISA 
section 404 that requires a fiduciary to act 
“solely in the interest of” participants and 
beneficiaries, as such standard has been 
interpreted by the Department and the courts. 
Therefore, the standard would not, as some 
commenters suggested, foreclose the 
[representative and institution] from being 
paid.” 

• “ . . .[C]ould affect the exercise of its 
best judgment as a fiduciary in rendering 
advice to a Plan.”  A very broad standard.  See 
29 CFR 2550.408b-2(e).11 

                                                
11 29 CFR 2550.408b-2(e) Transactions with 

fiduciaries— 
(1) In general. If the furnishing of office space or a 
service involves an act described in section 406(b) of the 
Act (relating to acts involving conflicts of interest by 
fiduciaries), such an act constitutes a separate transaction 



 

• Change to the Material Conflict 
Standard.  The Proposal’s definition did not 
include the qualifier of a “reasonable person 
would conclude.” 

• Compensation:  Insurance Spreads.  
Compensation includes charges against the 
investment, such as commissions, sales loads, 
sales charges, redemption fees, surrender 
charges, exchange fees, account fees and 
purchase fees, as well as compensation 
included in operating expenses and other 
ongoing charges, such as wrap fees, mortality, 
and expense fees.  For purposes of this 
exemption, the “spread” is not treated as 
compensation.” 

                                                                          
which is not exempt under section 408(b)(2) of the Act. 
The prohibitions of section 406(b) supplement the other 
prohibitions of section 406(a) of the Act by imposing on 
parties in interest who are fiduciaries a duty of 
undivided loyalty to the plans for which they act. These 
prohibitions are imposed upon fiduciaries to deter them 
from exercising the authority, control, or responsibility 
which makes such persons fiduciaries when they have 
interests which may conflict with the interests of the 
plans for which they act. In such cases, the fiduciaries 
have interests in the transactions which may affect the 
exercise of their best judgment as fiduciaries. Thus, a 
fiduciary may not use the authority, control, or 
responsibility which makes such person a fiduciary to 
cause a plan to pay an additional fee to such fiduciary (or 
to a person in which such fiduciary has an interest 
which may affect the exercise of such fiduciary's best 
judgment as a fiduciary) to provide a service. Nor may a 
fiduciary use such authority, control, or responsibility to 
cause a plan to enter into a transaction involving plan 
assets whereby such fiduciary (or a person in which such 
fiduciary has an interest which may affect the exercise of 
such fiduciary's best judgment as a fiduciary) will receive 
consideration from a third party in connection with 
such transaction. A person in which a fiduciary has an 
interest which may affect the exercise of such fiduciary's 
best judgment as a fiduciary includes, for example, a 
person who is a party in interest by reason of a 
relationship to such fiduciary described in section 
3(14)(E), (F), (G), (H), or (I). 

Selected Commercial Impacts 

• Enforceable Rights and Chilling Effects? 

o DOL Assertion.  “The existence of 
enforceable rights and remedies gives 
[institutions and representatives] a powerful 
incentive to comply with the exemptions 
standards, implement policies and 
procedures that are more than window-
dressing and carefully police conflicts of 
interest to ensure that the conflicts do not 
taint the advice.” 

o QUERY:  Could this have a chilling effect 
on offering higher fee or less liquid 
products? 

• Material Conflicts of Interest and 
Litigation Exposure? 

o DOL Assertion.  “In the final exemption, 
the Material Conflict of Interest exists when 
a [representative or institution] has a 
financial interest that a reasonable person 
would conclude could affect the exercise of 
its best judgment as a fiduciary.” 

o QUERY:  Is ambiguity of standards an 
invitation to litigation challenges? 

• Sales Through Non BIC Exemption 
Intermediaries 

o DOL Assertions:  “. . .  if the product 
manufacturer is the only entity that satisfies 
the ‘‘Financial Institution’’ definition with 
respect to a particular transaction, the 
product manufacturer must acknowledge 
fiduciary status and exercise the required 
supervisory authority with respect to the 
exemption.” 

o QUERY:  How could unrelated 
institutions selling a product through an 
entity that is not itself an approved 
“Financial Institution” for purposes of the 
BIC Exemption confirm that the Best 
Interest and related tests are met? 



 

o QUERY:  In a situation of the type 
described immediately above, would this 
have any disproportionate impact on any 
particular industries?  Consider so-called 
insurance marketing organizations or 
independent marketing organization 
(“IMOs”). 

• Evaluation of Reasonable 
Compensation? 

o DOL Assertion.  “When assessing the 
reasonableness of a charge, one generally 
needs to consider the value of all the 
services and benefits provided for the 
charge, not just some. If parties need 
additional guidance in this respect, they 
should refer to the Department’s 
interpretations under ERISA section 
408(b)(2) and Code section 4975(d)(2) and 
the Department will provide additional 
guidance if necessary.” 

o QUERY:  How would this work 
realistically in the context of variable and 
other insurance products that are covered 
under the BIC Exemption?  In the absence 
of more direct authority, would it be 
appropriate for market participants to look 
at some of the factors the Department has 
indicated are important for purposes of 
determining whether a given annuity 
contract purchased in connection with the 
termination of a defined benefit plan is the 
“safest available?”12 

                                                
12 These factors have included: 
(1) The quality and diversification of the annuity 

provider's investment portfolio; 
(2) The size of the insurer relative to the proposed 

contract; 
(3) The level of the insurer's capital and surplus; 
(4) The lines of business of the annuity provider and 

other indications of an insurer's exposure to liability; 
(5) The structure of the annuity contract and guarantees 

supporting the annuities, such as the use of separate 
accounts; 

• Antitrust and Related Issues? 

o DOL Assertion.  “Further, the 
Department disagrees that the requirement 
is inconsistent with antitrust laws. Nothing 
in the exemption contemplates or requires 
that [representatives] or [institutions] agree 
upon a price with their competitors.” 

“The focus of the reasonable 
compensation condition is on preventing 
overcharges to [Plans], not promoting 
anti-competitive practices. Indeed, if 
[representatives] and [institutions] 
consulted with competitors to set prices, 
the agreed-upon prices could well violate 
the condition.” 

o QUERY:  Should the Department’s 
assertions give market participants comfort 
for purposes of antitrust considerations?  Do 
they potentially leave some market 
participants between the proverbial antitrust 
rock and the BIC Best Interest hard place? 

F. Warranties 

Requirements 

• Policies and Procedures Reasonably and 
Prudently Designed.  The institution has 
adopted, and will comply with, written 
policies and procedures that are reasonably 
“and prudently” designed to ensure that its 
representatives adhere to the Impartial 
Conduct Standards. 

• Incentives and Compensation.  The 
institution adopts policies and procedures that 
require that neither the institution nor (to the 

                                                                          
(6) The availability of additional protection through 

state guaranty associations and the extent of their 
guarantees. Unless they possess the necessary 
expertise to evaluate such factors, fiduciaries would 
need to obtain the advice of a qualified, independent 
expert. A fiduciary may conclude, after conducting 
an appropriate search, that more than one annuity 
provider is able to offer the safest annuity available.  
I.B. 95-1, as amended. 



 

best of its knowledge) any affiliate or related 
entity (as those terms are defined in the BIC) 
use or rely upon quotas, appraisals, 
performance or personnel actions, bonuses, 
contests, special awards, differential 
compensation or other actions or incentives that 
are intended or would reasonably be expected to 
cause representatives to make 
recommendations that are not in the Best 
Interest of the Plan. 

• Prudently Designed to Prevent. In 
formulating its policies and procedures, the 
institution has specifically identified and 
documented its Material Conflicts of Interest; 
adopted measures reasonably and prudently 
designed to prevent Material Conflicts of 
Interest from causing violations of the 
Impartial Conduct Standards and designated a 
person or persons, identified by name, title or 
function, responsible for addressing Material 
Conflicts of Interest and monitoring their 
Advisers’ adherence to the Impartial Conduct 
Standards. 

Observations 

• Policies and Procedures are “Critical.”  
The Department notes that “[s]trong policies 
and procedures reduce the temptation 
(conscious or unconscious) to violate the Best 
Interest standard in the first place by ensuring 
that the [representatives’] incentives are 
appropriately aligned with the interests of the 
customers they serve, and by ensuring 
appropriate monitoring and supervision of 
individual [representatives’] conduct,” which 
is “equally critical” to the Best Interest 
Standard itself.  Developing and implementing 
these policies and procedures will be a 
significant challenge. 

• “Will” Comply.  The institution must not 
only “formulate” policies and procedures, it 
must “in fact comply with” those policies and 
procedures.  

• Alignment of Compensation.  The final 
Rule slightly changes this formulation from 
the Proposal by changing “use” to “use or 
rely upon”, and deleting a broader “to the 
extent they would tend to encourage” with a 
marginally more flexible “that are intended or 
would reasonably be expected to cause” 
standard. 

• Compensation Viewed as a Whole.  The 
Department also indicated that compensation 
would not be precluded  (whether in type or 
amount, and including, but not limited to, 
commissions) based on investment decisions 
by Plans, participant or beneficiary accounts, 
or IRAs, provided that such policies and 
procedures and incentive practices, when 
viewed as a whole, are reasonably and 
prudently designed to avoid a misalignment of 
the interests of [representatives] with the 
interests of the [Plans] they serve as fiduciaries. 

• “Neutral Factors.” Compensation practices 
may include differential compensation based 
on “neutral factors” that are a function of 
differences in the services performed to the 
Plan with respect to different types of 
investments or products.  The Department 
notes that “neutral factors” could be tied to 
“the differences in the services delivered to the 
investor with respect to the different types of 
investments, as opposed to the differences in the 
amounts of [compensation or tied to the 
institution’s financial interests].” 

• Deferred Compensation.  Depending on 
changes to a given institution’s compensation 
and benefits practices, it is possible that it will 
need to consider not only the challenges of 
appropriately designing pay practices for 
purposes of the Rule, but also will need to 
consider other provisions, including the tax 
law provisions relating to deferred 
compensation under Sections 409A and 457A 
of the Code.  Those provisions are extremely 
broad and impose significant penalties for 
noncompliance. 



 

Selected Commercial Impacts 

• DOL Assertion.  The Department provides 
several examples of compensation models that 
could meet the warranty requirements, 
including, (1) “independent certified 
computer models,” (2) “asset based 
compensation, (3) “fee offsets,” and (4) 
“commission and stringent supervisory 
structure.” 

The Department notes that under the 
[commission and stringent supervisory 
structure] model, the financial institution 
should establish “supervisory mechanisms 
to protect against conflicts of interest 
created by the transaction-based model 
and take special care to ensure that any 
differentials that are retained are based on 
neutral factors, such as the time or 
complexity of the work involved, and 
that the differentials do not incentivize 
[representatives] to violate the Impartial 
Conduct Standards or operate to transmit 
firm-level conflicts of interest to the 
[representative] (e.g., by increasing 
compensation based on how much 
revenue or profits the investment 
products generate for the [financial 
institution]).” 

“[The financial institution must] not 
provide an incentive for the 
[representative] to recommend one 
mutual fund over another, or to 
recommend one category of investments 
over another, based on the greater 
compensation the [financial institution] 
would receive. But it might, for example, 
draw a distinction between variable 
annuities and mutual funds based on the 
additional time it has determined is 
necessary for client communications and 
oversight with respect to these 
annuities.” 

Under the “commission and stringent 
supervisory structure” model, the Department 
provides examples of a “prudent supervisory 
structure:” 

• Establish “a comprehensive system to monitor 
and supervise recommendations.” 

• Implement systems to evaluate whether 
[representatives] recommend imprudent 
reliance on investment products sold by or 
through the [financial institution]. 

• “The use of metrics for behavior (e.g., red 
flags), comparing a [representative’s] behavior 
against those metrics, and basing 
compensation in part on them. These metrics 
include measures aimed at preventing conflicts 
from transaction-based fees from biasing advice 
(e.g., churning measures).” 

• Penalizing representatives based on, for 
instance, number of complaints, and making 
good clawbacks in respect of deferred 
compensation. 

• “Appointment of a committee to assess the 
risks and conflicts associated with new 
investment products, determine the prudence 
of the products for retirement investors, and 
assess the adequacy of the [institution’s] 
procedures to police any associated conflicts of 
interest.” 

• “Ensuring that no [representative] nor any 
supervisor (including the branch manager) 
participates in any revenue sharing from a 
‘‘preferred provider,’’ earns more for the sale 
of a product issued by a ‘‘preferred provider,’’ 
or earns more for the sale of a Proprietary 
Product over other comparable products, and 
ensuring that the [representative] discloses to 
customers the payments that the [institution] 
and its affiliates have received from a preferred 
provider or for a Proprietary Product.” 

• The institution “[p]eriodically reviews, and 
revises as necessary, the policies and 



 

procedures to ensure that they are 
appropriately safeguarding proper fiduciary 
conduct, and that the factors used to justify any 
compensation differentials (e.g., time) remain 
appropriate, that they reflect neutral factors 
tied to differences in the services delivered to 
the investor.” 

o QUERY:  It would appear that the 
“commission and stringent supervisory 
structure” example is the only one of the 
paradigms provided by the Department that 
approximates a traditional transaction-based 
compensation model.  Will institutions find 
these policies, procedures and other 
arrangements too “stringent”? 

o QUERY:  How burdensome will it be for 
institutions to “ensure” that the results 
described in the examples do not occur? 

o QUERY:  “[The financial institution must] 
not provide an incentive for the 
[representative] to recommend one mutual 
fund over another, or to recommend one 
category of investments over another.”   
What is a “category of investments” for this 
purpose? 

• DOL Assertion.  “While differential 
payments are permitted, the differentials must 
reflect neutral factors, not the higher 
compensation that the [institution] stands to 
gain by recommending one investment rather 
than another.” 

o QUERY:  What competitive effects might 
this have for manufacturers as well as 
distributors and intermediaries? 

• DOL Assertion.  “Examples of components 
of a prudent supervisory structure include: 
Ensuring that no [representative] nor any 
supervisor participates in any revenue sharing 
from a “preferred provider,” earns more for the 
sale of a product of a “preferred provider” . . . 
and ensuring that the [representative] discloses 
to customers the payments the financial 
institution  and its affiliates received from a 

preferred provider [or for a proprietary 
product].” 

o QUERY: What will be the commercial 
impacts on pricing and distribution 
economics? 

G. Ineligible Provisions 

The BIC Exemption retains the Proposal’s 
prohibition on preventing clients from 
participating in class actions and also precludes a 
representative or institution from disclaiming 
liability arising out of breaches of a contract’s 
terms.  The exemption also precludes arbitration 
and mediation provisions “in venues that are 
distant or that otherwise unreasonably limit the 
ability of the [Plan] to assert the claims 
safeguarded.”     

H. Timeline and Grandfathering 

Implementation of the BIC Exemption is 
staggered.  Existing arrangements may be 
transitioned to a new contract (if IRAs) or other 
documentation by January 1, 2018.  Negative 
consent may be permitted for this purpose so long 
as the investor has 30 days to terminate the 
contract.  However, market participants would be 
well-advised to consider that the Department has 
indicated that the negative consent option would 
not be compliant if the amendments “impose any 
new contractual obligations, restrictions, or 
liabilities on the [Plan].”  Institutions should likely 
not use the negative consent opportunistically for 
other contractual amendments or deemed 
amendments – including other aspects of the BIC 
Exemption (such as any waiver of punitive 
damages) and/or pricing changes.  Finally, many 
institutions will nonetheless need to consider 
whether the additional disclosures may be required 
as a result of limiting products to proprietary 



 

products or third party products in whole or in 
part, and when those disclosures technically may be 
required.  See Part VII, below. 

The exemption contains a grandfathering 
provision that allows an institution to continue to 
receive compensation from previously acquired 
assets if attributable to “advice” provided as to the 
purchase, holding, sale, or exchange of securities or 
other property (i) acquired before the applicability 
date of the revision to the Rule, or (ii) acquired 
pursuant to a purchase program established before 
such date. 

The relief is conditioned on the initial 
transaction not giving rise to a non-exempt 
prohibited transaction and that the compensation is 
not being received in connection with the Plan’s, 
participant or beneficiary account’s or IRA’s 
investment of additional amounts in the previously 
acquired investment vehicle.  An exception applies 
to “recommendations” to exchange investments 
within a mutual fund family or variable annuity 
contract pursuant to an exchange privilege or 
rebalancing program that was established before (i) 
the applicability date of the revision to the Rule, or 
(ii) pursuant to a purchase program established 
before such date.  In addition to record retention 
requirements, with respect to any 
‘recommendations’ regarding the grandfathered 
positions after the applicability date, the institution 
must abide by ERISA’s prudence standards. 

It is unclear how the grandfather would apply 
to, say, investments in private funds with unfunded 
or uncalled commitments. A reasonable 
interpretation could be that “investment of 
additional amounts” should be read as referring to 
new commitments. 

I. Other 

• Compliance with Applicable Law.  The 
Department removed the provision that called 
for compliance with “all applicable law” that 
would have made many inadvertent 
regulatory foot-faults into potentially ERISA-
lethal outcomes. 

• Punitive Damages. A provision to waive 
punitive damages has also been included.  
Although Plan clients may limit certain 
punitive remedies, those institutions planning 
to effect the BIC Exemption through negative 
consent should likely consider doing so 
through a separate communication.  See H, 
above. 

• Notice to Department.  Financial 
institutions that wish to rely on the exemption 
must notify the Department prior to their first 
reliance on the exemption.  The notice must 
be provided by email to e-BICE@DOL.gov.  
This is a one-time filing. 

• Fiduciary Status.  The relying institution 
must affirmatively agree that it is a fiduciary 
under ERISA, the Code or both, as 
applicable. 

• Bank Networking Arrangements.  There 
is also special relief for certain bank 
networking arrangements pursuant to which 
referrals of certain retail non-deposit 
investment products are given. 

• Riskless Principal Transactions and 
Purchases of Investment Products.  Part 
VI of the BIC Exemption provides 
“supplemental” relief to that afforded under 
the other provisions of the BIC Exemption.  
The preamble suggests that the likely intent of 
Section VI of the BIC Exemption was to 
cover insurance-based annuity products, but 
the literal language is broader and the 
preamble refers to “investments purchased or 
sold in Riskless Principal Transactions.”   A 
“Riskless Principal Transaction” includes a 



 

“transaction in which an [institution], after 
having received an order from a [Plan] to buy 
or sell an investment product, purchases or 
sells the same investment product for the 
[Plan’s] own account to offset the 
contemporaneous transaction with the  
[Plan].” 

• Recordkeeping.  Institutions must maintain 
records for six years demonstrating that the 
conditions of the exemption have been met.  
The same will also be true for those 
transactions for which institutions rely on any 
transition relief. 

VII. BIC Exemption: Limitation on 
Proprietary Product Only or 
Non-Proprietary Product Only 

A. Overview 

• Purpose.  The Department intended to 
address a widespread concern under the BIC 
Exemption as to how one could comply with 
many of the exemption’s “best interest” and 
conflict conditions and still offer proprietary 
products.  The final BIC Exemption provides 
a separate section for a program or platform 
that restricts in whole or in part “proprietary 
products” or to investments that generate 
third party payments, including “sales charges 
when not paid directly by the [Plan]; gross 
dealer concessions; revenue sharing payments; 
12b-1 fees; distribution, solicitation or referral 
fees; fees for seminars and educational 
programs; and any other compensation, 
consideration or financial benefit provided to 
the [institution], any affiliate or related entity 
by a third party as a result of a transaction 
involving a [Plan].”  It is not certain under 
this formulation how a market participant 
relying on the BIC Exemption could fall 
outside of this requirement. 

• Additional Requirements.  Institutions 
choosing this approach will have to document 
the limitations they place on their 

representatives’ investment recommendations 
(or offerings), the Material Conflicts of 
Interest (as defined under the BIC 
Exemption) associated with proprietary or 
third party arrangements, and the services that 
will be provided both to Plans as well as third 
parties in exchange for payments.  They must 
also reasonably conclude that the limitations 
will not cause the institution or the 
representative to receive compensation in 
excess of reasonable compensation, or cause 
conflicts, and that the limitations on the 
product availability are not so severe so as to 
impede the representative’s ability to satisfy 
the best interest standard. 

• Must State Parameters.  Finally, the 
institution, representative and client have to 
agree up front to the limitations they set.  At 
the end of the day, we would expect that 
many institutions will have challenges in 
considering the application and interpretation 
of this new guidance. 

NOTE:  The transition period requires 
compliance with the Best Interest Standard by 
April 10, 2017.  There is the possibility that 
these additional disclosures and requirements 
will need to be satisfied by that time. 

B. Commercial Implications 

• DOL Assertion: “Examples of components 
of a supervisory structure include  . . . 
ensuring that no [representative] nor any 
supervisor  . . . earns more for the sale of 
Proprietary Product over other comparable 
products, and ensuring that the [representative] 
discloses to customers the payments that the 
[institution] and its affiliates have received from 
a preferred provider or a Proprietary Product.” 

o QUERY: Will this tend to expand or 
contract the universe of products offered to 
Plans? 

• DOL Assertion: “Examples of components 
of a supervisory structure include  . . . [having 
a] system to monitor and supervise 



 

[representative] recommendations, [and] 
evaluate the quality of the advice individual 
customers receive,  . . . [with] particular 
attention to any assumptions or conclusions 
about how much money a prudent investor 
would invest in particular classes of products or 
products with certain features.” 

o QUERY:  Will institutions focus on fund 
or fund family (or other sponsor or 
product) concentration? 

• DOL Assertion:  “The Department has 
revised [the section on restricting universe of 
products and services sold] to clarify how [an 
institution] that limits its products in this way, 
in whole or in part, can be deemed to satisfy 
the Best Interest standard, in light of concerns 
that the Financial Institutions and their 
Advisers would otherwise be held to violate 
the Best Interest standard’s requirement that 
recommendations be made “without regard to 
the financial or other interests of the 
[representative, institution], affiliate, related 
party or other party.” 

o QUERY:   What importance should be 
read into the “in whole or in part” portion 
of this section of the exemption for this 
purpose? 

VIII. Principal Transaction 
Exemption 

A. Overview: New and Improved 

There are important changes to the Principal 
Transaction Exemption that may open some 
avenues in selected cases for principal transactions 
for cash in securities, and for principal transaction 
sales by Plans in other property, as well as those in 
certain Riskless Principal Transactions (as defined 
above).  In particular: 

• Many of the onerous (if not unworkable) 
disclosure and contemporaneous bid 
requirements of the Proposal’s Principal 
Transaction Exemption have been eliminated. 

• The range of transactions and fixed income 
securities covered under the exemption has 
been broadened from that of the Proposal. 

• The revised exemption provides a mechanism 
for sales of “property” by Plans to financial 
institutions on a principal transaction basis. 

B. Details 

• Sales by Plans on Principal Transaction 
Basis.  The Principal Transaction Exemption 
provides a valuable mechanism for Plan clients 
to sell securities “and other property” to the 
financial institution (i.e., where there is no 
other ready market).  This is important 
especially as non-institutional Plan accounts 
transition to a “fiduciary” services relationship 
under the Rule where ERISA would 
otherwise prohibit principal transactions with 
the institution now deemed to be a fiduciary.  
In many cases, concerns were raised that 
significantly depreciated assets would be hard 
to sell – even during any transition period – 
and would be orphaned with significant 
limitations on liquidity.  In that case, even if it 
wanted, a fiduciary could not buy the 
instrument from a fiduciary client. 

• Relaxation of Conditions:  Mark-Ups 
and Other Disclosure.  The exemption has 
taken away a number of many of the most 
burdensome reporting and disclosure 
requirements (i.e., no disclosure of mark-ups) 
that were highly controversial.  It has also 
followed the BIC Exemption’s more flexible 
approach on point-of-sale contracts, especially 
for ERISA Plans. 

• Relaxation of Two Independent Bid 
Requirement.  The revised Principal 
Transaction Exemption has removed the 
requirement that the price of the covered 
security be at least as favorable to the Plan as 
the contemporaneous price offered by two 
ready and willing counterparties that are not 
affiliates of the institution. This was regarded 
as a near-impossible standard to satisfy.  



 

Instead, the institution must provide 
investment advice that is, at the time of the 
recommendation, in the “best interest” of the 
Plan; it must seek to obtain “best execution,” 
which may include compliance with FINRA 
rules 2121 and 5310, if the institution is a 
FINRA member; and it must provide 
statements regarding the covered securities, 
fees, material conflicts of interest, principal 
transactions, and other matters that are not 
materially misleading at the time they are 
made. 

• Covered Instruments Still Small.  The 
universe of fixed income instruments that may 
be purchased by Plans covered by the 
exemption will be small.  The exemption 
would only cover CDs, U.S. dollar 
denominated corporate instruments issued 
under a 1933 Act Registration Statement, 
U.S. agency debt securities, U.S. agency 
backed securities, and U.S. Treasuries as well 
as UITs.  Nevertheless, because the definition 
of “Covered Debt Securities” refers back to 
Rule 10(b)-10(d)(4) of the Securities 
Exchange Act of 1934, it is possible that some 
institutions’ registered structured notes could 
be covered if sold through intermediaries.  
The exemption would not, however, cover 
issues by the fiduciary institution or any 
affiliate. Nor may a fiduciary institution 
recommend the purchase of a fixed income 
obligation in an underwriting or underwriting 
syndicate in which the financial institution is 
an underwriter or a member. 

• Consent and Recordkeeping.  Institutions 
relying on the exemption must obtain the 
Plan’s consent to participate in principal 
transactions and riskless principal transactions, 
and the institution is subject to certain 
recordkeeping requirements. 

• Follows BIC in Requiring (with some 
adjustments): 

o Impartial Conduct Standards 

o Warranties 

o Disclosures 

o Prohibitions on exculpatory provisions 

C. Other Considerations 

• Foreign Currency.  Foreign currency 
exchange would not appear to be covered 
under the Principal Transaction Exemption.  
If so, this may lead to the odd result that even 
though foreign currency conversions are not 
ineligible assets under the BIC Exemption, 
the BIC Exemption generally only applies to 
agency transactions, and foreign currency 
transactions are typically effected on a 
principal basis.  Institutions may thus find 
themselves converting Canadian dollar 
denominated portfolio investments “away” – 
a result that likely seems unnecessarily costly 
and inefficient to Plans. 

• Warranties on Risk and Liquidity.  The 
financial institution must include in its 
warranties to the Plan that its policies and 
procedures on principal transactions address 
how liquidity and credit related risk 
assessments are made. 

• “Sufficiently Liquid” and “Moderate” 
Credit Risk.  The exemption also lightens 
the Proposal’s burden on determinations 
concerning whether or not the obligation 
“possesses no greater than a moderate credit 
risk”; and “[i]s sufficiently liquid so that it 
could be sold at or near its fair market value 
within a reasonably short period of time.”  
The exemption makes it clear that those 
determinations are made at the time of 
purchase – and not throughout the life of the 
holding of the security.  The preamble also 
indicates that the debt security should be of at 
least “average” credit worthiness. 

o NOTE:  This formulation is similar to that 
used in Rule 6a-5 of the Investment 
Company Act of 1940.  (“Moderate credit 
risk means the security is considered to 



 

have current low expectations of default 
risk and the issuer has an adequate capacity 
for payment of principal and interest.”)13 

• Structured Notes.  Those that offer a third 
party bank’s structured or related note 
products may not be able to rely on this 
exemption unless the notes are offered 
pursuant to a registered offering and unless 
such institutions separately conclude that all 
the other conditions of the exemption are 
met.  Further thought would need to be given 
to whether such notes could be offered by 
financial institutions on an agency basis under 
the BIC Exemption, on a riskless principal or 
other basis, or if otherwise commercially 
feasible. 

• Fee Leveling.  The language with respect to 
fee leveling in the Principal Transaction 
Exemption differs from that of the BIC 
Exemption.  First, it appears that any fee 
leveling would be required at the 
representative (client-facing) level, and not 
necessarily at those working at an institution’s 
own trading desk.  The Department noted that 
“[n]otwithstanding the foregoing, the 
requirement does not prevent the [institution 
or affiliates] from providing [representatives] 
with differential compensation (whether in 
type or amount, and including, but not 
limited to, commissions) based on investment 
decisions by [Plans] to the extent that the 
policies and procedures and incentive 
practices, when viewed as a whole, are 
reasonably and prudently designed to avoid a 
misalignment of the interests of 
[representatives] with the interests of the 
[Plan] they serve as fiduciaries.”  The ultimate 
commercial implementation of fee leveling or 
lack thereof across a given institution’s fixed 
income groups have yet to be seen. 

                                                
13 https://www.sec.gov/info/smallbus/secg/rule6a5-

small-entity-compliance-guide.htm. 

• Annual Disclosures and Other 
Disclosures.  An annual report must be sent 
to a Plan client by a financial institution 
relying on the Principal Transaction 
Exemption, identifying each principal and 
riskless principal transaction executed in the 
Plan’s account, including pricing and dates of 
transactions, and a notice that the Plan may 
revoke its consent at will for principal 
transactions. 

IX. PTCE 84-24 and Annuities 

A. Covers Fixed Annuities Only 

The DOL did not agree with commentators that 
variable annuities should continue to be covered 
under PTCE 84-24.  Instead, such annuity 
products will likely be covered under the BIC 
Exemption.  Only sales of “Fixed Rate Annuity 
Contracts” will now be covered under PTCE 84-
24.  

A Fixed Rate Annuity Contract for this purpose 
is an immediate or deferred annuity providing 
benefits that do not vary based on the investment 
experience of a separate account maintained by the 
insurer, and that either (1) satisfies applicable state 
nonforfeiture laws at the time of issue, or (2) in the 
case of a group fixed annuity, guarantees the return 
of principal net of reasonable compensation and 
provides a guaranteed declared minimum interest 
rate in accordance with the applicable state 
nonforfeiture laws for individual deferred annuities; 
in either case, the benefits of which do not vary, in 
part or in whole, based on the investment 
experience of a separate account or accounts 
maintained by the insurer or the investment 
experience of an index or investment model.  
There is some ambiguity concerning this definition 
as it may relate to certain insurance contracts, 
including group variable universal life (“GUVL”), 



 

group universal life (“GUL”),  and certain other 
welfare arrangements. 

PTCE 84-24, as amended, will now only apply 
to: 

• The receipt of “Insurance Commissions” in 
connection with the purchase of a Fixed Rate 
Annuity Contract with assets of a Plan or 
IRA; 

• The receipt of “Mutual Fund Commissions” 
(newly defined) in connection with the 
purchase of mutual fund shares with assets of a 
Plan; 

• The effecting of a transaction for the purchase 
of Fixed Rate Annuity Contracts or other 
insurance contracts with assets of a Plan, or of 
mutual fund shares with assets of a plan (e.g., 
the provision of services in connection with 
these purchases); and 

• The purchase from an insurer of Fixed Rate 
Annuity Contracts and other insurance 
contracts with assets of a Plan. 

B. Exclusion of Variable Annuities 

The Department took the unusual step of 
quoting one commenter’s  thoughts on indexed 
annuities, which, whether or not accurate would 
appear, by virtue of its inclusion, to reflect the 
Department’s views: 

Investing in a variable annuity within a 
tax-deferred account, such as IRA may 
not be a good idea. Since IRAs are 
already tax advantaged, a variable annuity 
will provide no additional tax savings.  It 
will, however, increase the expense of 
the IRA, while generating fees and 
commissions for the broker or 
salesperson. 

C. Excludes Indexed Annuities  

The DOL noted that “indexed annuities” would 
not be covered by PTCE 84-24.  Citing a FINRA 
report, the Department noted that such products 
were anything but “simple”: 

Sales of equity-indexed annuities (EIAs) . 
. . have grown considerably in recent 
years. Although one insurance company 
at one time included the word ‘simple’ in 
the name of its product, EIAs are 
anything but easy to understand. One of 
the most confusing features of an EIA is 
the method used to calculate the gain in 
the index to which the annuity is linked. 
To make matters worse, there is not one, 
but several different indexing methods. 
Because of the variety and complexity of 
the methods used to credit interest, 
investors will find it difficult to compare 
one EIA to another.14 

D. Excluded Products for Both ERISA 
Plans and IRAs 

The relief of PTCE 84-24 for each of indexed 
and variable annuities will not available to either 
IRAs or Plans. 

E. Commissions Narrowed 

Eligible “commissions” for fixed rate annuity 
contracts are narrowly contoured under PTCE 84-
24, eliminating, for example, revenue sharing. 

• Insurance Commissions.  A commission 
means a sales commission paid by the 
insurance company to the insurance agent or 
broker or pension consultant for the service of 
effecting the purchase of a Fixed Rate 
Annuity Contract or insurance contract, 

                                                
14 Citing    “Equity-Indexed   Annuities:  A Complex 

Choice”    available     at 
https://www.finra.org/investors/alerts/equity-
indexed-annuities_a-complex-choice. 

https://www.finra.org/investors/alerts/equity-indexed-annuities_a-complex-choice
https://www.finra.org/investors/alerts/equity-indexed-annuities_a-complex-choice


 

including renewal fees and trailers, but not 
revenue sharing payments, administrative fees, 
or marketing payments. 

• Mutual Fund Commissions.  Eligible 
mutual fund commissions will include a 
commission or sales load paid either by the 
Plan or the investment company for the 
service of effecting or executing the purchase 
of investment company securities.  Eligible 
mutual fund commissions do not include a 
12b-1 fee, revenue sharing payment, 
administrative fee, or a marketing fee. 

F. Other Requirements 

• Must Comply with Impartial Conduct 
Standards (but not the Warranties). 

• Must Be for Reasonable Compensation 
(Section 408(b)(2)). 

• Required Disclosures. 

o Commissions for the first year and for each 
of the succeeding renewal years that will be 
paid by the insurance company to the 
provider of advice (and, if applicable, a 
separate identification of any amount of the 
commission that will be paid to any other 
person as a gross dealer concession, 
override, or similar payment); 

o A statement of any charges, fees, discounts, 
penalties, or adjustments that may be 
imposed in connection with the purchase, 
holding, exchange, termination, or sale of 
the contract; and 

o If the provider of advice is an affiliate of the 
insurance company or the products it can 
recommend are limited by its relationship 
with an insurance company, a description 
of the nature of the affiliation, limitation, or 
relationship. 

Commissions must be expressed, to the extent 
feasible, as an absolute dollar figure, and if not 
feasible, as a percentage of gross annual premium 

payments, asset accumulation value, or contract 
value.  Transaction disclosures must be provided 
every year, instead of every three years. 

X. Other Exemptions 

Like the Proposal, the Rule also includes a 
number of changes to existing PTCEs. In some 
cases, these changes are to provide for additional 
relief in light of the expanded definition of 
fiduciary, whereas in others, to provide either 
additional standards or to revoke part or all of 
existing relief. Generally, a common change with 
respect to existing PTCEs is the adoption of the 
Impartial Conduct Standard, without the 
incorporation of the warranties.  A key 
consequence of this addition would be to 
effectively import a standard of ERISA fiduciary 
prudence as a condition to reliance on the 
exemption, and, quite notably, further shift any 
burden of proof of compliance with the exemption 
to the financial institution. 

Of course, such standards would not otherwise 
apply to IRAs but for their inclusion here.  The 
exemptions impacted by the addition of an 
Impartial Conduct Standard include those for 
purchases by Plans of securities in underwritings in 
which the fiduciary is a part of (but not a manager 
of) the syndicate, and certain market-making 
transactions (PTCE 75-1), commissions received 
by certain insurance agents for the sale of annuities 
and mutual fund principal underwriters when 
selling mutual funds (PTCE 84-24), fiduciaries 
executing transactions in securities on an agency 
basis for reasonable commissions (PTCE 86-128), 
and investment advisers directing Plan assets under 
their charge or under advisement to invest in 
certain open-end mutual funds sponsored or 
maintained by an affiliate (PTCE 77-4). 



 

A second important point is that although these 
exemptions would confer so-called Section 406(b) 
relief – which would resolve the inherent conflict 
of a fiduciary acting in a manner that could benefit 
itself – there is the separate question of Section 
406(a) relief, which exempts transactions with 
parties in interest or disqualified persons even if not 
fiduciaries. Most of these exemptions have been 
used only for the non-fiduciary exemption relief, 
but if most service providers are deemed to be 
fiduciaries, the relief will migrate accordingly, 
leaving open a potential hole under Section 406(a) 
that needs to be filled. Section 408(b)(2) and the 
big “investor based exemptions” (PTCE 84-14, 
PTCE 90-1, PTCE 91-38, PTCE 95-60, and 
PTCE 96-23) are the most likely candidates for 
Section 406(a) relief. 

• PTCE 75-1; Part I.  PTCE 75-1, Part I for 
agency transactions in securities with broker-
dealers and banks would be revoked, with the 
BIC Exemption or PTCE 86-128 and Section 
408(b)(2) serving as the exemptions for such 
transactions. 

• PTCE 84-24.  As discussed above, PTCE 
84-24 would be revoked for fees and 
commissions earned in respect of purchases of 
variable annuity contracts and other annuity 
contracts that constitute securities and with 
respect to selected payments from mutual fund 
shares; for other insurance products, the 
service provider could earn sales commissions, 
renewal fees and trailers, but would not be 
able to receive payments like revenue share, 
marketing payments, or payments other than 
from the insurance company or its affiliates. 

• PTCE 86-128 would be revoked for 
“investment advice only fiduciary” IRAs, but 
the reporting and other conditions required 
for Plans would be required for discretionary 
IRAs. This means that investment advice only 
IRAs – which would include most brokers 

who may be deemed to provide “investment 
advice” under the Rule’s broad definition – 
would need to comply with the BIC 
Exemption for commissions associated with 
any purchase or sale of securities transactions 
effected as agent. In addition to importing the 
Impartial Conduct Standard, that exemption 
would, as a practical matter, require some 
model of fee neutrality or offset. 

PTCE 86-128 would also replace PTCE 75-1, 
II(2) so as to allow an investment advice fiduciary 
to act as principal in selling mutual fund shares to 
Plans (including IRAs) but would only apply if the 
institution  was a U.S. registered broker-dealer and 
only if the mutual fund was not affiliated with the 
institution (i.e., the institution was not the principal 
underwriter or an affiliate of the mutual fund).  
The commissions that could be earned in respect of 
such purchases and sales (even if effected as a 
riskless principal) would be ordinary front-end sales 
loads, and not 12b-1 fees, sub-TA fees, revenue 
sharing payments or other payments. 

Although PTCE 86-128 has been clarified so 
that it covers purchases and sales of securities 
through an affiliated broker on an agency basis for 
a commission and riskless principal transactions in 
mutual funds, it has narrowed the definition of 
permitted “commissions” that may be retained.  In 
connection with the purchase or sale of mutual 
fund interests, only sales loads may be retained, and 
thus the BIC Exemption may permit additional 
compensation, including trailers, 12b-1 fees and 
other commissions – assuming compliance with 
that exemption.  In fact, it would appear that the 
BIC Exemption is the only exemption under 
which presumed investment advice fiduciaries may 
receive 12b-1 fees and other commissions.  
Whether that is just in theory or is feasible in 
practice remains to be seen. 



 

• PTCE 75-1, Part V. PTCE 75-1, Part V has 
been amended to provide certain relief for 
certain extensions of credit arising because of a 
“failed trade.” 

XI. Low-Cost, Low-Fee Option 

The Department did not adopt the low-fee 
streamlined option considered in the Proposal. 

XII. Timing and Implementation 

The Rule will come into effect 60 days after 
published in Federal Register (June 7, 2016) but, 
with respect to the BIC Exemption and Principal 
Transaction Exemptions, applicability will be 
delayed until April 10, 2017.  The BIC Exemption 
and the Principal Transaction Exemption provide 
for a transition period, from the April 2017 
applicability date to January 1, 2018, under which 
fewer conditions apply. 

• Firms and representatives must adhere to the 
Impartial Conduct Standards, provide a notice 

to retirement investors that, among other 
things, acknowledges their fiduciary status and 
describes their Material Conflicts of Interest, 
and designate a person responsible for 
addressing Material Conflicts of Interest and 
monitoring advisers’ adherence to the 
Impartial Conduct Standards. 

• The rest of the conditions of those 
exemptions will apply in January 2018. 

XIII. Conclusion 

The Rule represents the most sweeping changes 
to ERISA and the Plan investment universe since 
ERISA’s inception in 1974.  Undoubtedly, there 
will be implementational and operational 
challenges associated with the new Rule, only a 
small portion of which may now be evident.  With 
a rule change this broad, there is certain to be 
much more work ahead for most institutions. 
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CHART I 
 

Definition of “Investment Advice Fiduciary” 
Comparison of Current Standard, the 2015 Proposal, and the Final Rule 

Current 
Standard 

A person is an investment advice fiduciary by the rendering of any advice as to the value of securities or other property, or making 
recommendations as to the advisability of investing in, purchasing or selling securities or other property: 

• “On a regular basis to the plan 
• Pursuant to a mutual agreement, arrangement or understanding, written or otherwise, between such person and the plan or a 

fiduciary with respect to the plan,  
• That such services will serve as a primary basis for investment decisions with respect to plan assets, and 
• That such person will render individualized investment advice to the plan based on the particular needs of the plan regarding such 

matters as, among other things, investment policies or strategy, overall portfolio composition, or diversification of plan 
investments.” [Emphasis supplied throughout.] 

2015 Proposal 

 

 

 

 

 

 

 

A person is an investment advice fiduciary if such person “provides, directly to a plan, plan fiduciary, plan participant or beneficiary, IRA, 
or IRA owner the following types of advice in exchange for a fee or other compensation, whether direct or indirect:  

• A recommendation as to the advisability of acquiring, holding, disposing or exchanging securities or other property, or a 
recommendation as to the management of securities or other property including a recommendation to take a distribution of 
benefits or a recommendation as to the investment of securities or other property to be rolled over or otherwise distributed from 
the plan or IRA”; 
o NOTE:  “Recommendation” means any communication that, based on context and presentation would reasonably be viewed 

as a “suggestion” that the advice recipient engage in or refrain from taking any particular action. 
o NOTE:  Does not apply to mere “order taking.” 

• “An appraisal, fairness opinion, or similar statement whether verbal or written concerning the value of securities or other 
property if provided in connection with a specific transaction or transactions involving the acquisition, disposition, or exchange, 
of such securities or other property by the plan or IRA”---EXCEPT for: 
o Employer securities of an employee stock ownership plans (“ESOPs”),  
o Pooled investment “plan asset” funds, and  
o Compliance with reporting and disclosure requirements under a “Federal or state law, rule or regulation or self-regulatory 

organization rule or regulation”;   
OR 
• A recommendation of a person who is also going to receive a fee or other compensation for providing any of the types of advice 

described in the above bullet points;  
AND 
 
The person directly or indirectly (e.g., through or together with any affiliate),--- 
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2015 Proposal 
(Continued) 

• Represents or acknowledges that is acting as a fiduciary with respect to the types of investment advice described above; or 
• Renders the advice pursuant to a written or verbal agreement, arrangement or understanding that the advice is individualized to, 

or that such advice is specifically directed to, the advice recipient for consideration in making investment or management decisions 
with respect to securities or other property of the Plan or IRA.  

However:  Certain carve-outs (as described herein) may apply. 

Final Rule 

 

 

 

 

 

 

 

 

 

 

A person is an investment advice fiduciary if such person “provides to a plan, plan fiduciary, plan participant or beneficiary, IRA, or IRA 
owner the following types of advice for a fee or other compensation, direct or indirect: 

• A recommendation as to the advisability of acquiring, holding, disposing of, or exchanging, securities or other investment 
property, or a recommendation as to how securities or other investment property should be invested after the securities or other 
investment property are rolled over, transferred, or distributed from the plan or IRA;” 
OR 

• “A recommendation as to the management of securities or other investment property, including, among other things, 
recommendations on investment policies or strategies, portfolio composition, selection of other persons to provide investment 
advice or investment management services, selection of investment account arrangements (e.g., brokerage versus advisory); or 
recommendations with respect to rollovers, transfers, or distributions from a plan or IRA, including whether, in what amount, in 
what form, and to what destination such a rollover, transfer, or distribution should be made” 

o NOTE:  “Recommendation” means “a communication that, based on its content, context, and presentation, would 
reasonably be viewed as a suggestion that the advice recipient engage in or refrain from taking a particular course of 
action. The determination of whether a “recommendation” has been made is an objective rather than subjective 
inquiry. In addition, the more individually tailored the communication is to a specific advice recipient or recipients about, 
for example, a security, investment property, or investment strategy, the more likely the communication will be viewed as 
a recommendation. Providing a selective list of securities to a particular advice recipient as appropriate for that investor 
would be a recommendation as to the advisability of acquiring securities even if no recommendation is made with respect 
to any one security. Furthermore, a series of actions, directly or indirectly (e.g., through or together with any affiliate), 
that may not constitute a recommendation when viewed individually may amount to a recommendation when considered 
in the aggregate. It also makes no difference whether the communication was initiated by a person or a computer software 
program..” 

 
AND 
 
The recommendation is made either directly or indirectly (e.g., through or together with any affiliate) by a person who: 

• Represents or acknowledges that it is acting as a fiduciary within the meaning of the Act or the Code; 
• (ii) Renders the advice pursuant to a written or verbal agreement, arrangement, or understanding that the advice is based on the 

particular investment needs of the advice recipient; or 
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Final Rule 
(Continued) 

• (iii) Directs the advice to a specific advice recipient or recipients regarding the advisability of a particular investment or 
management decision with respect to securities or other investment property of the plan or IRA.”  

 
However: As described herein, certain activities (similar to the carve-outs in the reproposal) are expressly excluded from the definition of 
“recommendation”. 
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CHART II 
 

Definition of “Investment Education”  

 Current Interpretive Bulletin 96-1,  
§ 2509.96-1 

Re-Proposal Education Exemption § 
2510.3-21(b)(6) 

Final § 2510.3-21(b)(2)(iv) 

Exemption 
Applies To: 

A person is not an “investment advice” 
fiduciary with regard to furnishing the 
following categories of information and 
materials to a participant or beneficiary in a 
participant-directed individual account 
pension plan, irrespective of (i) who 
provides the information, (ii) the frequency 
with which the information is shared, 
(iii) the form in which the information and 
materials are provided, (iv) or whether an 
identified category of information and 
materials is furnished alone or in 
combination with other identified categories 
of information and materials. 
 
 
 

A person shall not be an “investment advice” 
fiduciary solely by reason of furnishing or 
making available any of the following 
categories of investment-related information 
and materials to a plan, plan fiduciary, 
participant or beneficiary, IRA or IRA 
owner irrespective of (i) who provides or 
makes available the information and 
materials, (ii) the frequency with which the 
information and materials are provided, 
(iii) the form in which the information and 
materials are provided, or (iv) whether an 
identified category of information and 
materials is furnished or made available 
alone or in combination with other identified 
categories of information and materials, 
provided that the information and materials 
do not include (standing alone or in 
combination with other materials) 
recommendations with respect to specific 
investment products or specific plan or IRA 
alternatives, or recommendations on 
investment, management, or value of a 
particular security or securities, or other 
property. 
 

A person shall not be deemed to have 
provided a “recommendation” for purposes 
of § 2510.3-21 (and therefore shall not be 
deemed to have rendered “investment 
advice” or to be an investment advice 
fiduciary) solely by reason of furnishing or 
making available any of the following 
categories of investment-related information 
and materials to a plan, plan fiduciary, plan 
participant or beneficiary, IRA or IRA 
owner irrespective of (i) who provides or 
makes available the information and 
materials, (ii) the frequency with which the 
information and materials are provided, 
(iii) the form in which the information and 
materials are provided, or (iv) whether an 
identified category of information and 
materials is furnished or made available 
alone or in combination with other 
identified categories of information and 
materials, provided that the information and 
materials do not include (standing alone or 
in combination with other materials) 
recommendations with respect to specific 
investment products or specific plan or 
IRA alternatives, or recommendations on 
investment, management, or value of a 
particular security or securities, or other 
property, except as noted.
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Plan 
Information.   

(i) Information and materials that inform a 
participant or beneficiary about the benefits 
of plan participation, the benefits of 
increasing plan contributions, the impact of 
preretirement withdrawals on retirement 
income, the terms of the plan, or the 
operation of the plan; or (ii) information 
such as that described in 29 CFR 2550.404c-
1(b)(2)(i) on investment alternatives under 
the plan (e.g., descriptions of investment 
objectives and philosophies, risk and return 
characteristics, historical return information, 
or related prospectuses), and may include 
information relating to the generic asset class 
(e.g., equities, bonds, or cash) of the 
investment alternatives. 
 
The information and materials described 
above relate to the plan and plan 
participation, without reference to the 
appropriateness of any individual 
investment option for a particular 
participant or beneficiary under the plan. 

Information and materials that, without 
reference to the appropriateness of any 
individual investment alternative or any 
individual benefit distribution option for 
the plan or IRA, or a particular participant 
or beneficiary or IRA owner, (i) describe 
the terms or operation of the plan or IRA, 
(ii) inform a plan fiduciary, participant, 
beneficiary, or IRA owner about the benefits 
of plan or IRA participation, (iii) the benefits 
of increasing plan or IRA contributions, 
(iv) the impact of preretirement withdrawals 
on retirement income, (v) retirement income 
needs, (vi) varying forms of distributions, 
including rollovers, annuitization and other 
forms of lifetime income payment options, 
(vii) advantages, disadvantages and risks of 
different forms of distributions, or 
(viii) describe investment objectives and 
philosophies, risk and return characteristics, 
historical return information or related 
prospectuses of investment alternatives 
under the plan or IRA. 
 

Information and materials that, without 
reference to the appropriateness of any 
individual investment alternative or any 
individual benefit distribution option for 
the plan or IRA, or a particular plan 
participant or beneficiary or IRA owner, 
(i) describe the terms or operation of the 
plan or IRA, (ii) inform a plan fiduciary, 
plan participant, beneficiary, or IRA owner 
about the benefits of plan or IRA 
participation, (iii) the benefits of increasing 
plan or IRA contributions, (iv) the impact of 
preretirement withdrawals on retirement 
income, (v) retirement income needs, 
(vi) varying forms of distributions, 
including rollovers, annuitization and other 
forms of lifetime income payment options, 
(vii) advantages, disadvantages and risks of 
different forms of distributions, or 
(viii) describe product features, investor 
rights and obligation, fee and expense 
information, applicable trading 
restrictions, investment objectives and 
philosophies, risk and return characteristics, 
historical return information or related 
prospectuses of investment alternatives 
available under the plan or IRA. 
 

General 
Financial and 
Investment [and 
Retirement] 
Information.   
 
 
 
 
 

Information and materials that inform a 
participant or beneficiary about:  (i) General 
financial and investment concepts, such as 
risk and return, diversification, dollar cost 
averaging, compounded return, and tax 
deferred investment; (ii) historic differences 
in rates of return between different asset 
class (e.g., equities, bonds, or cash) based on 
standard market indices; (iii) effects of 
inflation; (iv) estimating future retirement 

Information and materials on financial, 
investment and retirement matters that do 
not address specific investment products, 
specific plan or IRA alternatives or 
distribution options available to the plan or 
IRA or to participants, beneficiaries and 
IRA owners, or specific alternatives or 
services offered outside the plan or IRA, 
and inform the plan fiduciary, participant or 
beneficiary, or IRA owner about:  (i) general 

Information and materials on financial, 
investment and retirement matters that do 
not address specific investment products, 
specific plan or IRA investment 
alternatives or distribution options 
available to the plan or IRA or to plan 
participants, beneficiaries and IRA 
owners, or specific investment alternatives 
or services offered outside the plan or IRA, 
and inform the plan fiduciary, plan 
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General 
Financial and 
Investment [and 
Retirement] 
Information 
(Continued) 

income needs; (v) determining investment 
time horizons; and (vi) assessing risk 
tolerance. 
 
The information and materials described 
above are general financial and investment 
information that have no direct relationship 
to investment alternatives to participants 
and beneficiaries under a plan or to 
individual participants or beneficiaries. 

financial and investment concepts, such as 
risk and return, diversification, dollar cost 
averaging, compounded return, and tax 
deferred investment; (ii) historic differences 
in rates of return between different asset 
classes based on standard market indices; 
(iii) effects of inflation; (iv) estimating 
future retirement income needs; 
(v) determining investment time horizons; 
(vi) assessing risk tolerance; (vii) retirement-
related risks (e.g., longevity risks, 
market/interest rates, inflation, health care 
and other expenses); and (viii) general 
methods and strategies for managing assets 
in retirement (e.g., systematic withdrawal 
payments, annuitization, guaranteed 
minimum withdrawal benefits), including 
those offered outside the plan or IRA. 
 

participant or beneficiary, or IRA owner 
about:  (i) general financial and investment 
concepts, such as risk and return, 
diversification, dollar cost averaging, 
compounded return, and tax deferred 
investment; (ii) historic differences in rates 
of return between different asset classes 
based on standard market indices; 
(iii) effects of fees and expenses on rates of 
return; (iv) effects of inflation; 
(v) estimating future retirement income 
needs; (vi) determining investment time 
horizons; (vii) assessing risk tolerance; 
(viii) retirement-related risks (e.g., 
longevity risks, market/interest rates, 
inflation, health care and other expenses); 
and (ix) general methods and strategies for 
managing assets in retirement (e.g., 
systematic withdrawal payments, 
annuitization, guaranteed minimum 
withdrawal benefits), including those 
offered outside the plan or IRA. 
 

Asset Allocation 
Models.   
 
 
 
 
 
 
 
 
 
 
 
 
 

Information and materials (e.g., pie charts, 
graphs, or case studies) that provide a 
participant or beneficiary with models, 
available to all plan participants and 
beneficiaries, of asset allocation portfolios 
of hypothetical individuals with different 
time horizons and risk profiles, where:  (i) 
such models are based on generally accepted 
investments theories that take into account 
the historic returns of different asset classes 
(e.g., equities, bonds, or cash) over define 
periods of time; (ii) all material facts and 
assumptions on which such models are based 
(e.g., retirement ages, life expectancies, 
income levels, financial resources, 

Information and materials (e.g., pie charts, 
graphs, or case studies) that provide a plan 
fiduciary, participant or beneficiary, or IRA 
owner with models of asset allocation 
portfolios of hypothetical individuals with 
different time horizons (which may extend 
beyond an individual’s retirement date) and 
risk profiles, where:  (i) such models are 
based on generally accepted investment 
theories that take into account the historic 
returns of different asset classes (e.g., 
equities, bonds, or cash) over defined 
periods of time; (ii) all material facts and 
assumptions on which such models are based 
(e.g., retirement ages, life expectancies, 

Information and materials (e.g., pie charts, 
graphs, or case studies) that provide a plan 
fiduciary, plan participant or beneficiary, or 
IRA owner with models of asset allocation 
portfolios of hypothetical individuals with 
different time horizons (which may extend 
beyond an individual’s retirement date) 
and risk profiles, where:  (i) such models 
are based on generally accepted investment 
theories that take into account the historic 
returns of different asset classes (e.g., 
equities, bonds, or cash) over defined 
periods of time; (ii) all material facts and 
assumptions on which such models are 
based (e.g., retirement ages, life 
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Asset Allocation 
Models.  
(Continued)  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

replacement income ratios, inflation rates, 
and rates of return) accompany the models; 
(iii) to the extent that an asset allocation 
model identifies any specific investment 
alternative available under the plan, the 
model is accompanied by a statement 
indicating that other investment 
alternatives having similar risk and return 
characteristics may be available under the 
plan and identifying where information on 
those investment alternatives may be 
obtained; and (iv) the asset allocation 
models are accompanied by a statement 
indicating that, in applying particular asset 
allocation models to their individual 
situations, participants or beneficiaries 
should consider their other assets, income, 
and investments (e.g., equity in a home, IRA 
investments, savings accounts, and interests 
in other qualified and non-qualified plans) in 
addition to their interests in the plan. 
 
Because the information and materials 
described above would enable a participant 
or beneficiary to assess the relevance of an 
asset allocation model to his or her 
individual situation, the furnishing of such 
information would not constitute a 
“recommendation” within the meaning of 
29 CFR 2510.3-21(c)(1)(i) and, accordingly, 
would not constitute “investment advice” for 
purposes of section 3(21)(A)(ii) of ERISA.  
This result would not, in the view of the 
Department, be affected by the fact that a 
plan offers only one investment alternative 
in a particular asset class identified in an 
asset allocation model. 
 

income levels, financial resources, 
replacement income ratios, inflation rates, 
and rates of return) accompany the models; 
(iii) such models do not include or identify 
any specific investment product or specific 
alternative available under the plan or IRA; 
and (iv) the asset allocation models are 
accompanied by a statement indicating that, 
in applying particular asset allocation 
models to their individual situations, 
participants, beneficiaries, or IRA owners 
should consider their other assets, income, 
and investments (e.g., equity in a home, 
Social Security benefits, individual 
retirement plan investments, savings 
accounts and interest in other qualified and 
non-qualified plans) in addition to their 
interests in the plan or IRA, to the extent 
those items are not taken into account in 
the model or estimate. 

expectancies, income levels, financial 
resources, replacement income ratios, 
inflation rates, and rates of return) 
accompany the models; (iii) the asset 
allocation models are accompanied by a 
statement indicating that, in applying 
particular asset allocation models to their 
individual situations, plan participants, 
beneficiaries, or IRA owners should 
consider their other assets, income, and 
investments (e.g., equity in a home, Social 
Security benefits, individual retirement plan 
investments, savings accounts and interest 
in other qualified and non-qualified plans) 
in addition to their interests in the plan or 
IRA, to the extent those items are not 
taken into account in the model or 
estimate; and (iv) the models do not 
include or identify any specific investment 
product or investment alternative available 
under the plan or IRA, except that solely 
with respect to a plan, asset allocation 
models may identify a specific investment 
alternative available under the plan if it is a 
designated investment alternative within the 
meaning of 29 CFR 2550.404a-5(h)(4) 
under the plan subject to oversight by a 
plan fiduciary independent from the 
person who developed or markets the 
investment alternative and the model: 
(i) identifies all the other designated 
investment alternatives available under the 
plan that have similar risk and return 
characteristics, if any; and (ii) is 
accompanied by a statement indicating that 
those other designated investment 
alternatives have similar risk and return 
characteristics and identifying where 
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Asset Allocation 
Models.  
(Continued) 

information on those investment 
alternatives may be obtained. 

Interactive 
Investment 
Materials.   
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Questionnaires, worksheets, software, and 
similar materials which provide a participant 
or beneficiary the means to estimate future 
retirement income needs and assess the 
impact of different asset allocations on 
retirement income, where: (i) Such materials 
are based on generally accepted investment 
theories that take into account the historic 
returns of different asset classes (e.g., 
equities, bonds, or cash) over defined 
periods of time; (ii) there is an objective 
correlation between the asset allocations 
generated by the materials and the 
information and data supplied by the 
participant or beneficiary; (iii) all material 
facts and assumptions (e.g., retirement ages, 
life expectancies, income levels, financial 
resources, replacement income ratios, 
inflation rates, and rates of return) which 
may affect a participant’s or beneficiary’s 
assessment of the different asset allocations 
accompany the materials or are specified by 
the participant or beneficiary; (iv) to the 
extent that an asset allocation generated by 
the materials identifies any specific 
investment alternative available under the 
plan, the asset allocation is accompanied by 
a statement indicating that other investment 
alternatives having similar risk and return 
characteristics may be available under the 
plan and identifying where information on 
those investment alternatives may be 
obtained; and (v) the materials either take 
into account or are accompanied by a 
statement indicating that, in applying 

Questionnaires, worksheets, software, and 
similar materials which provide a plan 
fiduciary, participant or beneficiary, or IRA 
owners the means to: estimate future 
retirement income needs and assess the 
impact of different asset allocations on 
retirement income; evaluate distribution 
options, products or vehicles by providing 
Plan Information or General Financial, 
Investment and Retirement Information; or 
estimate a retirement income stream that 
could be generated by an actual or 
hypothetical account balance, where:  
(i) Such materials are based on generally 
accepted investment theories that take into 
account the historic returns of different asset 
classes (e.g., equities, bonds, or cash) over 
defined periods of time; (ii) There is an 
objective correlation between the asset 
allocations generated by the materials and 
the information and data supplied by the 
participant, beneficiary or IRA owner; 
(iii) There is an objective correlation 
between the income stream generated by 
the materials and the information and data 
supplied by the participant, beneficiary or 
IRA owner; (iv) All material facts and 
assumptions (e.g., retirement ages, life 
expectancies, income levels, financial 
resources, replacement income ratios, 
inflation rates, rates of return and other 
features and rates specific to income 
annuities or systematic withdrawal plan) that 
may affect a participant’s, beneficiary’s or 
IRA owner’s assessment of the different 

Questionnaires, worksheets, software, and 
similar materials that provide a plan 
fiduciary, plan participant or beneficiary, or 
IRA owner the means to: estimate future 
retirement income needs and assess the 
impact of different asset allocations on 
retirement income; evaluate distribution 
options, products, or vehicles by providing 
Plan Information or General Financial, 
Investment and Retirement Information; 
or estimate a retirement income stream 
that could be generated by an actual or 
hypothetical account balance, where:  
(i) Such materials are based on generally 
accepted investment theories that take into 
account the historic returns of different 
asset classes (e.g., equities, bonds, or cash) 
over defined periods of time; (ii) There is an 
objective correlation between the asset 
allocations generated by the materials and 
the information and data supplied by the 
plan participant, beneficiary or IRA owner; 
(iii) There is an objective correlation 
between the income stream generated by 
the materials and the information and data 
supplied by the plan participant, 
beneficiary or IRA owner; (iv) All material 
facts and assumptions (e.g., retirement ages, 
life expectancies, income levels, financial 
resources, replacement income ratios, 
inflation rates, rates of return and other 
features and rates specific to income 
annuities or systematic withdrawal plans) 
that may affect a plan participant’s, 
beneficiary’s or IRA owner’s assessment of 
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Interactive 
Investment 
Materials. 
(Continued)   
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

particular asset allocations to their individual 
situations, participants or beneficiaries 
should consider their other assets, income, 
and investments (e.g., equity in a home, IRA 
investments, savings accounts, and interests 
in other qualified and non-qualified plans) in 
addition to their interests in the plan.  
 
The information provided through the use of 
the above-described materials enables 
participants and beneficiaries 
independently to design and assess multiple 
asset allocation models, but otherwise these 
materials do not differ from asset allocation 
models based on hypothetical assumptions.  
Such information would not constitute a 
“recommendation” within the meaning of 29 
CFR 2510.3-21(c)(1)(i) and, accordingly, 
would not constitute “investment advice” for 
purposes of section 3(21)(A)(ii) of ERISA. 
 

asset allocations or different income streams 
accompany the materials or are specified by 
the participant, beneficiary or IRA owner; 
(v) The materials either take into account 
other assets, income and investments (e.g., 
equity in a home, Social Security benefits, 
individual retirement account/ annuity 
investments, savings accounts, and interests 
in other qualified and non-qualified plans) or 
are accompanied by a statement indicating 
that, in applying particular asset allocations 
to their individual situations, or in assessing 
the adequacy of an estimated income stream, 
participants, beneficiaries or IRA owners 
should consider their other assets, income, 
and investments in addition to their interests 
in the plan or IRA; and (vi) The materials 
do not include or identify any specific 
investment alternative available or 
distribution option available under the plan 
or IRA, unless such alternative or option is 
specified by the participant, beneficiary or 
IRA owner. 
 

the different asset allocations or different 
income streams accompany the materials or 
are specified by the plan participant, 
beneficiary or IRA owner; (v) The materials 
either take into account other assets, income 
and investments (e.g., equity in a home, 
Social Security benefits, individual 
retirement plan investments, savings 
accounts, and interests in other qualified 
and non-qualified plans) or are 
accompanied by a statement indicating that, 
in applying particular asset allocations to 
their individual situations, or in assessing 
the adequacy of an estimated income 
stream, plan participants, beneficiaries or 
IRA owners should consider their other 
assets, income, and investments in addition 
to their interests in the plan or IRA; and 
(vi) The materials do not include or 
identify any specific investment alternative 
or distribution option available under the 
plan or IRA, unless such alternative or 
option is specified by the plan participant, 
beneficiary, or IRA owner, or it is a 
designated investment alternative within 
the meaning of 29 CFR 2550.404a-5(h)(4) 
under a plan subject to oversight by a plan 
fiduciary independent from the person 
who developed or markets the investment 
alternative and the materials: (i) Identify all 
the other designated investment alternatives 
available under the plan that have similar 
risk and return characteristics, if any; and 
(ii) Are accompanied by a statement 
indicating that those other designated 
investment alternatives have similar risk 
and return characteristics and identifying 
where information on those investment 
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Interactive 
Investment 
Materials. 
(Continued)   

alternatives may be obtained; including 
information described in paragraph 
(b)(2)(iv)(A) of this section and, if 
applicable, paragraph (d) of 29 CFR 
2550.404a-5. 

Materials Not 
Described Herein 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

The Department notes that the information 
and materials described in subparagraphs 
(1)-(4) above merely represent examples of 
the type of information and materials which 
may be furnished to participants and 
beneficiaries without such information and 
materials constituting “investment advice.”  
In this regard, the Department recognizes 
that there may be many other examples of 
information, materials, and educational 
services which, if furnished to participants 
and beneficiaries, would not constitute 
“investment advice.”  Accordingly, no 
inferences should be drawn from 
subparagraphs (1)-(4), above, with respect to 
whether the furnishing of any information, 
materials or educational services not 
described therein may constitute “investment 
advice.”   
 
Determinations as to whether the provision 
of any information, materials or educational 
services not described herein constitutes the 
rendering of “investment advice” must be 
made by reference to the criteria set forth in 
29 CFR 2510.3-21(c)(1). 
 
 
 

Determinations as to whether the provision 
of any information, materials or educational 
services not described herein constitutes the 
rendering of investment advice must be 
made by reference to the criteria set forth in 
paragraph (a) of the proposed investment 
advice fiduciary regulation. 

[Removed] 



STROOCK SPECIAL BULLETIN 
Final Fiduciary Rule Means ERISky Business: 

Will BICkering Follow? 
 

viii 
 

Materials Not 
Described Herein 
(Continued)   

 

Fiduciary by 
Designation or 
Recommendation 
of Another to 
Provide 
Investment 
Advice 

A person is a fiduciary with regard to the 
designation of a person(s) to provide 
investment educational services or 
investment advice to plan participants and 
beneficiaries, and must therefore act 
prudently and solely in the interest of the 
plan participants and beneficiaries, both in 
making the designation(s) and in continuing 
such designation(s). 

[Covered under the re-proposed definition of 
investment advice fiduciary; if a person 
“recommends” another that provides 
investment advice to the Plan, then the 
recommending person is a fiduciary with 
respect to those services.] 

[In Final Rule 2510.3-21(a)(1)(ii), a person 
who makes a recommendation on “selection 
of other persons to provide investment 
advice or investment management services” 
is deemed to be rendering investment 
advice. This person is a fiduciary if also 
meeting 2510.3-21(b).] 
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CHART III 
 

Changes to Existing Prohibited Transaction Exemptions 

Existing Exemption Additional Conditions and/or Relief Revocations 

PTCE 75-1, Part I: Agency transactions in 
securities. 

N.A. –since revoked. Parts I(b) and I(c) [Intended to be covered 
by Section 408(b)(2)] 

PTCE 75-1, Part II(1):  
Principal transactions in securities with U.S. 
registered broker-dealers or banks. 

N.A.  None. 

PTCE 75-1, Part II(2):  
Fiduciaries selling mutual fund shares in 
principal transactions to Plans, if fiduciary is 
not a principal underwriter for or affiliated with 
the mutual fund. 

N.A.—since revoked. Revoked.  [Intended to be covered by 
Revised PTCE 86-128.] 

PTCE 75-1, Part III:  
Permits Plans to purchase securities from a 
member of an underwriting syndicate other 
than the fiduciary, when the fiduciary is also a 
member of the syndicate. 

Fiduciaries must comply with Impartial Conduct Standards.*  None. 

PTCE 75-1, Part IV: 
Permits Plans to purchase securities from a 
fiduciary (or affiliate) that is a market maker 
with respect to such securities. 
PTCE 75-1, Part V: 
Extensions of credit in connection with  
settlement of securities transactions with U.S. 
registered broker-dealers. 

Additional Conditions: (1) Failure must not be result of action 
or inaction by fiduciary or its affiliate; (2) terms must be as 
favorable as an arm’s length transaction with unrelated parties; 
(3) written disclosure of the interest rate and the method used to 
determine the principal balance; and (4) the broker-dealer 
maintains records, subject to certain requirements. 
 
Additional Relief: Selected relief to investment advice for 
extensions of credit arising out of “failed trades.” 
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PTCE 77-4: 
Relief for Plan’s purchase of open-end U.S. 
registered mutual funds where the mutual fund 
investment adviser  (or affiliate) is also a 
fiduciary to the Plan and is not the employer of 
employees covered by the plan. 
 

New duty to comply with Impartial Conduct Standards.*  
 
 
 
 
 
 
 
 
 
 

None. 

PTCE 80-83: 
Provides relief for a fiduciary causing a Plan to 
purchase a security when the proceeds of the 
securities issuance may be used by the issuer to 
retire or reduce debt to the fiduciary or its 
affiliate. 

New duty to comply with Impartial Conduct Standards.* None. 

PTCE 83-1: 
Provides relief for the sale to a Plan of certain 
certificates in an initial issuance of mortgage 
backed securities when the sponsor, trustee or 
insurer of the mortgage pool is a fiduciary to 
the Plan  with respect to the assets invested in 
such certificates. 

New duty to comply with Impartial Conduct Standards.* None. 

PTCE 84-24: 
Permits pension consultants, insurance agents, 
brokers, and mutual fund principal 
underwriters to receive commissions in 
connection with transactions involving 
insurance or annuity contracts or mutual fund 
shares as a result of fiduciary advice they give 
in connection with these transactions. 
 
Also permits insurance companies and mutual 
fund principal underwriters who are fiduciaries 
or parties in interest to sell insurance or annuity 
contracts or mutual fund shares, as applicable, 
to Plans or IRAs. 

New duty to comply with Impartial Conduct Standards.* 
 
and: 
 
Narrows covered sales commissions for mutual funds so that 
12b-1 fees, revenue sharing payments, administrative or 
marketing fees  are not covered.   
 
For insurance commissions, what is covered is  “a sales 
commission paid by the insurance company to the insurance 
agent or broker or pension consultant for the service of effecting 
the purchase of a Fixed Rate Annuity Contract [as defined] or 
insurance contract, including renewal fees and trailers, but not 
revenue sharing payments, administrative fees or marketing 

Revokes relief for IRA and ERISA Plan 
transactions involving variable annuity 
contracts, index annuities and other 
annuity contracts that constitute 
securities under federal securities laws, 
and transactions involving the receipt of 
commissions by mutual fund principal 
underwriters in connection with the 
purchase of mutual fund shares.   
 
These transactions are intended to be 
eligible for coverage under the Best 
Interest Contract Exemption. 
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PTCE 84-24 (Continued): 
 
Rollover conversations are also covered if in 
connection with the sale of a PTCE 84-24 
covered product.. 
 
Not covered:  index annuities, variable 
annuities 

payments.” 
 
Enhanced recordkeeping requirements and civil penalties and 
taxes for failure to maintain records or make available for 
examination. 

PTCE 86-128: 
Permits a fiduciary investment manager to use 
itself or an affiliate for agency transactions in 
securities and receive a commission. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
New mutual fund transaction exemption for 
U.S. registered broker-dealers acting as 
principal. 
 
 
 

Provides additional relief under Section 408(b)(3) (payments 
from third parties)—but only for receipts of brokerage 
commissions from other party in an agency cross transaction, 
receipts of sales loads from a mutual funds shares by a Plan or a 
managed (not advised) IRA.   
 
Note, however, while the exemption covers “commissions,” it 
now carves out from its ambit “12b-1 fees, revenue sharing 
payment, marketing fee, administrative fee, sub-TA fee or sub-
accounting fee.” 
 
Broadens definition of “affiliate” for purposes of the 
exemption—no longer “controlled” affiliates. 
 
Fiduciaries must comply with Impartial Conduct Standards, and: 
 
Requires the notice and disclosure and reporting requirements 
applicable to Plans to now also apply to discretionary IRA 
accounts. 
 
IRA definition is broadened to include items described in Code 
sections 4975(e)(1)(B) through (F), including a health savings 
account under 223(d) of the Code.     
 
New mutual fund transaction exemption for U.S. registered 
broker-dealers acting as principal where: 

• terms are as favorable as arms-length transactions,  
• broker-dealer complies with Best Interest and Material 

Conflict requirements,  
• all compensation is “reasonable in relation to the total 

Revoked with respect to advised (not 
discretionary) IRAs.  Intended to be 
eligible for coverage under the Best 
Interest Contract Exemption. 
 
Exemption does not apply for IRAs where 
fiduciary is an investment advice 
fiduciary. 
 
Market Participants may be limited to 
collect only up front commissions and  
sales loads under this exemption.  By 
contrast, the Best Interest Contract 
Exemption may be more flexible for 
agency cross transactions.  
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PTCE 86-128 (Continued): 
 
 

services” provided,  
• transactions are not “excessive” in either amount or 

frequency,  
• broker-dealer is not a principal underwriter for or 

affiliated with the mutual fund, and is not a trustee (other 
than a nondiscretionary trustee, unless other conditions 
are met), an administrator of the plan, or an employer 
any of whose employees are covered by the plan,  

• enhanced reporting requirements and  
• advance authorization for transactions by an independent 

fiduciary. 
 

*Impartial Conduct Standards include that IRA fiduciaries must now act with duties of care, skill, prudence and diligence, and in the sole interest of the IRA. 
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CHART IV 

Comparing Different Types of Annuities* 
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Source:  Department of Labor Amendments to PTCE 84-24. 



STROOCK SPECIAL BULLETIN 
Final Fiduciary Rule Means ERISky Business: 

Will BICkering Follow? 
 

i 
 

CHART V 
 

Implementation Timeline 
 
 
 
 

April 6 
DOL releases 
final Fiduciary 
Rule 

June 7
Final Fiduciary 
Rule  
becomes effective 
(60 days after 
publication)

2016 2017 2018 

April 8 
Final Fiduciary Rule 
published in the Federal 
Register 

September 29
Latest date Congress  
could pass a joint resolution
of disapproval under the  
Congressional Review Act  
(60 legislative days after  
publication)

January 1
Full compliance with Best Interest  
Contract Exemption (BIC) and Principal 
Transaction Exemption (~1 year, 9 months  
after publication); including: 

• Full disclosure provisions 
• Warranty/Contract requirements 
• Policy / procedure requirements 

April 10
Phase 1 compliance with Investment Advice 
Standards (1 year after publication); including 

• Providing notice to investors 
acknowledging advisor fiduciary status 

• Monitoring financial advisor's behavior 
relative to the impartial conduct standards 
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SPLIT CIRCUITS 

Second and Fifth Circuits Split on Who is 
Entitled to Whistleblower Protection Under 

Dodd-Frank 
Howard S. Lavin and Elizabeth E. DiMichele 

oward S. Lavin is a partner and Elizabeth E. DiMichele a special counsel in the 
Employment Law Practice Group of Stroock & Stroock & Lavan LLP, concentrating in 

employment law counseling and litigation.  The authors can be reached at hlavin@stroock.com 
and edimichele@stroock.com, respectively. 

Who is entitled to the protection of the whistleblower protection provisions of the Dodd-Frank 
Wall Street Reform and Consumer Protection Act (“Dodd-Frank”)1?  Currently, the answer to 
that question is unsettled, with the only two United States Circuit Courts of Appeals to have 
considered the issue taking divergent views.2  The Fifth Circuit has stated that Dodd-Frank is 
clear that a “whistleblower” is only an individual who provides information relating to a 
violation of the securities laws to the Securities and Exchange Commission (the “Commission” 

                                                      
1 15 U.S.C. § 78a et seq.   
2 Asadi v. G.E. Energy (USA), L.L.C., 720 F.3d 620 (5th Cir. 2013)(Dodd-Frank is clear that to be a 
whistleblower entitled to the protections of the anti-retaliation provisions of the statute, an individual must report 
a violation to the Commission); Berman v. Neo@Ogilvy LLC,  No. 14-4626, 2015 WL 5254916 (2d Cir. Sept. 10, 
2015)(Dodd-Frank is sufficiently ambiguous with respect to the definition of a whistleblower to require it to give 
Chevron deference to the Commission’s reasonable interpretation that an individual is entitled to the protection of 
the anti-retaliation provisions if he or she reports a suspected violation either to the Commission or internally). 
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or the “SEC”).3  The Second Circuit, on the other hand, found the language of the statute 
ambiguous and, therefore, deferred to the interpretation of the SEC, codified in Exchange Act 
Rule 21F-2, which extends Dodd-Frank anti-retaliation protection to an employee who reports 
suspected securities law violations internally without reporting to the Commission. 

Background 

Congress enacted Dodd-Frank following the financial crisis of 2008.  To encourage reporting of 
potential securities law violations, Dodd-Frank provides for monetary rewards to individuals 
who disclose information to the Commission that leads to successful enforcement actions, and 
provides protection against employment retaliation to certain individuals who engage in 
protected reporting activities.4 

Statutory Background 

Central to the circuit split discussed in this article is the definition of a “whistleblower” for 
purposes of Dodd-Frank.  In the section of Dodd-Frank entitled “Securities whistleblower 
incentives and protection,” whistleblower is defined as 

any individual who provides, or 2 or more individuals acting jointly 
who provide, information relating to a violation of the securities 
laws to the Commission, in a manner established, by rule or 
regulation, by the Commission.5 

The statute goes on to provide for “Protection of whistleblowers,” which reads, in part: 

No employer may discharge, demote, suspend, threaten, harass, 
directly or indirectly, or in any other manner discriminate against, 
a whistleblower in the terms and conditions of employment 
because of any lawful act done by the whistleblower –  

(i) in providing information to the Commission in accordance with 
this section; 

(ii) in initiating, testifying in, or assisting in any investigation or 
judicial or administrative action of the Commission based upon or 
related to such information; or 

(iii) in making disclosures that are required or protected under the 
Sarbanes-Oxley Act of 2002 (15 U.S.C. 7201 et seq.), the Securities 

                                                      
3 15 U.S.C. § 78u-6. 
4 Id. 
5 15 U.S.C. § 78u-6(a)(6). 



 

Exchange Act of 1934 (15 U.S.C. 78a et seq.), including section 
10A(m) of such Act (15) U.S.C. 78f(m), section 1513(e) of Title 18, 
and any other law, rule, or regulation subject to the jurisdiction of 
the Commission.6 

(The “Dodd-Frank whistleblower-protection provisions”). 

SEC Regulations 

Under its statutory authority to issue implementing rules with respect to Dodd Frank, the 
Commission promulgated Exchange Act Rule 21F-2, which states: 

(a)  Definition of a whistleblower. 

(1) You are a whistleblower if, alone or jointly with others, you 
provide the Commission with information pursuant to the 
procedures set forth in § 240.21F–9(a) of this chapter, and the 
information relates to a possible violation of the Federal securities 
laws (including any rules or regulations thereunder) that has 
occurred, is ongoing, or is about to occur. A whistleblower must 
be an individual. A company or another entity is not eligible to be 
a whistleblower. 

(2) To be eligible for an award, you must submit original 
information to the Commission in accordance with the procedures 
and conditions described in §§ 240.21F–4, 240.21F–8, and 
240.21F–9 of this chapter. 

(b) Prohibition against retaliation. 

(1) For purposes of the anti-retaliation protections afforded by 
Section 21F(h)(1) of the Exchange Act (15 U.S.C. 78u–6(h)(1)), you 
are a whistleblower if: 

(i) You possess a reasonable belief that the information you are 
providing relates to a possible securities law violation (or, where 
applicable, to a possible violation of the provisions set forth in 18 
U.S.C. 1514A(a)) that has occurred, is ongoing, or is about to 
occur, and; 

(ii) You provide that information in a manner described in Section 
21F(h)(1)(A) of the Exchange Act (15 U.S.C. 78u–6(h)(1)(A)). 

                                                      
6 15 U.S.C. § 78u-6(h)(1)(A) (the Dodd-Frank whistleblower protection provisions). 



 

(iii) The anti-retaliation protections apply whether or not you 
satisfy the requirements, procedures and conditions to qualify for 
an award. 

The Commission’s release regarding the issuance of Exchange Rule 21F–2 states that “the 
statutory anti-retaliation protections apply to three different categories of whistleblowers, and 
the third category includes individuals who report to persons or governmental authorities other 
than the Commission.”7 

The Fifth Circuit Opinion in Asadi 

The U.S. Court of Appeals for the Fifth Circuit, in Asadi v. G.E. Energy (USA), L.L.C.,8  was the first 

circuit court to interpret the definition of whistleblower and the scope of the Dodd-Frank 

whistleblower-protection provisions.  In that case, plaintiff Khaled Asadi (Asadi) was serving as 

the Iraq Country Executive for defendant GE Energy (USA), L.L.C. (G.E. Energy) when he received 

a report from Iraqi officials of company conduct that he believed may have constituted a 

violation of the Foreign Corrupt Practices Act.  He reported this alleged violation to his 

supervisor and to G.E. Energy’s regional ombudsperson.  Shortly thereafter, Asadi received a 

negative performance review and was pressured to accept a reduced role.  Approximately one 

year following his internal report, Asadi’s employment was terminated and he filed a complaint 

against GE Energy in the United States District Court for the Southern District of Texas, alleging 

violation of the Dodd-Frank whistleblower-protection provision.  GE Energy moved to dismiss 

the complaint on the grounds that, among other things, Asadi is not a whistleblower within the 

meaning of Dodd-Frank.  The district court granted GE Energy’s motion and Asadi appealed. 

On appeal, the Fifth Circuit considered: 

                                                      
7 Securities Whistleblower Incentives and Protections, Release No. 34–64545, 76 Fed.Reg. 34300–01, at 
*34304, 2011 WL 2293084 (F.R.) (June 13, 2011)(emphasis added). 
8 720 F.3d 620 (5th Cir. 2013). 



 

[Whether] an individual who is not a “whistleblower” under the 
statutory definition of that term in § 78u-6(a)(6) may, in some 
circumstances nevertheless seek relief under the Dodd-Frank 
whistleblower-protection provision.9 

The Fifth Circuit answered this question purely by reference to the text of the statute.  First, the 
court explained, Asadi is not a “whistleblower” within the meaning of Dodd-Frank because he 
did not make a report “to the Commission” as the definition in Section 78u-6 “expressly and 
unambiguously requires . . . .” 

Indeed, Asadi conceded this point, but maintained that he is entitled to statutory protection 
nonetheless because of what he asserted to be a conflict between the definition of 
whistleblower and the language in section 78u-6(h)(1)(A)(iii) of the Dodd-Frank whistleblower-
protection provision, which does not necessarily require disclosure to the Commission.  Section 
78u-6(h)(1)(A)(iii) (the “protected disclosure provision”) provides, in part: 

No employer may . . . discriminate against . . . a whistleblower . . . 
because of any lawful act done by the whistleblower . . . in making 
disclosures that are required or protected under the Sarbanes-
Oxley Act of 2002 . . ., the Securities Exchange Act of 1934, and 
any other law, rule, or regulation subject to the jurisdiction of the 
Commission.10 

The Fifth Circuit rejected Asadi’s argument, finding no conflict between the definition of 
whistleblower and the protected disclosure provision of the Dodd-Frank whistleblower-
protection provision.   

The court explained that Dodd-Frank describes one category of whistleblowers – individuals 
who report violations to the Commission – and three categories of protected activity – one of 
which is disclosures required or protected under any law, rule or regulation subject to the 
jurisdiction of the Commission.  Moreover, the Dodd-Frank whistleblower-protection provision 
applies to “whistleblowers” and not to “individuals,” “employees,” or some other broader 
category, clearly, in the view of the Fifth Circuit, expressing “Congress’s intention to require 
individuals to report information to the” Commission.11   

Nor did the court accept Asadi’s argument that the protected disclosure provision is 
superfluous if it requires him to report violations to the Commission.  The Asadi court gave the 
example of an employee who made a simultaneous report of securities law violations to the 

                                                      
9 Id. at 623. 
10 15 U.S.C. § 78u-6(h)(1)(A). 
11 Asadi, 720 F.2d at 630. 



 

SEC and his company’s chief executive officer and was terminated from employment before the 
chief executive officer learned of the report to the SEC.  The Court explained that the employee 
would not be protected by the first two clauses of the Dodd-Frank whistleblower-protection 
provisions, but would be protected by the protected disclosure provision, because his report to 
the SEC brought him within the definition of a “whistleblower” and his report to the company 
brought him within the protection of the protected disclosure provision.  Moreover, the 
broader interpretation proffered by Asadi would render the words “to the Commission” in the 
definition of whistleblower superfluous.12 

In reaching its conclusion, the Fifth Circuit also considered the fact that if the Dodd-Frank 
whistleblower-protection provision applied to individuals who made only internal complaints, it 
would render the anti-retaliation provisions of the Sarbanes-Oxley Act of 2002 (“SOX”), “for 
practical purposes, moot.”13  The court buttressed its conclusion by noting several ways in 
which the Dodd-Frank whistleblower-protection provision differs from the SOX anti-retaliation 
provision: 

i. It provides for greater monetary damages;  

ii. It does not require a plaintiff to exhaust of administrative 
remedies before filing suit; and  

iii. It provides for a substantially longer statute of limitations 
period. 

Simply put, if an individual could always file both a Dodd-Frank complaint and a SOX complaint, 
no one would bother with the SOX complaint.   

Finally, given this lack of ambiguity, the Court found no basis upon which to defer to the 
Commission’s broader interpretation of the statute reflected in Exchange Rule 21F-2.14  
Accordingly, the Fifth Circuit held that because Asadi did not provide information to the 
Commission, he is not a whistleblower within the meaning of Dodd-Frank, and affirmed the 
dismissal of the complaint. 

The Second Circuit Decision in Berman v. Neo@Ogilvy LLC 

Over two years passed before another U.S. Circuit Court of Appeals considered the relationship 
between the Dodd-Frank definition of whistleblower and the protected disclosure provision.  
When presented with this issue in Berman v. Neo@Ogilvy LLC, the U.S. Court of Appeals for the 

                                                      
12 Id. at 627-28. 
13 Id. at 628. 
14 Id. at 629. 



 

Second Circuit issued a holding diametrically opposed to the holding of the Asadi court, finding 
that the tension between these two provisions of Dodd-Frank creates sufficient ambiguity to 
warrant deference to the Commission’s interpretation.15  Therefore, the Second Circuit held 
that plaintiff was entitled to pursue Dodd-Frank whistleblower protection claims based upon an 
internal report of wrongdoing, despite not having made a report to the Commission prior to his 
termination. 

In Berman, the plaintiff Daniel Berman (Berman) was the finance director of defendant 
Neo@Ogilvy LLC (Neo).  Berman alleged that in that capacity, he made an internal report of 
accounting fraud, including conduct that violated Generally Accepted Accounting Principles, 
SOX, and Dodd-Frank, following which his employment was terminated as a result of his 
whistleblowing activities.  Thereafter, he reported the allegations to the audit committee of 
Neo’s parent company and later, to the SEC.  Berman filed a complaint in the United States 
District Court for the Southern District of New York against Neo and its parent company 
alleging, among other things, that the termination of his employment violated the Dodd-Frank 
whistleblower-protection provisions and the defendants moved for summary judgment.  
Although the Magistrate Judge to whom the motion was referred recommended that Berman 
be considered a whistleblower for purposes of Dodd-Frank, the District Court disagreed and 
dismissed the complaint in its entirety.  Berman appealed.   

On appeal, the Second Circuit acknowledged that there was no “direct conflict” between the 
Commission reporting requirement in the definition of whistleblower and the absence of that 
requirement in the protected disclosure provision or the provisions of SOX referenced therein.  
Nevertheless, in the Second Circuit’s view, the interaction between the two so limited the 
scope of the protected disclosure provision, that it raised the question of whether it made the 
statute so unclear as to warrant Chevron deference to Exchange Rule Act 21F-2.  The Berman 
court likened the situation to the issue faced by the U.S. Supreme Court in Burwell v. King,16 
where, interpreting the Affordable Care Act as a whole, the majority of the Court read a 
provision more broadly than actually written to avoid undermining the operation of the 
statute.17   

Testing the tension between the relevant provisions, the Second Circuit explored the 
“simultaneous employer/Commission reporting example” described in Asadi.  Unlike the Fifth 
Circuit, which relied upon the scenario of simultaneous reporting to demonstrate that the 
statute was unambiguous, the Berman court determined that for legal and practical reasons, 
instances of simultaneous reporting, while possible, would be so rare that “there would be 

                                                      
15 Berman, 2015 WL 5254916.  
16 135 S.Ct. 2480 (2015). 
17 Berman, 2015 WL 5254916 at *. 



 

virtually no situation where an SEC reporting requirement would leave [the protected 
disclosure provision] with any scope.”18  Some potential whistleblowers, the court reasoned, 
will choose to report only to their employer, with the hope of ending any wrongdoing and 
limiting the likelihood of retaliation that may accompany reporting to a government agency.  
More importantly, certain categories of employees, particularly auditors and attorneys, are 
required by law to make internal reports before reporting to a government agency.  Such 
employees would be deprived of almost all Dodd-Frank whistleblower protection if required to 
report to the Commission. 

In light of these realities as to the sharply limiting effect of a 
Commission reporting requirement on all whistleblowers seeking 
the SOX remedies promised by Dodd-Frank for those who report 
wrongdoing internally, the question becomes whether Congress 
intended to add [the protected disclosure provision] to [the Dodd-
Frank whistleblower-protection provisions] only to achieve such a 
limited result.19 

The Court’s examination of the legislative history shed no light on Congressional intent with 
respect to its scope, as it was added after the House and Senate versions of Dodd-Frank went to 
Conference Committee.20 

Ultimately, the Second Circuit held that the statute is sufficiently ambiguous to give Chevron 
deference to the SEC’s interpretation and that under Exchange Rule 21F-2(b)(1), Berman is 
entitled to pursue Dodd-Frank whistleblower protection claims.21  In so holding, the Second 
Circuit acknowledged that its decision would create a circuit split, but also noted that the 
majority of district court cases to have considered this issue held that the statute was 
ambiguous and deferred to the SEC rule.22  Interestingly, the decision makes clear in dicta that 
the Berman court believes that a broader reading of the statute is in keeping with 
Congressional intent. 

Looking Ahead 

With only two circuits weighing in, and taking starkly different positions, the issue of whether 
an employee must report suspected securities laws violations to the Commission to warrant 
Dodd-Frank whistleblower protection is likely to be a topic of ongoing controversy.  Given the 
ever increasing complexity of the regulatory environment, heightened reporting requirements, 

                                                      
18 Id. at *7. 
19 Id. at *7. 
20 Id. 
21 Id. at *9. 
22 Id. at *8. 



 

and scrutiny given to retaliation claims, employers should take reports seriously and implement 
precautions to safeguard whistleblowers from retaliation. 
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FinCEN Orders an Expansion of  
Anti-Money Laundering Programs 

 

June 2, 2016

On May 11, 2016, the U.S. Treasury 
Department’s Financial Crimes Enforcement 
Network (“FinCEN”) issued final rules (the 
“Final Rules”) under the Bank Secrecy Act (the 
“BSA”) that expand customer due diligence 
(“CDD”) requirements applying to banks, broker-
dealers, mutual funds, futures commission 
merchants and introducing brokers (“Covered 
Institutions”).1  Under the Final Rules, a 
Covered Institution is required to supplement its 
current anti-money laundering (“AML”) program 
to (i) verify the identity of the “beneficial owners” 
of a Covered Institution’s “legal entity customers”2 
(subject to certain exemptions, as noted below) 

                                                
1 Customer Due Diligence Requirements for Financial 

Institutions; Final Rule, 81 Fed. Reg. 29398 (May 
11, 2016) (to be codified at  31 C.F.R. pt. 1010, 
1020, 1023, 1024 and 1026) (the “Final Rules”).  
Under the Final Rules, “covered financial 
institution” has the meaning set forth in 31 C.F.R. 
§1010.605(e)(1). 

2 The Final Rules define “legal entity” as a 
corporation, limited liability company, or other entity 
that is created by the filing of a public document with 
a Secretary of State or similar office, a general 
partnership, and any similar entity formed under the 
laws of a foreign jurisdiction that opens an account.  

(“Customers”), and (ii) monitor suspicious 
activity and update customer information 
(including information regarding beneficial 
ownership) against risk profiles established for each 
Customer.  Covered Institutions must comply with 
the Final Rules by May 11, 2018 (the “Effective 
Date”).  

According to FinCEN, the Final Rules are 
necessary to clarify and strengthen CDD under the 
BSA regime, and are intended to “enhance 
financial transparency and help safeguard the 
financial system against illicit use.”3  The Final 
Rules are viewed by FinCEN as synergistic with 
both domestic efforts to prevent abuse of the 
financial system (e.g., by assisting law enforcement 
to identify certain bad actors attempting to conceal 
illicit activity) and recent international efforts to 
promote an information exchange with other 
jurisdictions (most recently, under the Foreign 
Account Tax Compliance Act (“FATCA”)).4  

Generally, the Final Rules will require a 
Covered Institution to complement its existing 

                                                
3 See Final Rules, at 29399.  
4 See Final Rules, at 29399 – 29401.  



                         

 

AML program to require risk-based analyses on an 
ongoing basis, a higher standard of diligence than 
required by the current BSA regime.  In this 
Stroock Special Bulletin, we summarize the 
Final Rules and discuss their practical application. 

1. Background 

In the Executive Summary to the Final Rules, 
FinCEN stated its belief that strong CDD is the 
cornerstone of an effective AML program.  
FinCEN outlined four “core elements” of CDD, 
as follows: (i) customer identification and 
verification; (ii) beneficial ownership identification 
and verification; (iii) understanding the nature and 
purpose of customer relationships to develop a 
customer risk profile; and (iv) ongoing monitoring 
for reporting suspicious transactions and, on a risk-
basis, maintaining and updating customer 
information.5  The Final Rules codify these “core 
elements” by amending current AML program 
rules applying to Covered Institutions. 

2. Beneficial Ownership 

Under the Final Rules, a Covered Institution is 
required to supplement its AML program by 
establishing and maintaining written procedures 
designed to identify and verify (at the time a new 
account is opened) the beneficial owners of a 
Customer that opens an account on or following 
the Effective Date.6  

                                                
5 See Final Rules, at 29398. 
6 See Final Rules, at 29404.  While FinCEN declined 

to impose a categorical retroactive requirement in 
respect of this prong of the Final Rules, Covered 
Institutions are expected to collect beneficial 
ownership information from Customers existing at 
the Effective Date pursuant to a Covered Institution’s 
obligations under the Final Rules requiring ongoing 
monitoring.  See infra.  

Identification Procedure 

A Covered Institution may identify a Customer’s 
beneficial owners by obtaining a certification in the 
form and substance of Appendix A (attached 
hereto, as appended to the Final Rules) from the 
individual opening the account on behalf of the 
Customer, or by obtaining such information from 
such individual “by other means, provided that the 
individual certifies, to the best of the individual’s 
knowledge, the accuracy of the information.”7   

This flexibility is intended to promote 
compliance with the beneficial owner requirement 
under the Final Rules, without disruption of a 
Covered Institution’s existing systems and 
processes, and without requiring a heightened 
knowledge threshold beyond current policies 
addressing document verification.8  Consequently: 
a Covered Institution may use its own form, 
provided it meets the substantive requirements of 
the Final Rules and Appendix; neither Appendix A 
nor any document a Covered Institution decides to 
use is required to be notarized; and the Final Rules 
do not require additional corporate approvals or 
certifications to authenticate the identity of the 
beneficial owners.  It is important to note that a 
Covered Institution may not rely on previously 
collected information (e.g., IRS Form W-8BEN) 
to satisfy this verification requirement.9  Also, the 

                                                
7 See Final Rules, at 29451 (to be codified at 31 C.F.R. 

§ 1010.230(b)(1)).   
8 See Final Rules, at 29405. 
9 See Final Rules, at 29406.  While FinCEN 

recognized that relying on existing information may 
facilitate compliance with the Final Rules, it believes 
that beneficial information  is more accurately 
collected on the account opening date.  FinCEN also 
notes that FinCEN’s definition of beneficial 
ownership does not align precisely with, for example, 
the form prescribed by FATCA.  



                         

 

Final Rules require a Covered Institution to 
identify and verify the beneficial ownership of a 
Customer each time that Customer opens a new 
account.10  

Verification Procedure 

A Covered Institution must verify the identity of 
each beneficial owner (i.e., to verify the 
individual’s existence, not the individual’s status as 
beneficial owner) “according to risk-based 
procedures to the extent reasonable and 
practicable.”11  The Final Rules provide that such 
procedures should contain, at a minimum, 
elements required under a Covered Institution’s 
customer identification program (“CIP”) for 
verifying the identity of customers that are 
individuals (i.e., natural persons) as required under 
the relevant implementing regulations,12 except 
that a Covered Institution may use photocopies or 
other reproductions of the required documents 

                                                
10 See Final Rules, at 29452 (to be codified at 31 C.F.R. 

§ 1010.230(g)), which defines “new account” as 
“each account opened at the covered financial 
institution by a legal entity customer on or after the 
applicability date.”  FinCEN believes that opening a 
new account is  a relatively convenient and otherwise 
appropriate occasion to obtain current information 
regarding a customer’s beneficial owners. 

11 See Final Rules, at  29407.  Under the Final Rules, 
FinCEN requires verification be carried out through 
risk-based procedures identical to the Covered 
Institutions’ procedures required for verifying the 
identity of  individual customers (i.e., “natural 
persons”) under 31 C.F.R. § 1020.  FinCEN believes 
that this position will facilitate compliance through 
allowing a Covered Institution to leverage its existing 
procedures  and systems.   

12 See 31 C.F.R. § 1020.220(a)(2) (for banks), 31 
C.F.R. § 1023.220(a)(2) (for brokers and dealers in 
securities), 31 C.F.R. § 1024.220(a)(2) (for mutual 
funds), 31 C.F.R. § 1026.220(a)(2) (for futures 
commission merchants or introducing brokers in 
commodities).  

(e.g., government-issued identification evidencing 
nationality or residence).  A Covered Institution 
may also rely on information supplied by the 
Customer regarding the identity of  the beneficial 
owner(s), provided that the Covered Institution 
“has no knowledge of facts that would reasonably 
call into question the reliability of such 
information.”13  

Beneficial Owner Definition   

The Final Rules define “beneficial owner” as 
follows: (i)  each individual, if any, who directly or 
indirectly, through any contract, arrangement, 
understanding, relationship or otherwise, owns 
25% or more of the equity interest of a legal entity 
customer; and (ii) an executive officer or senior 
manager (e.g., a Chief Executive Officer, Chief 
Financial Officer, Chief Operating Officer, 
Managing Member, General Partner, President, 
Vice President or Treasurer), or any other 
individual who regularly  performs similar 
functions.  FinCEN stated that it recognizes that, 
in practice, the number of beneficial owners 
disclosed will vary based on the circumstances (the 
Final Rules include practical examples.14) 

Exclusions  

The Final Rules include several exclusions to the 
definition of “legal entity customer,”15 the most 
notable of which include the following: 

                                                
13 See Final Rules, at 29451  (to be codified at 31 

C.F.R. § 1010.230(b)(2)).  FinCEN stated that “the 
customer is generally the best source of information, 
and that there is generally no other source of 
beneficial information available to covered financial 
institutions, aside from the legal entity itself.”  Id. at 
29407. 

14 See Final Rules, at 29407. 
15 See 31 C.F.R.  § 1010.230 (e)(2). 



                         

 

• a financial institution regulated by a Federal 
functional regulator or a bank regulated by a 
State bank regulator; 

• an investment company, as defined in section 
3 of the Investment Company Act of 1940, 
that is registered with the SEC; 

• an investment adviser, as defined in section 
202(1)(11) of the Investment Advisers Act of 
1940, that is registered with the SEC; 

•  bank holding company, as defined in section 
2 of the Bank Holding Company Act of 1956, 
or a savings and loan holding company; 

• a pooled investment vehicle that is operated 
or advised by a financial institution that is 
excluded under the Final Rules; 

• a foreign financial institution established in a 
jurisdiction where the regulator of such 
institution maintains beneficial ownership 
information regarding such institution; and 

• any other entity registered with the SEC 
under the Securities Exchange Act of 1934. 

Additional Requirements Proposed 

On May 5, 2016, the Department of the 
Treasury sent a letter16 to the U.S. House of 
Representatives urging Congress to take “decisive 
action” to address certain threats to the financial 
system.  The Department of the Treasury urged 
Congress to pass legislation requiring companies to 
disclose the “real person behind the company” 
upon incorporation—going further than what the 
Final Rules mandate. 

                                                
16 Letter from Jacob J. Lew, Department of the 

Treasury, to the Honorable Paul D. Ryan, Speaker, 
U.S. House of Representatives (May 5, 2016), 
available at  https://www.treasury.gov/press-center/press-

releases/Documents/Lew%20to%20Ryan%20on%20CDD.PDF. 

3. AML Program  

The Final Rules amend the AML program 
requirements under the BSA for each category of 
Covered Institutions to explicitly include items (iii) 
and (iv) of the four core elements of CDD noted 
above.  In addition to the current AML regime 
under the BSA, Covered Institutions are now 
required to implement and maintain a written 
AML program that includes, at a minimum, 
appropriate risk-based procedures for conducting 
ongoing customer due diligence, to include 
(without limitation) the following: (i) 
understanding the nature and purpose of customer 
relationships for the purpose of developing a 
customer risk profile; and (ii) conducting ongoing 
monitoring to identify and report suspicious 
transactions and, on a risk basis, to maintain and 
update customer information (including 
information regarding beneficial owners).  The 
Final Rules codify existing expectations for 
covered financial institutions to comply with their 
requirements to report suspicious activity.17  

With respect to the fourth element of CDD 
(monitoring activity for suspicious activity), 
FinCEN clarified that these obligations are event-
driven: a Covered Institution is required to update 
customer information when it detects, in the 
course of its ordinary monitoring activities, 
information “that is relevant to assessing or 
reevaluating the risk posed by the customer.”18  
For example, the Final Rules would not require  a 

                                                
17 See 31 C.F.R. §1020.320(a) (requiring banks to 

report suspicious transactions relevant to a possible 
violation of law or regulation). See also Federal 
Financial Institutions Examination Council, Bank 
Secrecy Act / Anti-Money Laundering Examinations 
Manual (2014). 

18 See Final Rules, at 29398. 

https://www.treasury.gov/press-center/press-releases/Documents/Lew%20to%20Ryan%20on%20CDD.PDF
https://www.treasury.gov/press-center/press-releases/Documents/Lew%20to%20Ryan%20on%20CDD.PDF


                         

 

Covered Institution to continually monitor the 
equity interests and management team of its 
Customers, but a Covered Institution would be 
required to update this information when its 
existing processes (in the normal course) highlight 
a risk posed by the Customer.  FinCEN explained 
that such events may include, for example, “a 
significant and unexplained change to the 
customer’s activity,” or a change in the beneficial 
ownership that triggers an increased risk profile of 
the Customer.19  Developing a risk profile (by 
understanding the nature and purpose of its 
relationship with the Customer) will, according to 
FinCEN, provide a baseline against which 
suspicious activity is identified.   

4. Regulatory Deference  

FinCEN explained that the Final Rules 
represent “a floor not a ceiling,” and that nothing 
in the Final Rules is intended “to lower, reduce or 
limit the due diligence expectations of the Federal 
functional regulators or in any way limit their 
existing regulatory discretion.”20  FinCEN 
indicated that it “appreciates” the concerns of 
commenters about the possibility of “uneven and 
inconsistent application of the CDD standards” 
among the various Federal functional regulators, 
but indicated that the nature of its relationships 
with these regulators is such that this possibility 
cannot be avoided.  Covered Institutions should 
consult with their own Federal functional regulator 
to determine how that regulator will apply the 
Final Rules.  For a holding company that houses 
several Covered Institutions, each with a different 
Federal functional regulator, care must be taken 
that each Covered Institution complies with the 

                                                
19 See Final Rules, at 29398. 
20 See Final Rules, at 29403.  

appropriate regulator’s application of the Final 
Rules.  

5. Implications  

Covered Institutions should assess their current 
platforms to ensure their current CDD and AML 
monitoring programs are well-placed to integrate 
requirements to verify beneficial owners (and to 
update this information on a risk-basis), and to 
better understand the nature of their customers’ 
businesses moving forward.  Particularly, Covered 
Institutions should evaluate current on-boarding 
forms and procedures and ensure that information 
provided during the on-boarding process, 
including information on a customer’s business 
purpose, is used to establish a baseline against 
which red flags are identified. 
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APPENDIX A 

CERTIFICATION REGARDING 
BENEFICIAL OWNERS OF LEGAL ENTITY 

CUSTOMERS 
I. GENERAL INSTRUCTIONS 

What is this form? 

To help the government fight financial crime, Federal regulation requires certain financial institutions to 
obtain, verify, and record information about the beneficial owners of legal entity customers.  Legal entities 
can be abused to disguise involvement in terrorist financing, money laundering, tax evasion, corruption, 
fraud, and other financial crimes.  Requiring the disclosure of key individuals who own or control a legal 
entity (i.e., the beneficial owners) helps law enforcement investigate and prosecute these crimes. 

Who has to complete this form? 

This form must be completed by the person opening a new account on behalf of a legal entity with any of 
the following U.S. financial institutions:  (i) a bank or credit union; (ii) a broker or dealer in securities; (iii) 
a mutual fund; (iv) a futures commission merchant; or (v) an introducing broker in commodities. 

For the purposes of this form, a legal entity includes a corporation, limited liability company, or other 
entity that is created by a filing of a public document with a Secretary of State or similar office, a general 
partnership, and any similar business entity formed in the United States or a foreign country.  Legal entity 
does not include sole proprietorships, unincorporated associations, or natural persons opening accounts on 
their own behalf. 

What information do I have to provide? 

This form requires you to provide the name, address, date of birth and Social Security number (or passport 
number or other similar information, in the case of foreign persons) for the following individuals (i.e., the 
beneficial owners): 

(i) Each individual, if any, who owns, directly or indirectly, 25 percent or more of the equity 
interests of the legal entity customer (e.g., each natural person that owns 25 percent or 
more of the shares of a corporation); and 

(ii) An individual with significant responsibility for managing the legal entity customer (e.g., a 
Chief Executive Officer, Chief Financial Officer, Chief Operating Officer, Managing 
Member, General Partner, President, Vice President, or Treasurer). 

The number of individuals that satisfy this definition of “beneficial owner” may vary.  Under section (i), 
depending on the factual circumstances, up to four individuals (but as few as zero) may need to be 
identified.  Regardless of the number of individuals identified under section (i), you must provide the 
identifying information of one individual under section (ii).  It is possible that in some circumstances the 
same individual might be identified under both sections (e.g., the President of Acme, Inc. who also holds a 
30% equity interest).  Thus, a completed form will contain the identifying information of at least one 



                         

 

individual (under section (ii)), and up to five individuals (i.e., one individual under section (ii) and four 25 
percent equity holders under section (i)). 

The financial institution may also ask to see a copy of a driver’s license or other identifying document for 
each beneficial owner listed on this form. 

II. CERTIFICATION OF BENEFICIAL OWNER(S) 

Persons opening an account on behalf of a legal entity must provide the following 
information: 

 
a. Name and Title of Natural Person Opening Account:  
 
 
 
 
b. Name and Address of Legal Entity for Which the Account is Being Opened: 
 
 
 
 
c. The following information for each individual, if any, who, directly or indirectly, through any contract, 

arrangement, understanding, relationship or otherwise, owns 25 percent or more of the equity interests of the legal 
entity listed above: 

 
 
Name Date of Birth Address 

(Residential 
or Business Street 

Address) 

For U.S. Persons: 
Social Security 

Number 

For Foreign 
Persons: Passport 

Number and 
Country of Issuance, 

or other similar 
identification 

number1 
     
     
     
     

(If no individual meets this definition, please write “Not Applicable.”) 
 
d. The following information for one individual with significant responsibility/or managing the legal entity listed 

above, such as: 
  
  An executive officer or senior manager (e.g., Chief Executive Officer, Chief Financial Officer, Chief 

Operating Officer, Managing Member, General Partner, President, Vice President, Treasurer); or 
   
  Any other individual who regularly performs similar functions. 
   
  (If appropriate, an individual listed under section (c) above may also be listed in this 

section (d)). 



                         

 

Name Date of Birth Address 
(Residential 

or Business Street 
Address) 

For U.S. Persons: 
Social Security 

Number 

For Foreign 
Persons: Passport 

Number and 
Country of Issuance, 

or other similar 
identification 

number1 
     
 
 
I, __________________________ (name of natural person opening account), hereby certify, to the 
best of my knowledge, that the information provided above is complete and correct. 

Signature:   Date:   
 
  
 
1In lieu of a passport number, foreign persons may also provide an alien identification card number, or a 
number and country of issuance of any other government-issued document evidencing nationality or 
residence and bearing a photograph or similar safeguard. 

Legal Entity Identifier ______________ (Optional) 

 



                         

 

 

New York 
 Maiden Lane 

New York, NY  - 
Tel: .. 
Fax: .. 

Los Angeles 
 Century Park East 

Los Angeles, CA  - 
Tel: .. 
Fax: .. 

Miami 
Southeast Financial Center 

 South Biscayne Boulevard, Suite  
Miami, FL  - 

Tel: .. 
Fax: .. 

Washington, DC 
 K Street NW, Suite  
Washington, DC  - 

Tel: .. 
Fax: .. 
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This Stroock Special Bulletin is a publication of Stroock & Stroock & 
Lavan  ©  Stroock & Stroock & Lavan . All rights 
reserved. Quotation with attribution is permitted. This Stroock 
publication offers general information and should not be taken or 
used as legal advice for specific situations, which depend on the 
evaluation of precise factual circumstances. Please note that 
Stroock does not undertake to update its publications after their 
publication date to reflect subsequent developments. This Stroock 
publication may contain attorney advertising. Prior results do not 
guarantee a similar outcome. 

Stroock & Stroock & Lavan LLP, with more than 300 attorneys 
in New York, Los Angeles, Miami and Washington, DC, is a law 
firm providing transactional, regulatory and litigation guidance to 
leading financial institutions, multinational corporations, 
investment funds and entrepreneurs in the U.S. and abroad.  Our 
emphasis on excellence and innovation has enabled us to maintain 
long-term relationships with our clients and made us one of the 
nation’s leading law firms for almost 140 years. 

For further information about Stroock Special Bulletins, or other 
Stroock publications, please contact Richard Fortmann, Senior 
Director-Legal Publications, at ... 
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Cross-Border Application of Margin 
Requirements for Uncleared Swaps 

 

June 6, 2016

On May 24, 2016, the Commodity Futures 
Trading Commission (“CFTC”) issued a final 
rule1 (the “CFTC Final Rule”) on the cross-
border application of the CFTC’s margin 
requirements for uncleared swaps for swap dealers 
(“SDs”) and major swap participants (“MSPs”) 
that do not have a prudential regulator. 

On October 30, 2015, the Department of the 
Treasury’s Office of the Comptroller of the 
Currency, Board of Governors of the Federal 
Reserve System, Federal Deposit Insurance 
Corporation, Farm Credit Administration and 
Federal Housing Finance Agency (collectively, the 
“Prudential Regulators”) had jointly adopted a 
final rule and interim final rule that addressed, 
among other topics, the cross-border application of 
margin requirements for uncleared swaps for SDs 
and MSPs that fall under their prudential regulation 
(together, the “Prudential Regulators Final 

                                                
1 Margin Requirements for Uncleared Swaps for Swap 

Dealers and Major Swap Participants—Cross-Border 
Application of the Margin Requirements, 81 Fed. Reg. 
34817 (May 31, 2016). 

Rule” and, with the CFTC Final Rule, the “Final 
Rules”).2 

This Stroock Special Bulletin compares and 
contrasts these Final Rules.3 

Exclusion from U.S. Margin 
Requirements 

Both Final Rules exclude certain uncleared 
swaps from compliance with margin requirements.4  

                                                
2 Margin and Capital Requirements for Covered Swap 

Entities, 80 Fed. Reg. 74839 (Nov. 30, 2015).  The 
Prudential Regulators’ Final Rule also applies to 
uncleared swaps entered into by a security-based 
swap dealer (“SBSD”) or major security-based swap 
participant (“MSBSP”) that is not a SD or MSP.  
Any reference in this Stroock Special Bulletin to 
SDs or MSPs subject to the Prudential Regulators 
Final Rule should also be understood to refer to 
SBSDs and MSBSPs subject to the Prudential 
Regulators Final Rule. 

3 Additional detail on the CFTC and Prudential 
Regulators’ final margin requirements for uncleared 
swaps is provided in the Stroock Special Bulletin 
Final Margin Rules for Uncleared Swaps:  A Comparison, 
available at 
http://www.stroock.com/siteFiles/Publications/Final
MarginRulesforUnclearedSwaps.pdf. 

4 Prudential Regulators Final Rule § __.9(a)-(c); 
CFTC Final Rule, 17 CFR 23.160(b)(2)(ii). 

http://www.stroock.com/siteFiles/Publications/FinalMarginRulesforUnclearedSwaps.pdf
http://www.stroock.com/siteFiles/Publications/FinalMarginRulesforUnclearedSwaps.pdf


                         

 

Under the Prudential Regulators Final Rule, the 
exclusion is available only to “foreign non-cleared 
swaps” of “foreign covered swap entities”.  
“Foreign covered swap entities” are SDs and MSPs 
subject to prudential regulation that are not 
organized under the laws of the United States or 
any State, or a branch, office or “subsidiary”5 of an 
entity organized under the laws of the United 
States or any State.  For a swap to be a “foreign 
non-cleared swap”, the counterparty to the swap 
and any party that “guarantees”6 either the foreign 
covered swap entity’s or the counterparty’s 
obligations under the swap must also not be 
(a) organized under the laws of the United States 
or any State, or a branch or office of an entity 
organized under the laws of the United States or 
any State, (b) a swap entity that is a “subsidiary” of 
an entity organized under the laws of the United 
States or any State or (c) a natural person resident 
of the United States. 

Under the CFTC Final Rule, the exclusion is 
available only to certain uncleared swaps of “non-
U.S. CSEs”.  “Non-U.S. CSEs” are SDs and MSPs 
not subject to prudential regulation that are not 
“U.S. persons”7.  The term “non-U.S. CSE” also 
encompasses any U.S. branch of a non-U.S. CSE, 
although any swap entered into by a U.S. branch 
of a non-U.S. CSE is not eligible for the exclusion.  
In order to qualify for the exclusion, the 
counterparty to the swap and any party that 
“guarantees”8 either the non-U.S. CSE’s or the 
counterparty’s obligations under the swap must not 

                                                
5 The definition of “subsidiary” in the Prudential 

Regulators Final Rule is explained below. 
6 The definition of “guarantee” in the Prudential 

Regulators Final Rule is explained below. 
7 The definition of “U.S. person” in the CFTC Final 

Rule is explained below. 
8 The definition of “guarantee” in the CFTC Final 

Rule is explained below. 

be U.S. persons, and the non-U.S. CSE must not 
be a “Foreign Consolidated Subsidiary”9. 

While the scope of the exclusions in the Final 
Rules are broadly comparable, the CFTC Final 
Rule contains a limitation on its exclusion that is 
not present in the Prudential Regulators Final 
Rule.  Specifically, the CFTC Final Rule provides 
that the exclusion will not apply if (1) an uncleared 
swap would not be eligible for substituted 
compliance10 with respect to initial margin 
collection requirements and (2) a non-U.S. CSE 
enters into an inter-affiliate swap transferring risk, 
directly or indirectly, to a “margin affiliate”11 that 
is a “U.S. CSE” (i.e., a SD or MSP not subject to 
prudential regulation that is a U.S. person) or a 
“U.S. Guaranteed CSE”12. 

                                                
9 The definition of “Foreign Consolidated Subsidiary” 

in the CFTC Final Rule is explained below. 
10 The standards for substituted compliance under the 

CFTC Final Rule are explained below. 
11 The term “margin affiliate” is defined in 17 CFR 

23.151.  Under that definition, an entity is a “margin 
affiliate” of another entity if:  “(1) Either company 
consolidates the other on a financial statement 
prepared in accordance with U.S. Generally Accepted 
Accounting Principles, the International Financial 
Reporting Standards, or other similar standards, (2) 
Both companies are consolidated with a third 
company on a financial statement prepared in 
accordance with such principles or standards, or (3) 
For a company that is not subject to such principles 
or standards, if consolidation as described in 
paragraph (1) or (2) of this definition would have 
occurred if such principles or standards had applied.” 

12 The term “U.S. Guaranteed CSE” is not defined and 
is used only once in the CFTC Final Rule.  The 
preamble to the CFTC Final Rule explains that:  
“This release uses the term ‘U.S. Guaranteed CSE’ 
for convenience only.  Whether a non-U.S. CSE falls 
within the meaning of the term ‘U.S. Guaranteed 
CSE’ varies on a swap-by-swap basis, such that a 
non-U.S. CSE may be considered a U.S. Guaranteed 
CSE for one swap and not another, depending on 
whether the non-U.S. CSE’s obligations under such 
swap are guaranteed by a U.S. person.” 



                         

 

Definitions of “Subsidiary” and 
“Foreign Consolidated Subsidiary” 

The exclusions in the Final Rules do not apply 
to swap entities that are “subsidiaries” (Prudential 
Regulators Final Rule) or “Foreign Consolidated 
Subsidiaries” (CFTC Final Rule) of a U.S. person. 

Under the Prudential Regulators Final Rule, a 
company is a “subsidiary” if any of the following 
three tests are met: 

• “The company is consolidated by the other 
company on financial statements prepared in 
accordance with U.S. Generally Accepted 
Accounting Principles [(“U.S. GAAP”)], the 
International Financial Reporting Standards 
[(“IFRS”)], or other similar standards;” 

• “For a company that is not subject to such 
principles or standards, if consolidation . . . 
would have occurred if such principles or 
standards had applied; or” 

• “[The Prudential Regulator] has determined 
that the company is a subsidiary of another 
company, based on [the Prudential 
Regulator’s] conclusion that either company 
provides significant support to, or is materially 
subject to the risks of loss of, the other 
company.”13 

Under the CFTC Final Rule, a “Foreign 
Consolidated Subsidiary” is defined to include only 
non-U.S. CSEs that:  (1) are part of a consolidated 
group of companies in which there is a U.S. person 
“ultimate parent entity” (defined to mean a parent 
entity “in which none of the other entities in the 
consolidated group has a controlling interest, in 
accordance with U.S. GAAP”) and (2) whose U.S. 
person ultimate parent entity “includes the non-
U.S. CSE’s operating results, financial position and 
statement of cash flows in the U.S. ultimate parent 
entity’s consolidated financial statements, in 
accordance with U.S. GAAP.”14 

                                                
13 Prudential Regulators Final Rule § __.2. 
14 CFTC Final Rule, 17 CFR 23.160(a)(1). 

While publicly traded U.S. companies are 
required to prepare and file consolidated financial 
statements pursuant to U.S. GAAP, privately held 
companies are not.  In the preamble to the CFTC 
Final Rule, the CFTC noted that such privately 
held companies would be subject to the test in the 
“Foreign Consolidated Subsidiary” definition if 
they “prepare consolidated financial statements for 
other purposes (e.g., to provide to creditors as a 
condition to loan or to private investors)[.]”  The 
CFTC rejected the suggestion of two commenters 
that it should amend the “Foreign Consolidated 
Subsidiary” definition to capture such privately 
held companies even if they do not prepare 
consolidated financial statements pursuant to U.S. 
GAAP.  The CFTC also rejected commenters’ 
suggestions that it apply IFRS as an alternative to 
U.S. GAAP, as in the Prudential Regulators Final 
Rule definition of “subsidiary”. 

“Guarantee” Definitions 

Under both Final Rules, a “guarantee” is any 
arrangement pursuant to which a party to an 
uncleared swap has a conditional or unconditional 
legally enforceable right to receive or otherwise 
collect, in whole or in part, payments with respect 
to its counterparty’s obligations under the 
uncleared swap.15  In order to address potential 
concerns about evasion, the term “guarantee” also 
includes any arrangement under which the 
guarantor of an uncleared swap has a right to be 
reimbursed, in whole or in part, by a third party 
with respect to a guarantee of an uncleared swap.  
The CFTC Final Rule provides the following 
illustrative example of how this expansion to the 
definition of “guarantee” would function: 

To illustrate, consider a swap between a 
non-U.S. CSE (“Party A”) and a non-
U.S. person (“Party B”).  Party B’s 
obligations under the swap are 
guaranteed by a non-U.S. affiliate (“Party 

                                                
15 Prudential Regulators Final Rule § __.9(g); CFTC 

Final Rule, 17 CFR 23.160(a)(2). 



                         

 

C”), who in turn has a guarantee from its 
U.S. CSE parent entity on Party C’s 
swap obligations (“Parent D”).  The 
Final Rule would deem a guarantee to 
exist between Party B and Parent D with 
respect to Party B’s obligations under the 
swap with Party A. 

CFTC Final Rule Definition of “U.S. 
Person” 

The CFTC Final Rule defines “U.S. person” to 
include, inter alia, entities organized or 
incorporated in the United States, entities with a 
“principal place of business” in the United States, 
natural persons resident of the United States and 
accounts beneficially owned by any such persons, 
pension plans, trusts and legal entities for which 
U.S. persons bear unlimited responsibility with 
respect to obligations and liabilities.16  The CFTC 
Final Rule’s definition of “U.S. person” applies at 
an entity level, including any foreign branches of 
such entity.  However, “[t]he status of a legal 
person as a U.S. person would not generally affect 
whether a separately incorporated or organized 
legal person in the affiliated corporate group is a 
U.S. person.  Therefore, an affiliate or a subsidiary 
of a U.S. person that is organized or incorporated 
in a non-U.S. jurisdiction would not be deemed a 
U.S. person solely by virtue of being affiliated with 
a U.S. person.” 

In the preamble to the CFTC Final Rule, the 
CFTC explained that “the Commission interprets 
‘principal place of business’ to mean the location 
from which the officers, partners, or managers of 
the legal person primarily direct, control, and 
coordinate the activities of the legal person[,]” a 
definition intended to be consistent with the 2010 
United States Supreme Court decision Hertz Corp. 
v. Friend, 559 U.S. 77 (2010).  With respect to 
investment funds, because “senior personnel that 
direct, control, and coordinate a fund’s activities 
are generally . . . persons who work for the fund’s 

                                                
16 CFTC Final Rule, 17 CFR 23.160(a)(10). 

investment adviser or the fund’s promoter[,]” 
rather than named directors or officers, the CFTC 
has stated that “generally” (but depending on the 
facts and circumstances “relevant to determining 
the center of direction, control and coordination of 
the fund”) the principal place of business of an 
investment fund would be deemed to be the 
United States “if the senior personnel for either 
(1) the formation and promotion of the fund or 
(2) the implementation of the fund’s investment 
strategy are located in the United States[.]” 

Reliance on Written Representations 
of Uncleared Swap Counterparties 

Because “the information necessary for a swap 
counterparty to accurately assess the status of its 
counterparties as U.S. persons or FCSs [Foreign 
Consolidated Subsidiaries] or to determine whether 
a non-U.S. counterparty’s obligations under a swap 
are guaranteed by a U.S. person, may be 
unavailable, or available only through overly 
burdensome due diligence[,]” the CFTC has stated 
that, under the CFTC Final Rule, a swap 
counterparty is entitled to rely on a written 
representation from its counterparty “unless it has 
information that would cause a reasonable person 
to question the accuracy of the representation.”17 

The Prudential Regulators Final Rule and 
preamble does not address whether such reliance 
on written representations would be permitted. 

Treatment of Certain Uncleared 
Swaps Entered into or Guaranteed by 
a U.S. Person 

Under both Final Rules, the regulatory 
obligations of (1) U.S. person SD and MSP 
counterparties and (2) non-U.S. person SD and 
MSP counterparties whose obligations under an 
uncleared swap are guaranteed by a U.S. person are 
dependent on the nature of the particular 
                                                
17 The CFTC explained that this standard is consistent 

with the reliance standard in the CFTC’s external 
business conduct rules, 17 CFR 23.402(d). 



                         

 

counterparty to a specific uncleared swap 
transaction.18 

If the counterparty is another U.S. person or a 
non-U.S. person whose obligations under the 
relevant swap are guaranteed by a U.S. person, the 
uncleared swap transaction would be subject to the 
U.S. margin requirements in full. 

If the counterparty is a non-U.S. person whose 
obligations under the uncleared swap are not 
guaranteed by a U.S. person, the uncleared swap 
transaction is subject to the U.S. variation margin 
requirements in full.  Such an uncleared swap is 
also subject to the U.S. initial margin requirements 
with respect to the amount to be collected by the 
U.S. or U.S.-guaranteed SD or MSP counterparty.  
With respect to the amount of initial margin to be 
posted by that counterparty, the U.S. initial margin 
requirements apply as a baseline but with the 
possibility of substituted compliance (as discussed 
below). 

The margin requirements applicable to a U.S. 
person counterparty are not affected by whether an 
uncleared swap is entered into by a U.S. or a 
foreign branch.  The CFTC explained that 
distinguishing between U.S. and foreign branches 
of a U.S. person counterparty could incentivize 
U.S. SDs or MSPs “to conduct swap activity 
through foreign branches to avoid direct 
compliance with [the] Commission’s margin 
requirements.” 

Treatment of Other Uncleared Swaps 

Both Final Rules provide for the possibility of 
substituted compliance for either or both of U.S. 
initial or variation margin requirements with 
respect to uncleared swaps that are (1) not eligible 
for the exclusion and (2) not entered into or 
guaranteed by a U.S. person.19  This category 

                                                
18 Prudential Regulators Final Rule § __.9(d); CFTC 

Final Rule, 17 CFR 23.160(b)(1). 
19 Prudential Regulators Final Rule § __.9(d); CFTC 

Final Rule, 17 CFR 23.160(b)(2). 

includes certain uncleared swaps entered into by 
non-U.S. person SDs or MSPs that are branches, 
offices or subsidiaries/Foreign Consolidated 
Subsidiaries of U.S. persons, as well as certain 
uncleared swaps entered into with a non-SD/MSP 
that is either a (1) U.S. person or (2) non-U.S. 
person whose obligations under the swap are 
guaranteed by a U.S. person.  As discussed below, 
such uncleared swaps are subject to U.S. margin 
requirements in full as a baseline, with substituted 
compliance available only to the extent allowed by 
the relevant agency. 

Substituted Compliance 

Under both Final Rules, counterparties and 
foreign jurisdiction regulators may, individually or 
collectively, apply for a comparability 
determination from the Prudential 
Regulators/CFTC.20  The determination would be 
made on an element-by-element basis, so it is 
possible, e.g., that a foreign jurisdiction’s “variation 
margin requirements” would qualify for substituted 
compliance, but that its “segregation and 
rehypothecation requirements” would not. 

The preamble to the Prudential Regulators Final 
Rule explains that the development of the 
September 2, 2013 version of the international 
framework “Margin requirements for non-centrally 
cleared derivatives” (the “BCBS-IOSCO 
framework”) issued by the Basel Committee on 
Banking Supervision and the International 
Organization of Securities Commissions “makes it 
more likely that regulators in multiple jurisdictions 
will adopt margin rules for uncleared swaps that are 
comparable.”21  However, the preamble to the 

                                                
20 Prudential Regulators Final Rule § __.9(e); CFTC 

Final Rule, 17 CFR 23.160(c). 
21 According to the preamble to the CFTC Final Rule, 

24 regulatory authorities with “jurisdiction over more 
than 90% of the swaps activities in the world by any 
measure” both participated in the development of the 
BCBS-IOSCO framework and have proposed 
regulatory frameworks that are consistent with the 
BCBS-IOSCO framework. 



                         

 

CFTC Final Rule explains that the BCBS-IOSCO 
framework “leaves certain elements open to 
interpretation . . . and expressly invites regulators 
to build on certain principles as appropriate.”  
Accordingly, “while the BCBS-IOSCO 
framework establishes minimum standards that are 
consistent with the objectives of the Commission’s 
own margin requirements, the Commission notes 
that just because a foreign jurisdiction’s margin 
requirements are consistent with [the BCBS-
IOSCO framework] does not necessarily mean that 
they will be comparable to the Commission’s 
requirements.” 

It is unclear how the substituted compliance 
regime will be implemented.  In the preamble to 
the CFTC Final Rule, the CFTC noted that it 
intended its substituted compliance regime “to 
address . . . concerns” that the final margin 
requirements “may lead to competitive burdens for 
U.S. entities and deter non-U.S. persons from 
transacting with U.S. [SDs and MSPs] and their 
affiliates overseas.”  The CFTC also acknowledged 
that foreign branches of U.S. SDs and MSPs may 
“be at a competitive disadvantage compared to 
non-U.S. CSEs, with whom they may compete in 
the countries in which they are established, by 
virtue of not being eligible for substituted 
compliance.”  The CFTC noted that such 
“potential competitive disparities could be 
minimized to the degree foreign margin 
requirements are harmonized or otherwise 
comparable to the Commission’s.” 

Non-Netting and Non-Segregation 
Jurisdictions 

If an SD or MSP cannot conclude that a netting 
agreement meets the standards set forth for an 
“eligible master netting agreement” in the 
Prudential Regulators’ and CFTC’s margin 
requirements for uncleared swaps, both Final Rules 
allow the SD or MSP to negotiate to post margin 
on a net basis so long as the SD or MSP collects 

margin on a gross basis.22  The CFTC Final Rule 
imposed the additional requirement that a party 
relying on this provision must develop policies and 
procedures to ensure its compliance and maintain 
books and records demonstrating that compliance. 

Both Final Rules also have special provisions 
with respect to swaps entered into by foreign 
branches of U.S. SDs or MSPs or 
subsidiaries/Foreign Consolidated Subsidiaries of 
regulated U.S. entities in jurisdictions where 
compliance with the custodial/segregation 
requirements in the Prudential Regulators’ and 
CFTC’s margin requirements for uncleared swaps 
is unavailable. 

Compliance Schedule 

The Final Rules will be implemented 
concurrently with the Prudential Regulators’ and 
CFTC’s margin requirements for uncleared swaps.  
The compliance schedule for those margin 
requirements is as follows. 

The first compliance date for the margin 
requirements is September 1, 2016.  On that date, 
both initial and variation margin requirements 
commence for any SD or MSP which, combined 
with all its affiliates and its counterparty combined 
with all its affiliates, has an average daily aggregate 
notional amount of non-exempt uncleared swaps, 
uncleared security-based swaps, foreign exchange 
forwards and foreign exchange swaps for March, 
April and May of 2016 that exceeds $3 trillion. 

Variation margin requirements commence for all 
other uncleared swap transactions subject to the 
Final Rules on March 1, 2017. 

Initial margin requirements for other covered 
swap transactions commence between September 
1, 2017 and September 1, 2020, depending on the 
average daily aggregate notional amount of non-
exempt uncleared swaps, uncleared security-based 

                                                
22 Prudential Regulators Final Rule § __.5(a)(4); CFTC 

Final Rule, 17 CFR 23.160(d). 



                         

 

swaps, foreign exchange forwards and foreign 
exchange swaps for March, April and May of the 
year for the SD or MSP combined with all its 
affiliates and its counterparty combined with all its 
affiliates. 

On September 1, 2017, initial margin 
requirements commence when the average daily 
aggregate notional amount for March, April and 
May of 2017 exceeds $2.25 trillion. 

On September 1, 2018, initial margin 
requirements commence when the average daily 
aggregate notional amount for March, April and 
May of 2018 exceeds $1.5 trillion. 

On September 1, 2019, initial margin 
requirements commence when the average daily 
aggregate notional amount for March, April and 
May of 2019 exceeds $750 billion. 

Initial margin requirements commence for all 
other uncleared swap transactions subject to the 
margin requirements on September 1, 2020. 
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SEC Enforcement Heightens Concern 
Over Broker-Dealer Registration For 

Private Equity Firms 
 

June 8, 2016

The Securities and Exchange Commission 
(“SEC”) recently announced it had settled charges 
for alleged unregistered brokerage activity and 
other alleged securities law violations with private 
equity fund advisory firm Blackstreet Capital 
Management (“BCM”).  The enforcement action, 
in which a general partner was found to have 
improperly acted as an unregistered broker-dealer 
after earning a success fee on portfolio transactions 
that BCM brokered in-house, signals the SEC’s 
increasing scrutiny of sponsors and managers 
engaging in similar activities. 

Background on Broker-Dealer 
Registration in Private Equity 
Transactions 

Private equity firms often assume that success 
fees charged on portfolio company transactions are 
safe from the broker-dealer registration obligations 
of Section 15 of the Securities Exchange Act of 
1934 (the “Exchange Act”), which require any 
person engaged in the business of effecting 
securities transactions for the account of others to 

register with the SEC and join a self-regulatory 
organization.  

Sponsor confidence in this assumption was first 
called into question when, on April 5, 2013, David 
Blass, then chief counsel in the SEC’s Division of 
Trading and Markets, raised the specter of 
registration in a speech before the American Bar 
Association.1  Mr. Blass, speaking only for himself 
and not on behalf of the SEC, told the assembled 
audience that broker-dealer registration 
requirements broadly extended to whenever “the 
private fund adviser, its personnel, or its affiliates 
receive transaction-based compensation for 
purported investment banking or other broker 
activities relating to one or more of the fund’s 
portfolio companies.” 

                                                
1 David W. Blass, Chief Counsel, SEC’s Div. of 

Trading and Mkts., Address to the American Bar 
Association Trading and Markets Subcommittee: A 
Few Observations in the Private Fund Space (Apr. 5, 
2013), available at 
http://www.sec.gov/news/speech/2013/spch040513
dwg.htm. 



                         

 

To Mr. Blass, it was “crystal clear” that “at least 
for potential broker-dealer status questions, the 
fund and the general partner are distinct entities 
with distinct interests,” and that a mere “salesman’s 
stake” in any sale of a security by an entity other 
than its issuer was sufficient to require registration.  
In a subsequent informal exchange on September 
26, 2013, Mr. Blass further stated that the SEC, 
except in the foreign broker-dealer context, had 
never used “sophistication of the purchaser” as a 
factor in determining if an entity’s activity would 
require it to register as a broker-dealer.2 

Uncertainty ensued, which eased somewhat 
when the SEC issued a no-action letter on January 
31, 20143 (the “M&A Broker No-Action Letter”) 
that allowed brokers to engage without registration 
in certain activities related to the purchase or sale 
of privately-held companies, including the receipt 
of transaction-based compensation, considered the 
“hallmark” of broker-dealer activity by the SEC.  
The letter itself, however, conditioned the 
exemption on a lengthy list of factors and was 
ineffectual unless also adopted by applicable state 
law regulators.  In many ways, the relief 
experienced by the private equity community from 
the M&A Broker No-Action Letter arose not so 
much from actual guidance but from the 
appearance that the SEC had pulled away from the 
narrower, more aggressive enforcement posture 
articulated by Mr. Blass the preceding year. 

                                                
2 The structure of private equity transactions, in which 

sophisticated investors are plainly aware of the close 
relationship of a fund to its sponsor or manager, was 
sometimes perceived to obviate the regulatory 
concern that underlies the broker-dealer registration 
requirement – that unsophisticated investors would 
be unaware of the potential conflicts of interest 
between the issuer of a security and the entity 
effecting the sale of that security. 

3 M&A Brokers, SEC no-action letter (pub. avail. Jan. 
31, 2014), available at 
https://www.sec.gov/divisions/marketreg/mr-
noaction/2014/ma-brokers-013114.pdf. 

SEC Enforcement Action Against 
Blackstreet Capital Management 

After a couple of years of relative stalemate, this 
interpretative tug of war resumed anew last week 
with a sudden and forceful pull from the SEC, as it 
formally settled an enforcement action against 
BCM.4 

BCM is a Maryland-based private equity fund 
advisory firm owned by Murry N. Gunty.  BCM, 
a registered private equity fund adviser that was 
neither registered as, nor affiliated with, a broker-
dealer, provided investment advisory services to 
two private equity funds that invested in 
undervalued portfolio companies, for which BCM 
received a management fee.5  

According to the SEC, BCM provided 
brokerage services to, and received deal fees from, 
portfolio companies of the funds in connection 
with buying and selling portfolio companies or 
their assets (some of which involved the purchase 
or sale of securities).6  Rather than engaging 
investment banks or broker-dealers to provide 
those brokerage services, BCM allegedly 
performed them in-house, including soliciting 
deals, identifying buyers or sellers, negotiating and 
structuring transactions, arranging financing, and 
executing the transactions.  The SEC alleged that 
BCM received at least $1,877,000 in transaction-
based compensation for providing these brokerage 
services.  

                                                
4 In the Matter of Blackstreet Capital Management, LLC, et 

al., No. 3-17267 (June 1, 2016), available at 
https://www.sec.gov/litigation/admin/2016/34-
77959.pdf. 

5 According to SEC order, BCM neither admitted nor 
denied the SEC’s findings as determined in the 
settlement. 

6 The SEC noted that, as part of BCM’s investment 
strategy for acquisition transactions, BCM would first 
form an acquisition vehicle, which BCM referred to 
as a portfolio company, and then the acquisition 
vehicle would purchase a controlling interest in the 
actual operating company. 

https://www.sec.gov/divisions/marketreg/mr-noaction/2014/ma-brokers-013114.pdf
https://www.sec.gov/divisions/marketreg/mr-noaction/2014/ma-brokers-013114.pdf
https://www.sec.gov/litigation/admin/2016/34-77959.pdf
https://www.sec.gov/litigation/admin/2016/34-77959.pdf


                         

 

Though the SEC order concluded only that 
BCM violated Section 15 of the Exchange Act by 
acting as an unregistered broker-dealer in this 
regard, the SEC’s press release opined further that 
“[t]he rules are clear: before a firm provides 
brokerage services and receives compensation in 
return, it must be properly registered within the 
regulatory framework that protects investors and 
informs our markets… Blackstreet clearly acted as a 
broker without fulfilling its registration 
obligations.”7 

The SEC order concluded by requiring BCM to 
pay more than $3 million in total fines, including 
disgorgement and interest penalties.8 

Implications 

This recent SEC action suggests that sponsor 
concerns over Mr. Blass’s speech in 2013 were 
well-founded.  One immediate implication is that a 
sponsor or manager who performs in-house 
brokerage services for its portfolio companies may 
not receive transaction-based compensation unless 
it is registered as, or affiliated with, a broker-dealer. 

Another implication appears to be that 
protections afforded by the M&A Broker No-
Action Letter are indeed limited.  Additional SEC 
guidance will be required, however, to determine 

                                                
7 Press Release, Securities and Exchange Comm’n, 

SEC: Private Equity Fund Adviser Acted As Unregistered 
Broker (June 1, 2016), 
https://www.sec.gov/news/pressrelease/2016-
100.html. 

8 The SEC also determined that BCM committed, 
among others, the following alleged securities law 
violations: (1) BCM charged its portfolio companies 
certain operating oversight fees that were not 
expressly authorized by the fund’s governing 
documents, which fees were not disclosed to the 
fund’s limited partners until after BCM received 
them; and (2) BCM used fund assets to make political 
and charitable contributions and to pay for 
entertainment expenses, neither of which purposes 
were expressly authorized by the funds’ governing 
documents.  BCM allegedly further failed to 
adequately keep records of whether entertainment 
expenses were for business or personal use. 

how robust such inferences will ultimately prove.  
For example, to qualify for the M&A broker 
exemption under the M&A Broker No-Action 
Letter, the broker may not do, among other 
actions, any of the following: 

1. Have the power to bind any party to the 
transaction. 

2. Directly, or indirectly through affiliates, 
provide financing for the transaction.  

3. Handle funds or securities issued or 
exchanged in the transaction. 

4. Arrange a group of buyers (unless the group 
was formed without the broker’s effort).  

5. Facilitate a purchase or sale for less than 25% 
of voting securities.  

6. Facilitate a transaction resulting in the 
transfer of interests to a passive buyer. 

7. Facilitate a transaction where any party is a 
shell company.  

8. Fail to be in compliance with bad boy 
provisions. 

Because the SEC order did not mention the 
M&A Broker No-Action Letter in its ruling, it is 
not yet known whether the SEC considered the 
M&A broker exemption relevant at all.  Even if it 
did, it is unclear whether BCM’s alleged 
structuring of brokered transactions failed to meet 
one or more of the factors listed above, and if so, 
whether any of the factors weighed more heavily 
in the SEC’s analysis.  Consequently, additional 
SEC guidance will be required to determine what 
structuring considerations might be advantageous 
for unregistered sponsors or managers who would 
like to receive success fees for brokerage activity 
performed in-house on behalf of their portfolio 
companies.9  

                                                
9 It should be noted that Mr. Blass stated that to the 

extent an advisory fee is wholly reduced or offset by 
the amount of the deal fee, such fee could be viewed 
as another way to pay the advisory fee, which would 
not raise broker-dealer registration concerns. 

https://www.sec.gov/news/pressrelease/2016-100.html
https://www.sec.gov/news/pressrelease/2016-100.html


                         

 

Conclusion 

Unless and until the SEC issues further favorable 
guidance on this issue, sponsors or managers who 
expect to receive a deal fee for portfolio 
transactions (and do not qualify for relief under the 
M&A Broker No-Action Letter) should consider 
registering as a broker-dealer or else engage or 
affiliate with a registered third party broker-dealer 
to effect the securities transactions of their portfolio 
companies on their behalf. 

 
By Michael C. Keats, a Partner in the Litigation 
and Capital Markets/Securities Practice Groups of 
Stroock & Stroock & Lavan LLP, Lior J. Ohayon, 
a Partner in Stroock’s Private Funds Practice 
Group, Michael Benz, an associate in Stroock’s 
Corporate Practice Group, and Joel T. Dodge, an 
associate in Stroock’s Litigation Practice Group. 
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Ambac Assurance Corp. v. Countrywide Home 
Loans, Inc.:  

New York Court of Appeals Rejects Expansion 
of the Common Interest Exception to Waiver of 

Attorney-Client Privilege 
 

June 14, 2016

The New York Court of Appeals recently issued 
a decision rejecting the expansion of  the common 
interest exception to waiver of the attorney-client 
privilege.  In a split decision issued June 9, 2016, 
the Court of Appeals held in Ambac Assurance Corp. 
v. Countrywide Home Loans, Inc. that the common 
interest exception applies only where shared 
information relates to the parties’ legal interest in a 
pending or threatened litigation.1  This ruling 
overturns an Appellate Division, First Department 
decision that held the exception applied even in 
the absence of a pending or threatened litigation, 
so long as the communication related to a shared 
legal interest – for instance, the completion of a 
merger. 

The pending-or-threatened litigation 
requirement narrows the availability of this 

                                                
1 Ambac Assurance Corp. v. Countrywide Home Loans, 

Inc., No. 80, 2016 N.Y. Lexis 1649 (N.Y. June 9, 
2016).  

important exception.  Although the decision 
should be of interest to all attorneys and parties 
considering the disclosure of privileged information 
to a third party, it should be of particular interest to 
corporate transactional practitioners, as it will have 
consequences for parties sharing privileged 
communications in certain corporate transactions. 

A. The Attorney-Client Privilege and 
the Common Interest Exception 

The attorney-client privilege is a long-standing 
evidentiary rule that shields certain 
communications from intrusion by third parties.  
The privilege is designed to encourage clients to 
make “full and frank” disclosures to their 
attorneys.2  For a communication to be privileged, 
it must involve a confidential communication 
between an attorney and client that has as its 

                                                
2 Upjohn Co. v. United States, 449 U. S. 383, 389 

(1981); Spectrum Sys. Int’l Corp. v. Chemical Bank, 78 
N.Y.2d 371, 377 (1991). 



                         

 

primary or predominant purpose the giving or 
receiving of legal advice.3 

Typically, the presence of a third party – either 
contemporaneously with the communication, or 
after the fact, if the holder of the privilege shares 
the communication with a third party – vitiates any 
privilege that may have otherwise existed.  The 
common interest exception relieves parties of this 
sometimes harsh rule, and allows parties to 
maintain privilege over communications that have 
been shared with certain third parties in certain 
contexts.  The exception to traditional waiver rules 
does not expand or alter the scope of what is, in 
the first instance, a privileged communication. 

State and federal courts differ in their application 
of the common interest exception. Some require 
that the communication at issue is not only 
privileged in the first instance, but relevant to the 
parties’ shared legal interest in a pending or 
reasonably anticipated litigation.4  Others eschew a 

                                                
3 Rossi v. Blue Cross & Blue Shield, 73 N.Y.2d 588, 

593-94 (1989); Aetna Cas. & Sur. Co. v. Certain 
Underwriters at Lloyd’s, 263 A.D.2d 367, 368 (1st 
Dep’t 1999). 

4 See, e.g., O’Boyle v. Borough of Longport, 218 N.J. 168, 
193, 198-99 (2014); Hicks v. Commonwealth of Va., 17 
Va. App. 535, 538 (1994); Visual Scene, Inc. v. 
Pilkington Bros., Plc., 508 So. 2d 437, 440 (Fla. Dist. 
Ct. App. 1987); Boyd v. Comdata Network, Inc., 88 
S.W.3d 203, 214-15 (Tenn. App. 2002); Gallagher v. 
Atty. Gen., 141 Md. App. 644, 676-77 (Ct. Special 
App. 2001).  At least eleven other states statutorily 
impose a litigation requirement on the common 
interest exception. Ark. R. Evid. 502(b)(3); Haw. R. 
Evid. 503(b)(3); Ky. R. Evid. 503(b)(3); Me. R. 
Evid. 502(b)(3); Miss. R. Evid. 502(b)(3); N.H. Evid. 
R. 502(b)(3); N.D. R. Evid. 502(b)(3); 12 Okla. Stat. 
§ 2502(B)(3); S.D. R. Evid. § 19-19-502(a)(3); Tex. 
R. Evid. 503(b)(1)(C); Vt. R. Evid. 502(b)(3).  The 
U.S. Court of Appeals for the Fifth Circuit, which 
covers Texas, Louisiana, and Mississippi, also requires 

pending-or-threatened litigation requirement, 
requiring only that the privileged communication 
relate to a shared legal interest.5 

The New York Court of Appeals first 
recognized the common interest exception in 1989 
in the context of a criminal case; the exception was 
subsequently recognized in civil cases.6  Until its 
decision in Ambac Assurance, the Court of Appeals 
had never addressed whether the common interest 
exception could be invoked in the absence of a 
pending or anticipated litigation.  When squarely 
confronted with the issue, trial and intermediate 
appellate courts in the state uniformly imposed the 
litigation requirement.7  Notably, before Ambac 
Assurance, the Appellate Division, First Department 
had never reached the issue. 

                                                                          
a pending or threatened litigation.  In re Santa Fe Int’l 
Corp., 272 F.3d 705, 711 (5th Cir 2001). 

5 See, e.g., Schaeffler v. United States, 806 F.3d 34, 40 
(2d Cir. 2015); In re Teleglobe Communications Corp., 
493 F.3d 345, 364 (3d Cir. 2007); United States v. 
BDO Seidman, LLP, 492 F.3d 806, 816 (7th Cir 
2007); United States v Zolin, 809 F.2d 1411, 1417 (9th 
Cir. 1987); In re Regents of Univ. of Cal., 101 F.3d 
1386, 1390-91 (Fed. Cir. 1996); Hanover Ins. Co. v. 
Rapo & Jepsen Ins. Servs., Inc., 449 Mass. 609, 616 
(2007); McKesson HBOC, Inc. v. Superior Court, 115 
Cal. App. 4th 1229, 1239-40 (Cal. Ct. App. 2004); 
S.F. Pac. Gold Corp. v. United Nuclear Corp., 143 
N.M. 215, 222 (N.M. Ct. App. 2007). 

6 See, e.g., New York v. Osorio, 75 N.Y.2d 80 (1989) 
(applying common interest exception in the criminal 
context); Aetna Cas. & Sur. Co., 176 Misc. 2d 605, 
612-13 (Sup. Ct. N.Y. Cnty. 1998), aff’d., 263 
A.D.2d 367 (1st Dep’t 1999), lv. to appeal dismissed, 
94 N.Y.2d 875 (2000) (extending the doctrine to 
civil cases).  

7 Ambac Assurance, 2016 N.Y. Lexis 1649, at *14-15 
(citing various decisions and treatises). 



                         

 

B. Ambac Assurance 

1. The Underlying Dispute 

Ambac Assurance Company (“Ambac”) issued 
insurance policies to Countrywide Home Loans, 
Inc. (“Countrywide”).  Those policies guaranteed 
payments on certain residential mortgage-backed 
securities.  As a result of the collapse in home 
prices that accompanied the broader financial crisis, 
Countrywide called upon Ambac to make payment 
under the policies.  Ambac then brought an action 
against Countrywide, alleging that Countrywide 
misrepresented the quality of the underlying loans 
to induce Ambac to issue the insurance policies.  
Ambac also named Bank of America (“BofA”) as a 
defendant, arguing that, because of a 2008 merger 
between BofA and Countrywide, BofA was 
responsible for Countrywide’s liabilities. 

During discovery, BofA withheld from Ambac 
several hundred relevant documents based on an 
assertion of privilege.  Those documents were 
exchanged between BofA and Countrywide 
pursuant to the terms of the merger agreement but 
before the merger was closed.  The 
communications concerned merger-related issues, 
including the filing of requisite disclosures, 
obtaining regulatory approvals, and reviewing 
contractual obligations to third parties.  BofA 
argued that although the documents at issue were 
shared with a third party (Countrywide), and that 
such a disclosure would normally result in waiver, 
the privilege was preserved here because BofA and 
Countrywide shared an interest in the successful 
completion of the merger. 

2. Lower Court Rulings 

Ambac moved to compel the production of 
certain privileged documents shared between BofA 

and Countrywide before the merger closed, 
arguing that BofA and Countrywide were not 
affiliated entities at the time of the disclosure and 
they did not share a common legal interest in a 
pending or anticipated litigation.  The Supreme 
Court sided with Ambac, and ordered the 
disclosure of the pre-merger privileged 
communications because, at the time, there was no 
“reasonable anticipation of litigation” that would 
trigger the common interest exception.8 

BofA appealed and the Appellate Division, First 
Department unanimously reversed.9  The First 
Department noted that neither it nor the Court of 
Appeals had previously confronted the issue at 
hand, namely, whether the common interest 
exception applies “where two business entities, 
having signed a merger agreement without 
contemplating litigation, and having signed a 
confidentiality agreement,  required the shared 
advice of counsel in order to accurately navigate 
the complex legal and regulatory process involved 
in completing the transaction.”10  Notwithstanding 
that other New York appellate and trial courts 
conditioned the exception on the presence of a 
pending or threatened litigation, the First 
Department held that the “better approach” – and 
one that was consistent with the rule followed in 
the majority of federal courts – would be to reject 
a litigation requirement.11 

Limiting the common interest exception to 
those instances in which parties were facing a 

                                                
8 Ambac Assurance Corp. v. Countrywide Home Loans, 

Inc., Index No. 651612/2010, 2013 N.Y. Misc. 
LEXIS 4570, at *2-3 (Sup. Ct. N.Y. Cnty. Oct. 16, 
2013).  

9 Ambac Assurance Corp. v. Countrywide Home Loans, 
Inc., 124 A.D.3d 129 (1st Dep’t 2014).  

10 Id. at 136. 
11 Id. at 134. 



                         

 

pending or threatened lawsuit, the court held, 
“would inevitably result … in the onset of 
regulatory or private litigation” because parties to a 
merger – like BofA and Countrywide – would be 
discouraged  from seeking and sharing legal advice 
concerning the merger.12 “This outcome would 
make poor legal as well as poor business policy.”13 

Ambac appealed the First Department’s decision.  
In a split decision, the Court of Appeals reversed.  
Writing for the majority, Judge Pigott, joined by 
Judges Abdus-Salaam, Stein, and Fahey, reinstated 
the rule previously followed in the lower courts, 
requiring that, for the common interest exception 
to apply, the communication at issue must relate to 
the parties’ shared legal interest in a pending or 
reasonably anticipated litigation. Judges Rivera and 
Garcia dissented. Chief Judge DiFiore took no part 
in the decision. 

3. The Majority Opinion 

In rejecting the First Department’s more liberal 
approach to the exception, the Court of Appeals 
distinguished between parties that share a common 
interest in a litigation and those that share a 
common interest in the commercial context.  The 
majority explained that “[w]hen two or more 
parties are engaged in or reasonably anticipate 
litigation in which they share a common legal 
interest, the threat of mandatory disclosure may 
chill the parties’ exchange of privileged 
information,” and, therefore, application of the 
common interest exception in that situation 
“promotes candor that may otherwise have been 
inhibited.”14  The majority held that “[t]he same 
cannot be said of clients who share a common legal 

                                                
12 Id. at 137. 
13 Id. 
14 Ambac Assurance, 2016 N.Y. LEXIS 1649, at *16-17.  

interest in a commercial transaction or other 
common problem but do not reasonably anticipate 
litigation.”15  The majority stressed that it saw no 
harm caused by the pending-or-threatened 
litigation requirement: 

There is no evidence, for example, that 
mergers, licensing agreements and other 
complex commercial transactions have 
not occurred in New York because of 
our State’s litigation limitation on the 
common interest doctrine; nor is there 
evidence that corporate clients will cease 
complying with the law. 

*** 

Put simply, when businesses share a 
common interest in closing a complex 
transaction, their shared interest in the 
transaction’s completion is already an 
adequate incentive for exchanging 
information necessary to achieve that 
end.  Defendants have not presented any 
evidence to suggest that a corporate crisis 
existed in New York over the last twenty 
years when our courts restricted the 
common interest doctrine to pending or 
anticipated litigation, and we doubt that 
one will occur as a result of our decision 
today.16 

The majority held that the rule announced by 
the First Department “could result in the loss of 
evidence of a wide range of communications 
between parties who assert common legal interests 
but who really have only non-legal or exclusively 
business interests to protect.”17  Put differently, for 
the majority, the risk of businesses abusing the 
common interest exception (to shield from 
disclosure otherwise relevant evidence) was greater 

                                                
15 Id. at *17.   
16 Id. at *17-18.  
17 Id. at *19. 



                         

 

than the risk of discouraging parties from sharing 
privileged communications outside of an actual or 
threatened litigation. 

4. The Dissenting Opinion 

The dissenting opinion, penned by Judge Rivera 
and joined by Judge Garcia, stressed that, 
particularly in the corporate context, “[l]egal 
advice is often sought, and rendered, precisely to 
avoid litigation, or facilitate compliance with the 
law, or simply to guide a client’s course of 
conduct.”18  The dissent also argued that, because 
the attorney-client privilege can be invoked absent 
a pending or threatened litigation, that element 
should not be a requirement to invoke the 
common interest exception. 

Under the dissent’s formulation, “the privilege 
should apply to private client-attorney 
communications exchanged during the course of a 
transformative business enterprise, in which the 
parties commit to collaboration and exchange of 
client information to obtain legal advice aimed at 
compliance with transaction-related statutory and 
regulatory mandates.”19  The dissent further 
observed that there is “[n]o rational basis” to 
distinguish between the expectations of 
confidentiality for parties involved in a litigation as 
compared to parties involved in a merger.20 

C. Analysis and Implications 

Parties, particularly in the  context of corporate 
or intellectual property licensing transactions and 
financial restructurings, may be troubled by the 
Court’s ruling. Notably, the majority decision 
carefully states: 
                                                
18 Id. at *27 (Rivera, J., dissenting) (quoting Spectrum 

Sys. Int’l Corp., 78 N.Y.2d at 380).  
19 Id. at *26.  
20 Id. at *35. 

We need not decide in this appeal what 
it means to share common legal interests 
in pending or anticipated litigation.  We 
hold only that such litigation must be 
ongoing or reasonably anticipated, and the 
exchanged communication must relate to 
it, in order for the common interest 
exception to apply.21 

How the “reasonably anticipated” requirement 
comes to be defined will be exceedingly important 
in transactional litigation.  Also, this ruling may 
reveal a gap between how state and federal courts 
in New York view the sharing of privileged 
information. 

Until the meaning of that term becomes clearer 
in the wake of Ambac, counsel might consider 
entering into a more formal written “common 
interest” agreement that states in general terms 
what the anticipated litigation could be.  For 
example, it is common to have such an agreement 
to permit antitrust counsel to consult in the face of 
an anticipated merger investigation by the antitrust 
agencies.  It would be significant that the 
agreement was entered into only after there is truly 
a “common interest,” e.g., once a letter of intent is 
signed.  Consideration might also be given to 
legending shared documents “Common Interest 
Document.”  Finally, counsel may want to 
consider making the common interest agreement 
governed by the law of an appropriate state other 
than New York where the availability and scope of 
the common interest exception is more definite. 

In concluding its decision, the majority expressly 
invited the Legislature to “consider the alternative 
arguments articulated by the dissent and to expand 

                                                
21  Ambac Assurance Corp., 2016 N.Y. LEXIS 1649, at 

*21 n.4. 



                         

 

the common interest exception.”22  Because that is 
not likely to be a legislative priority, counsel will 
have to see how the common interest exception 
comes to be played out in New York courts. 
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22 Id. at *24 n.6. 
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SEC Focuses on Business Continuity and 
Transition Plans: Implications for Registered 
Investment Advisers and Funds and Their 

Critical Service Providers 
 

August 2, 2016

The Securities and Exchange Commission (the 
“SEC”) recently proposed new Rule 206(4)-4 (the 
“Proposed Rule”) under the Investment Advisers 
Act of 1940 (the “Advisers Act”), which would 
require registered investment advisers to adopt and 
implement business continuity and transition plans 
(“BCPs”).1  At the same time, the SEC’s Division 
of Investment Management issued a Guidance 
Update discussing certain elements of BCPs that 
registered investment companies (“funds”) should 
consider adopting under Rule 38a-1 under the 
Investment Company Act of 1940.2 

The Proposed Rule is the most recent 
installment of the five-part package of reforms 

                                                
1  Adviser Business Continuity and Transition Plans, 81 FR 

43530 (July 5, 2016) (the “Proposing Release”). 
2  SEC Investment Management Guidance Update No. 

2016-04, Business Continuity Planning for Registered 
Investment Companies (June 2016), available at 
https://www.sec.gov/investment/im-guidance-
2016-04.pdf (the “Guidance Update”). 

outlined by SEC Chair White in late 2014.3  It 
likely is driven by the SEC’s ongoing efforts to 
address systemic risk concerns that the Financial 
Stability Oversight Council believes are presented 
by asset managers.4  The Guidance Update, on the 
other hand, appears more closely-related to last 

                                                
3  Mary Jo White, Chair, SEC, Enhancing Risk 

Monitoring and Regulatory Safeguards for the Asset 
Management Industry, (Dec. 11, 2014), available at 
http://www.sec.gov/News/Speech/Detail/Speech/1
370543677722.  In addition to the Proposed Rule, 
over the last twelve months the SEC has issued 
proposals relating to (i) modernizing and enhancing 
reporting requirements for funds and advisers, (ii) 
liquidity risk management for certain funds and (iii) 
funds’ use of derivatives.  The last part of the outlined 
reform package—stress testing for large funds and 
advisers—has not yet been proposed. 

4  See, e.g., FINANCIAL STABILITY OVERSIGHT 

COUNCIL, Update on Review of Asset Management 
Products and Activities (April 18, 2016), available at 
https://www.treasury.gov/initiatives/fsoc/news/Doc
uments/FSOC%20Update%20on%20Review%20of%
20Asset%20Management%20Products%20and%20Act
ivities.pdf. 

https://www.sec.gov/investment/im-guidance-2016-04.pdf
https://www.sec.gov/investment/im-guidance-2016-04.pdf
http://www.sec.gov/News/Speech/Detail/Speech/1370543677722
http://www.sec.gov/News/Speech/Detail/Speech/1370543677722
https://www.treasury.gov/initiatives/fsoc/news/Documents/FSOC%20Update%20on%20Review%20of%20Asset%20Management%20Products%20and%20Activities.pdf
https://www.treasury.gov/initiatives/fsoc/news/Documents/FSOC%20Update%20on%20Review%20of%20Asset%20Management%20Products%20and%20Activities.pdf
https://www.treasury.gov/initiatives/fsoc/news/Documents/FSOC%20Update%20on%20Review%20of%20Asset%20Management%20Products%20and%20Activities.pdf
https://www.treasury.gov/initiatives/fsoc/news/Documents/FSOC%20Update%20on%20Review%20of%20Asset%20Management%20Products%20and%20Activities.pdf


                         

 

year’s event in which a major service provider 
experienced software failures that interrupted its 
ability to act as a pricing agent.  It focuses on the 
need for a fund’s BCP to account for dependencies 
on critical service providers and how the fund 
would respond to an interruption of services from 
such providers. 

Proposed Rule 

Background 

Since 2003, when the SEC adopted Rule 
206(4)-7, the investment adviser compliance rule, 
there has been a general consensus regarding the 
obligation of most larger advisers to adopt BCPs as 
a part of their compliance programs.  In the 
adopting release to Rule 206(4)-7, the SEC listed 
BCPs among the issues that an adviser’s policies 
and procedures should address, to the extent 
relevant.  In that release, the SEC went even 
further and stated that an adviser’s fiduciary duties 
to its clients include the obligation to “take steps to 
protect the clients’ interests from being placed at 
risk as a result of the adviser’s inability to provide 
advisory services after, for example, a natural 
disaster, or in the case of smaller firms, the death of 
the owner or key personnel.”5   

The Proposed Rule would codify the SEC’s 
2003 statements regarding an adviser’s obligations 
to have a BCP, and would specify in more detail 
the content of advisers’ BCPs.  In the Proposing 
Release, the SEC acknowledged that many advisers 
have, as part of their general risk management 
policies and procedures, taken steps to address and 
mitigate risks of business disruption, but pointed to 

                                                
5  Compliance Programs of Investment Companies and 

Investment Advisers, Advisers Act Release No. 2204 
(Dec. 17, 2003) at n. 22, available at 
https://www.sec.gov/rules/final/ia-2204.htm. 

weaknesses in some BCPs the SEC staff observed 
after Hurricane Sandy.6   

The Proposed Rule, described in more detail 
below, would specify elements of what the SEC 
believes to be more robust BCPs of advisers.  
Echoing its earlier statements, the SEC notes in the 
Proposing Release that an adviser’s fiduciary duty 
obligates it to take steps to protect client interests 
from being placed at risk as a result of an adviser’s 
inability to provide services.  Therefore, the SEC 
believes it would be “fraudulent and deceptive” for 
an adviser to hold itself out as providing advisory 
services unless it has taken steps to protect a client’s 
interests following a disruption event.7 

The SEC requested comment on all aspects of 
the Proposed Rule.  Comments are due on or 
before September 6, 2016. 

BCP Content 

The Proposed Rule would require registered 
investment advisers to adopt and implement a 
written BCP reasonably designed to address 
operational and other risks related to a significant 
disruption in the adviser’s operations, to ensure (i) 
business continuity after a significant business 
interruption and (ii) business transition if the 
adviser is unable to continue providing investment 
advisory services to its clients.8  An adviser would 

                                                
6  National Exam Program Risk Alert, SEC 

Examinations of Business Continuity of Certain 
Advisers Following Operational Disruptions Caused 
by Weather-Related Events Last Year (Aug. 27, 
2013), available at 
https://www.sec.gov/about/offices/ocie/business-
continuity-plans-risk-alert.pdf (the “NEP Alert”).   

7  Proposing Release at 43532. 
8  Proposed Rule 206(4)-4(a).  

https://www.sec.gov/rules/final/ia-2204.htm
https://www.sec.gov/about/offices/ocie/business-continuity-plans-risk-alert.pdf
https://www.sec.gov/about/offices/ocie/business-continuity-plans-risk-alert.pdf


                         

 

be required to review the adequacy and 
effectiveness of its BCP at least annually.9 

The SEC identified certain business disruption 
events that should be addressed by a BCP, 
including natural disasters, acts of terrorism, cyber-
attacks, equipment or system failures, or 
unexpected loss of a service provider, facilities or 
key personnel.  To these, the SEC added the 
unexpected termination of some or all of the 
adviser’s business as a result, for example, of 
stressed market conditions or due to a sale of its 
business. 

The Proposed Rule would require an adviser’s 
BCP to be based on the risks associated with the 
adviser’s operations and to include policies and 
procedures designed to minimize material 
disruptions of client services.10  Although the SEC 
acknowledged the need for an adviser to tailor its 
BCP to its particular circumstances, the Proposed 
Rule would require that a BCP include a transition 
plan as well as the following specific components 
(suggested actions outlined by the SEC in the 
Proposing Release are also provided below): 

• Maintenance of critical operations and 
systems, and the protection, backup and 
recovery of data, including client records.  A 
BCP should identify and prioritize critical 
functions that are utilized for the prompt and 
accurate processing of portfolio transactions, 
and the valuation and maintenance of client 
accounts.  Advisers also should identify key 
personnel that provide critical functions, such 
that the loss of such personnel would disrupt 
the adviser’s ability to provide services to its 
clients.  With respect to data protection, 
backup and recovery, a BCP should address 
both hard and electronic backup and include 

                                                
9  Proposed Rule 206(4)-4(a)(2).  
10  Proposed Rule 206(4)-4(b)(2). 

an inventory of key documents (including 
details of an adviser’s management structure 
and risk management processes), including the 
location and description of each. 

• Pre-arranged alternative physical location(s) of 
the adviser’s office(s) and/or employees. An 
adviser should consider the geographic 
diversity of its offices or remote sites and 
employees, as well as access to the systems, 
technology, and resources necessary to 
continue operation at different locations in the 
event of a disruption.11  The SEC urged 
advisers to consider technology that allows for 
secure remote-access.  

• Communications with clients, employees, 
service providers, and regulators.  A BCP 
should address how the adviser will 
communicate to employees, clients, service 
providers and other persons involved in 
critical aspects of the adviser’s operations in 
the event of a business disruption.  A BCP 
also should address employee training to 
highlight specific roles and responsibilities 
following a business disruption. 

• Identifications and assessment of third-party 
services critical to the operation of the adviser.  
A BCP should identify third-party vendors 
supporting critical functions or services for or 
on behalf of the adviser.  The SEC wants 
advisers to assess the BCPs of service providers 
to the extent those BCPs would affect the 
adviser’s operations following a disruption 
event.  In the absence of a BCP, an adviser 
should consider alternatives for such critical 
services, which may include other service 
providers or internal functions as 
contingencies.   

Under the Proposed Rule, a BCP should 
include a plan of transition that accounts for the 
                                                
11  The SEC noted this requirement is generally 

consistent with regulations adopted by other 
regulatory agencies.  Proposing Release at 43539 n. 
79 and accompanying text. 



                         

 

possible winding down or transition of the adviser’s 
business if the adviser is unable to continue 
providing investment advisory services.  According 
to the SEC, transition plans should be designed to 
prepare an adviser to act quickly and in its clients’ 
best interests following a transition event.  Under 
the Proposed Rule, a plan of transition should 
include the following key components: 

• Policies and procedures intended to safeguard, 
transfer and/or distribute client assets during 
transition.  A BCP should reflect the unique 
attributes of each type of the adviser’s clients 
(e.g., registered investment companies, private 
funds and separately-managed accounts)12 and 
account for the different transfer and 
distribution methods applying to each client 
type.  BCPs also should address special 
instructions applying to clients holding assets 
that would require special treatment.   

• Policies and procedures facilitating the prompt 
generation of any client-specific information 
necessary to transition each client account.  
Client-specific information includes, for 
example, the identity of custodians, positions, 
counterparties, collateral and related records of 
each client.  

• Information regarding the corporate 
governance structure of the adviser.  A BCP 
should include an organizational chart and 
other information about the adviser’s 
ownership and management structure, 
including the identity and contact information 
for key personnel, and the identity of affiliates 

                                                
12  The SEC noted that the transfer of client information 

with respect to funds and private funds may be more 
complex than that of separately managed accounts.  
Id. at 43542.  It is unclear, however, whether the 
terms of the Proposed Rule itself extend to 
operations of a private fund advised by the adviser (or 
for that matter the investors of a fund).  Courts have 
held that a fund (rather than the investors in the fund) 
is the client of the adviser.  See Goldstein v. SEC, 451 
F.3d 873 (D.C. Cir. 2006). 

(both foreign and domestic) whose dissolution 
or distress could lead to a change in or 
material impact to the adviser’s business 
operations. 

• Identification of any material financial 
resources available to the adviser.  For 
example, an adviser could identify any 
material source of funding, liquidity, or capital 
it would seek to ensure continued operations 
in times of stress.  An adviser also could 
consider how it would implement a reduction 
of expenses following a disruption event.13 

• An assessment of the applicable law and 
contractual obligations governing the adviser 
and its clients, including pooled investment 
vehicles, implicated by the adviser’s transition.  
The SEC noted that contractual obligations 
and the need to comply with multiple 
regulatory regimes could affect an adviser’s 
ability to transition its advisory services. 

Annual Review 

Under the Proposed Rule, an adviser would be 
required to review at least annually the adequacy 
and effectiveness of its BCP.14  In the Proposing 
Release, the SEC provided guidance on the scope 
of such annual review, stating that the review 
should consider any changes to the adviser’s 
products, services, operations, critical third-party 
service providers, structure, business activities, 
client types, location and any regulatory changes 
that might suggest a need to revise its BCP.  The 
review should include an analysis of whether a 
BCP adequately protects clients’ interests from 
being placed at risk and steps to mitigate such risks 
following a disruption event.  The annual review 

                                                
13 The SEC clarified that, when considering any 

material financial recourses available to it, an adviser 
could identify any insurance coverage.  Proposing 
Release at 43543 n. 122. 

14  Proposed Rule 206(4)-4(a)(2).  



                         

 

also should address weaknesses an adviser may have 
identified and any lessons learned during a BCP’s 
implementation during the previous year. 

Recordkeeping 

In connection with the Proposed Rule, the SEC 
also proposed to amend Rule 204-2 under the 
Advisers Act to require an adviser to maintain 
copies (including electronic copies) of all BCPs 
(including records documenting its annual review) 
that are in effect or were in effect at any time 
during the previous five years following the 
compliance date of the Proposed Rule.15  The 
SEC stated that this requirement addresses the 
importance that advisers retain easy access to 
necessary information during periods of stress.  The 
recordkeeping requirement under the Proposed 
Rule tracks similar requirements under Rule 204-2 
regarding an adviser’s compliance policies and 
procedures adopted pursuant to Rule 206(4)-7. 

Implications of the Proposed Rule 

The Proposed Rule would impose additional 
and detailed regulatory requirements on advisers.  
The amount of the burden on an adviser – if the 
Proposed Rule is adopted as proposed – will turn 
on the extent to which the adviser has already 
implemented a detailed BCP.  For example, 
advisers who also are broker-dealers already have 
detailed BCPs in place, and advisers that are part of 
larger financial institutions likely already rely, at 
least in part, on broader, enterprise-wide BCPs.16   

                                                
15  Proposed Rule 204-2(a)(20) and (e)(1). 
16  See FINRA Rule 4370 (requiring that member BCPs 

address certain elements, including data backup and 
recovery, all mission critical systems, alternate 
communications, alternate physical location of 
employees and critical business constituents (i.e., a 
business with which a member has an ongoing 
commercial relationship in support of the member’s 

Advisers also often rely on third-party service 
providers to meet the bulk of their operational or 
“back office” functions, and the SEC 
acknowledged that advisers would likely seek to 
comply with the Proposed Rule, in part, by 
seeking information from third-party service 
providers regarding their BCPs.  However, advisers 
that rely on various large technology platforms to 
conduct their businesses are likely to face additional 
challenges in developing and maintaining BCPs 
under the Proposed Rule.  An adviser may be 
unlikely to successfully negotiate changes to such 
platforms if it finds the platforms’ BCPs to be 
wanting or difficult to fold into the adviser’s BCP.  
In some cases, third-party service providers are 
selected by clients, and rejection of the service 
provider is not an available option if an adviser 
wants to retain the client.   

Overall, it is unclear the extent to which all but 
the largest advisers will be able to effect meaningful 
changes with respect to third-party service 
providers.  Later in this Stroock Special Bulletin, we 
discuss a few areas of focus for advisers to engage in 
discussions with their technology vendors and 
other service providers with respect to contractual 
arrangements implicating business continuity 
planning. 

Given the compliance regime that has evolved 
out of Rule 206(4)-7, and the prior statements by 
the SEC with respect to an adviser’s fiduciary 
obligation to protect its clients from business 
disruptions, one might question what the Proposed 
Rule is really adding to the existing regulatory 

                                                                          
operating activities).  See also NASD, Notice to 
Members 04–37: Business Continuity Plans (May 
2004), available at 
https://www.finra.org/sites/default/files/NoticeDoc
ument/p003095.pdf.  

https://www.finra.org/sites/default/files/NoticeDocument/p003095.pdf
https://www.finra.org/sites/default/files/NoticeDocument/p003095.pdf


                         

 

framework.  Client assets are usually kept separate 
from the adviser, and the failure of an adviser will 
likely simply result in the client obtaining advisory 
services from another adviser, without the 
movement of any client assets or the intervention 
of any bankruptcy court.  When, for example, 
Lehman Brothers failed in 2008, its asset 
management business (Neuberger Berman) was 
spun off into a separate business.  Looking further 
back into history, when Drexel Burnham Lambert 
failed in 1990, its asset manager, Burnham 
Management, also was spun off into a separate 
company.17 

SEC Guidance for Funds and Their 
Boards 

Concurrent with the issuance of the Proposing 
Release, the staff of the SEC’s Division of 
Investment Management issued the Guidance 
Update highlighting the operational risks associated 
with business disruption events for funds.  The 
Guidance Update points to the obligations of funds 
under Rule 38a-1 to have compliance policies and 
procedures, including procedures that address the 
risk of loss of business continuity and discusses a 
number of measures the SEC staff believes funds 
should consider as part of evaluating their business 

                                                
17  The only examples cited the Proposing Release of 

transitions that have not “been seamless or without a 
problem” involve the winding down of Long-Term 
Capital Management, L.P. in 1998 and The Reserve 
Fund in 2008.  Proposing Release at 43536.  In both 
of those cases, however, the immediate wind-down 
was of the adviser’s client (a hedge fund and a money 
market fund, respectively), and was made difficult by 
the need to sell large amounts of illiquid securities 
held in those funds’ portfolios.  It is not readily 
apparent what, if anything, in the Proposed Rule 
would have even addressed this circumstances.   

continuity preparedness, especially with respect to 
critical service providers.18 

In the SEC staff’s view, a fund should have 
tailored compliance policies and procedures that 
address business continuity planning and potential 
disruptions in services, whether provided by the 
fund’s investment adviser or affiliates or by a third-
party service provider.  Although the SEC staff 
acknowledged that funds and their service 
providers have continued to build and improve 
their business continuity practices, they cited to last 
year’s well-publicized third-party system 
malfunction at a service provider19 as a recent 
event where they believed some funds could have 
been better prepared to manage a business 
disruption event involving one of their critical 
service providers. 

Notable BCP Practices 

The Guidance Update summarized the findings 
of a recent outreach by the SEC staff to a number 
of funds and their advisers regarding BCPs 
generally.  Instead of stating specific obligations 
that funds have with respect to their BCPs, the 
Guidance Update highlights the following “notable 

                                                
18  In the SEC staff’s view, a fund’s critical service 

providers likely would include, but not be limited to, 
each named service provider under Rule 38a-1 (i.e., 
the fund’s investment adviser and any sub-investment 
adviser, principal underwriter, administrator and 
transfer agent), as well as the fund’s custodian and any 
pricing agents. 

19 In August 2015, The Bank of New York Mellon 
experienced a malfunction in one of its third-party 
systems provided by SunGard Data Systems Inc., and 
was unable to, among other things, deliver timely 
system-generated net asset values (“NAVs”) for 
certain clients for several days.  This malfunction 
resulted in the affected funds having to price their 
shares using stale or manually calculated NAVs.  



                         

 

practices” identified by the SEC staff regarding 
business continuity planning by funds: 

• BCPs typically cover the facilities, 
technology/systems, employees and activities 
conducted by the fund’s investment adviser 
and any affiliates, as well as dependencies on 
critical services provided by third-party service 
providers. 

• A broad cross-section of employees from key 
functional areas are involved in BCPs, 
typically including senior management, 
technology, information security, operations, 
human resources, communications, legal, 
compliance, and risk management. 

• A fund’s Chief Compliance Officer (“CCO”) 
typically participates in the fund’s third-party 
service provider oversight process.  

• BCP presentations are typically provided to a 
fund’s board of directors on an annual basis.20 

• For many funds, some form of BCP testing 
occurs at least annually, and the results of that 
testing may be shared in updates to fund 
boards. 

• Business continuity outages, including those 
incurred by a fund or a critical third-party 
service provider, are monitored by the CCO 
and other pertinent staff and reported to the 
fund’s board as warranted. 

BCP Considerations to Address Critical 
Service Providers 

Because funds outsource key aspects of their 
operations to critical service providers, the SEC 
staff believes that funds should consider conducting 

                                                
20 These presentations may be provided separately, as 

part of periodic presentations related to contractual 
arrangements (including as part of the annual section 
15(c) process for considering the renewal of 
investment advisory arrangements), or as part of the 
CCO’s annual presentation to the board, as required 
by Rule 38a-1. 

thorough initial and ongoing due diligence of those 
third parties, including due diligence of their 
service providers’ BCPs.21  The staff suggested that 
funds consider the following lessons learned from 
past business continuity events and their outreach 
efforts when assessing their BCPs relating to critical 
service providers: 

• Back-Up Processes and Contingency Plans.  A 
fund should consider examining its critical 
service providers’ backup processes, the 
robustness of the provider’s contingency plans, 
including reliance on other critical service 
providers, and how these providers intend to 
maintain operations during a significant 
business disruption.  Funds generally should 
understand how their own BCPs address the 
risk that a critical service provider could suffer 
a significant business disruption and how the 
provider and the fund might respond under 
certain scenarios. 

• Monitoring Incidents and Communications 
Protocols.  A fund should consider how it can 
best monitor whether a critical service 
provider has experienced a significant 
disruption (e.g., a cybersecurity breach) that 
could impair the service provider’s ability to 
provide uninterrupted services, the potential 
effect that disruption may have on fund 
operations and the communication protocols 
and steps that may be necessary for the fund to 
successfully navigate the disruption.22 

                                                
21  The SEC staff noted that funds typically seek a 

combination of information, including, but not 
limited to, service provider presentations, on-site 
visits, questionnaires, certifications, independent 
control reports and summaries of programs and 
testing, where appropriate, including with respect to 
BCPs.  Guidance Update at 4. 

22  Such protocols might include: (i) policies and 
procedures for internal communications across the 
fund complex (e.g., involving key function area 
personnel) as well as with fund boards; (ii) external 
communications plans that address ongoing 



                         

 

• Understanding the Interrelationship of Critical 
Service Provider BCPs.  To better ensure that 
the fund can continue operations and/or 
promptly resume operations during a 
significant business disruption, a fund should 
consider how the BCPs of its critical service 
providers relate to each other.  For example, 
funds should discuss with their service 
providers any redundancies and backup plans 
the service provider has in the event it 
experiences a significant business disruption.  
Additionally, funds should consider if they 
have backup procedures that address the steps 
that would need to be taken to successfully 
navigate through the service provider 
disruption. 

• Contemplating Various Scenarios.  A fund 
should consider how a critical service provider 
disruption could impact fund operations and 
generally have a plan for managing the 
response to potential disruptions under various 
scenarios, whether such disruptions occur 
with an affiliated or third-party service 
provider. 

Board and CCO Oversight of Fund BCPs 

In the SEC staff’s view, as part of a fund board’s 
oversight function, boards generally should discuss 
with the fund’s investment adviser and other 
critical service providers the steps being taken to 
mitigate the risks associated with business 
disruptions and the robustness of the service 
providers’ business continuity planning, including 

                                                                          
discussions with the affected service provider (as well 
as other providers as warranted) and intermediaries, 
investors, regulators, and the press, as appropriate; (iii) 
maintaining updated and accessible contact 
information for essential communications with 
various constituents during an event; and (iv) 
providing timely communications that report progress 
and next steps (e.g., posting updates to websites or 
portals to facilitate accessibility and broad 
dissemination of information).  Id. at 5-6. 

how the fund’s own BCP addresses the risk that a 
critical third-party service provider could suffer a 
business disruption.  

The Guidance Update also seems to suggest a 
larger role for a fund’s CCO to the extent business 
and operational continuity is viewed as part of the 
compliance function.  Typically, CCOs will not 
have the skill sets useful to promoting well-
designed technology or in assessing third-party 
capabilities.  We have already seen the SEC bring 
enforcement actions against advisers that failed to 
have adequate cybersecurity policies, and in light of 
the Guidance Update, CCOs should be alert to 
their obligations with respect to fund BCPs.23 

Technology Vendors and Other Third 
Party Service Providers 

The Proposing Release and the Guidance 
Update reflect the SEC’s continued recognition of 
maintenance and protection of technology 
infrastructure, including potential cyber-attacks, as 
a primary area of risk.24  Indeed, the weaknesses 

                                                
23  See, e.g., R.T. Jones Capital Equities Mgmt., Inc., 

Advisers Act Rel. No. 4204 (Sept. 22, 2015). 
24  Proposing Release at 43545 (BCPs “shall include 

policies and procedures … that address … 
maintenance of critical operations and systems, and 
the protection, backup, and recovery of data”) and 
Guidance Update at 1 (noting increasing use of third-
party technologies and consideration of them as part 
of business continuity planning).  Prior SEC 
consideration of technology includes, for example: 
Regulation Systems Compliance and Integrity, Securities 
Exchange Act Rel. No. 73639 (Nov. 19, 2014); NEP 
Alert (addressing “Telecommunications Services and 
Technology Considerations”); SEC Investment 
Management Guidance Update No. 2015-02, 
Cybersecurity Guidance (April 2015), available at 
http://www.sec.gov/investment/im-guidance-2015-
02.pdf and OCIE Cybersecurity Examination Sweep 
Summary, OCIE, National Exam Program Risk 
Alert, Vol. IV, Issue 4 (Feb. 3, 2015), available at 

http://www.sec.gov/investment/im-guidance-2015-02.pdf
http://www.sec.gov/investment/im-guidance-2015-02.pdf


                         

 

the SEC observed in advisers’ BCPs with respect to 
telecommunications and technology were a stated 
impetus for the Proposed Rule.  

Although the Proposing Release and the 
Guidance Update focus on the key components of 
BCPs, advisers and funds should not lose sight of 
the fact that the foundation of an effective BCP as 
it relates to technology infrastructure may be, in 
certain respects, dependent on the contractual 
relationships with their existing and future 
technology vendors.  Indeed, many of the 
observations of the SEC examination staff reflected 
in the Proposing Release have direct relevance to 
vendor contracts and serve as reminders of the 
types of provisions advisers and funds should 
consider including in such contracts. 

At a most basic level, vendors must be active 
participants in an adviser’s or fund’s BCP.  From a 
contractual standpoint, this may start with an 
obligation for a vendor of a critical system or 
operation to have its own BCP and test it annually.  
The SEC has signaled the need for collaboration 
among advisers, funds and their technology 
vendors.25 This may translate into contract 

                                                                          
http://www.sec.gov/about/offices/ocie/cybersecurit
y-examination-sweep-summary.pdf (providing 
summary observations from the examinations of 57 
broker-dealers and 49 advisers conducted under 
OCIE’s Cybersecurity Initiative).  See also National 
Exam Program Risk Alert, OCIE Cybersecurity 
Initiative (April. 15, 2014), available at 
http://www.sec.gov/ocie/announcement/Cybersecu
rity-Risk-Alert--Appendix---4.15.14.pdf. 

25  Proposing Release at 43534 (noting failure of advisers 
to engage service providers to ensure backup servers 
worked properly) and Guidance Update at 3 (noting 
“particularly the need to understand the business 
continuity and disaster recovery protocols of critical 
fund service providers” and the need for continuing 
diligence). 

 

provisions providing for transparency regarding the 
vendors’ BCPs and disaster recovery systems, as 
well as related obligations, including minimum 
requirements, physical location, annual testing and 
reporting, and notification of material changes.  Of 
course, vendors might also be obligated to 
participate in the annual review of an adviser’s or a 
fund’s own BCP.  In light of the SEC examination 
staff’s finding regarding inadequate testing of BCPs, 
the existence of a BCP that is appropriate on its 
face may provide little protection if implemented 
poorly with vendors following an actual business 
interruption. 

Similarly, an otherwise thorough BCP may 
provide little protection if delayed in its 
implementation (e.g., due to a vendor’s failing to 
either adequately monitor its systems or provide 
notification of issues).  As discussed above, the 
Proposed Rule will require an adviser’s BCP to 
include a communication plan, and the 
communication plan may reflect both monitoring 
and notification of disruptions.  Although 
contractual remedies may be limited, parameters 
regarding such monitoring and notifications may 
be incorporated into the vendor contract. 

As another example, the Proposing Release and 
the Guidance Update note the importance of 
considering the interrelationship of vendors in 
creating a BCP and enhancing preparedness.  Also 
important is the interrelationship of third-party 
vendor systems and an adviser’s internal, 
proprietary systems.  Mapping such 
interrelationship – the physical telecommunications 
interconnections and logical data inputs and 
outputs among them—can be important to the 
creation of a BCP.  With the normal interrelation 
mapped, potential deviations to it necessitated by 
interruptions can be considered and addressed in 

http://www.sec.gov/about/offices/ocie/cybersecurity-examination-sweep-summary.pdf
http://www.sec.gov/about/offices/ocie/cybersecurity-examination-sweep-summary.pdf
http://www.sec.gov/ocie/announcement/Cybersecurity-Risk-Alert--Appendix---4.15.14.pdf
http://www.sec.gov/ocie/announcement/Cybersecurity-Risk-Alert--Appendix---4.15.14.pdf


                         

 

vendor contracts.  The contracts might include 
pre-negotiated statements of work for the 
provision of backup services.  For example: 
providing for alternate data formats or forms of 
data transfer used by the vendor; the provision of 
additional services as replacement to impaired 
third-party or adviser-provided services; or other 
potential work-arounds. 

In short, this may be an appropriate time for 
advisers and funds to take inventory of their 
existing vendor contracts and revisit requirements 
for future ones.  Although certain of the takeaways 
may not be new, they may provide insight into the 
SEC’s future evaluation of BCPs and the 
management of technology vendors and other 
third-party service providers. 

By Robert E. Plaze and Nicole M. Runyan, 
Partners in Stroock’s Investment Management 

Practice Group, Lior J. Ohayon, a Partner in 
Stroock’s Private Funds Practice Group, Ian G. 
DiBernardo, a Partner in Stroock’s Intellectual 
Property Practice Group, and Salim Azzam, an 
associate in Stroock’s Private Funds Practice 
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FINRA Increases Scrutiny of Predispute 
Forum Selection Provisions 

 

August 2, 2016

On July 21, 2016, the Financial Industry 
Regulatory Authority (“FINRA”) issued 
Regulatory Notice 16-25 (“RN 16-25”), broadly 
prohibiting member firms from using exclusive 
forum selection provisions in predispute 
agreements to deny or restrict customers or 
associated persons from availing themselves of 
FINRA arbitration.  Notwithstanding existing 
Federal Appellate court precedent upholding the 
practice, FINRA warned that it will consider any 
effort by member firms to enforce such non-
compliant predispute agreements a violation of 
FINRA rules that may result in disciplinary action.  
According to FINRA, “FINRA rules are not mere 
contracts that member firms and associated persons 
can modify,” and FINRA specifically disapproved 
of the line of judicial decisions holding that 
contractual forum selection clauses between parties 
superseded the obligation to arbitrate under 
FINRA rules.   

Predispute forum selection provisions are 
ubiquitous in the securities industry, in agreements 
with both customers and associated persons.  
Member firms are advised to review promptly the 
language of the forum selection provisions in their 

agreements and policies pertaining to the 
enforcement of such provisions, in order to ensure 
compliance with RN 16-25 and FINRA rules, and 
to avoid potential disciplinary action.  Going 
forward, any efforts by member firms to use 
alternative forums, such as the AAA or JAMS, in 
disputes with customers and associated persons, will 
likely come under heavy scrutiny. 

Further analysis of RN 16-25 reveals several 
important principles related to the drafting and 
enforcement of forum selection provisions in 
customer and industry agreements.   

1. Customer Disputes 

The starting point for FINRA arbitration under 
the FINRA Code of Arbitration Procedure for 
Customer Disputes (“Customer Code”) is Rule 
12200, which provides that parties must arbitrate if: 
1) arbitration is required either by written 
agreement, or requested by the customer; 2) the 
dispute is between a customer and a member or 
associated person of a member; and 3) the dispute 
arises in connection with the business activities of 
the member or the associated person.  Accordingly, 
RN 16-25 emphasizes that the obligation to 



                         

 

arbitrate does not solely stem from a written 
agreement, but also can arise from a customer’s 
request made at any time.  In other words, “this 
rule preserves a customer’s ability to resolve 
disputes through FINRA arbitration, regardless of 
whether arbitration is required by a written 
agreement.” 

Predispute arbitration agreements are contained 
in virtually all new account opening agreements, 
and they must meet various requirements under 
FINRA rules.  For instance, FINRA Rule 2268 
specifies that an arbitration agreement clause be 
highlighted and immediately preceded by certain 
disclosures regarding the nature of arbitration.  See, 
generally, FINRA Rule 2268.  Importantly, 
FINRA Rule 2268(d) also prohibits any predispute 
arbitration agreement from including any 
condition that: 1) limits or contradicts the rules of 
any SRO, or 2) limits the ability of a party to file 
any claim in FINRA arbitration.  RN 16-25 
clarifies that this Rule requires arbitration 
agreements to “preserve the rights of the 
contracting parties under SRO rules and that 
FINRA arbitration must be a choice for the parties 
as a means of dispute resolution.”   

In RN 16-25, FINRA also expressed 
disapproval of several Federal Appellate court 
decisions which held that forum selection clauses in 
agreements between member firms and customers 
supersede the requirements of FINRA Rule 
12200, and thus permitted member firms to require 
customers to arbitrate outside of FINRA or to 
litigate in state or federal court.  See, e.g., Goldman, 
Sachs & Co. v. Golden Empire Schs. Fin. Auth., 764 
F.3d 210 (2d Cir. 2014); Goldman, Sachs & Co. v. 
City of Reno, 747 F.3d 733 (9th Cir. 2014).  
According to FINRA, these decisions were based 
on the erroneous premise that the “duty to 
arbitrate under FINRA rules, or to arbitrate in 
FINRA’s arbitral forum, is merely contractual and 
can be superseded or waived.”  As FINRA bluntly 
puts it in RN 16-25, “they are not default rules 

that may be overridden by more specific or 
separate contractual terms without consequences 
under FINRA rules.”  

Importantly though, FINRA recognized that 
member firms and customers may elect, by mutual 
consent, notwithstanding an arbitration agreement, 
to resolve their disputes outside of FINRA 
arbitration without running afoul of FINRA rules.  
However, this election is only permitted “after a 
dispute has arisen between the parties.”  Similarly, 
if there is no written agreement to arbitrate, and if 
the customer does not elect FINRA arbitration, 
then the parties can agree to resolve their dispute 
outside of FINRA.   

Through RN 16-25, FINRA makes very clear 
that “any member firm’s denial, limitation, or 
attempt to deny a customer’s right to request 
FINRA arbitration, even if the customer seeks to 
exercise that right after having agreed to a forum 
selection clause specifying a venue other than a 
arbitration forum” is a violation of FINRA Rules 
2268, 12200 and 2010 (Standards of Commercial 
Honor and Principles of Trade).  Additionally, 
FINRA warns member firms that “provisions in 
predispute arbitration agreements or any other 
customer agreements that do not comply with 
FINRA rules may be subject to disciplinary 
action.”  Nor are member firms permitted to “use 
an existing non-compliant agreement as a basis to 
deny a customer the right to FINRA arbitration at 
the customer’s request, without violating FINRA 
rules.”1   

                                                
1 If a member firm is using a forum selection clause in a 

predispute agreement specifying a forum other than 
FINRA arbitration, FINRA recommends that the 
member firm use a non-exclusive forum selection 
provision, and include the following language: “This 
agreement does not prohibit or restrict you from 
requesting arbitration of a dispute in the FINRA 
arbitration forum as specified in FINRA rules.” 



                         

 

2. Associated Person Disputes  

RN 16-25 expresses the same principles and 
policy as it pertains to predispute forum selection 
provisions between member firms and associated 
persons.  Under FINRA Rule 13200 of the Code 
of Arbitration Procedure for Industry Disputes, 
disputes between member firms and associated 
persons arising out of the business activities of a 
member or an associated person must be arbitrated 
through FINRA.   

FINRA similarly rejected recent precedent 
holding that Rule 13200 could be waived in a 
predispute agreement to arbitrate in a forum other 
than FINRA. See Credit Suisse Sec. (USA) LLC v. 
Tracy, 812 F.3d 249 (2d Cir. 2016).  Again, RN 
16-25 reiterated that “FINRA’s arbitration rules 
are not default rules. FINRA Rule 13200 
specifically states that industry disputes must be 
arbitrated at FINRA[.] Thus any attempt to 
override this requirement of FINRA Rule 13200 
in a predispute agreement by more specific 
contractual terms would violate FINRA rules.”  

As in the case of customer disputes, RN 16-25 
issued a clear warning to member firms: “[m]ember 
firms with provisions in predispute agreements that 
do not comply with FINRA Rules may be subject 
to disciplinary action.”2 

The Bottom Line 

RN 16-25 further solidifies FINRA arbitration 
as the preferred forum for resolution of disputes 
between member firms and its customers or 
associated persons.  FINRA clearly instructs 
member firms that, notwithstanding existing 
Federal Appellate court precedent upholding the 
practice, it will consider it a violation of FINRA 
rules for member firms to restrict or prohibit 

                                                
2  RN 16-25 also provides, as it does with customer 

disputes, recommended language for member firms to 
use in forum selection provisions contained in 
agreements with associated persons in order to 
comply with FINRA rules. 

customers or associated persons from availing 
themselves of FINRA arbitration through the use 
of exclusive predispute forum selection provisions, 
or to refuse to arbitrate through FINRA arbitration 
disputes within the scope of Rules 12200 and 
12300 upon request by customer or associated 
persons.   

Any attempts to enforce such non-compliant 
provisions, whether in new agreements or existing 
agreements, may also subject member firms to 
disciplinary action.  Accordingly, member firms 
should promptly review the language of the forum 
selection provisions in their agreements with 
customers and associated persons, and their policies 
pertaining to the enforcement of such provisions, 
in order to ensure compliance with RN 16-25 and 
FINRA rules, and to avoid potential disciplinary 
action. 

 
For More Information 

Michael C. Keats Quinlan D. Murphy 
212.806.5533 212.806.6422 
mkeats@stroock.com qmurphy@stroock.com 
  
Leonel Peraza  
305.789.9315  
lperaza@stroock.com  
 
 

http://www.stroock.com/people/MKeats
http://www.stroock.com/people/QMurphy
mailto:mkeats@stroock.com
mailto:qmurphy@stroock.com
http://www.stroock.com/people/LPeraza
mailto:lperaza@stroock.com


                         

 

 

New York 
 Maiden Lane 

New York, NY  - 
Tel: .. 
Fax: .. 

Los Angeles 
 Century Park East 

Los Angeles, CA  - 
Tel: .. 
Fax: .. 

Miami 
Southeast Financial Center 

 South Biscayne Boulevard, Suite  
Miami, FL  - 

Tel: .. 
Fax: .. 

Washington, DC 
 K Street NW, Suite  
Washington, DC  - 

Tel: .. 
Fax: .. 

 

www.stroock.com 

 
This Stroock Special Bulletin is a publication of Stroock & Stroock & 
Lavan  ©  Stroock & Stroock & Lavan . All rights 
reserved. Quotation with attribution is permitted. This Stroock 
publication offers general information and should not be taken or 
used as legal advice for specific situations, which depend on the 
evaluation of precise factual circumstances. Please note that 
Stroock does not undertake to update its publications after their 
publication date to reflect subsequent developments. This Stroock 
publication may contain attorney advertising. Prior results do not 
guarantee a similar outcome. 

Stroock & Stroock & Lavan LLP, with more than 300 attorneys 
in New York, Los Angeles, Miami and Washington, DC, is a law 
firm providing transactional, regulatory and litigation guidance to 
leading financial institutions, multinational corporations, 
investment funds and entrepreneurs in the U.S. and abroad.  Our 
emphasis on excellence and innovation has enabled us to maintain 
long-term relationships with our clients and made us one of the 
nation’s leading law firms for almost 140 years. 

For further information about Stroock Special Bulletins, or other 
Stroock publications, please contact Richard Fortmann, Senior 
Director-Legal Publications, at ... 



SEC Updates its Focus on Business Continuity and Transition Plans

 

August 25, 2016

The Securities and Exchange Commission (the “SEC”) recently provided insight into its current 
thinking regarding business continuity and transition plans (“BCPs”) and the management of both 
internal and outsourced technology infrastructure.

Although the SEC’s recent releases are addressed to investment advisers and funds, they reflect the 
SEC’s continued recognition that the maintenance and protection of technology infrastructure, 
including planning for potential cyber-attacks, should be a primary area of focus for financial 
institutions in general.  Moreover, the SEC has identified certain “notable practices” that were 
distilled from recent industry outreach, which provide guidance on dealing with third party service 
providers in connection with BCPs—an industry-wide issue.

The Proposed Rule and Guidance Update

In a July 2016 release (the “Proposing Release”), the SEC proposed a new rule under the Investment 
Advisers Act of 1940, which would require registered investment advisers to adopt and implement 
BCPs.[1]  At the same time, the SEC’s Division of Investment Management issued a Guidance 
Update discussing certain elements of BCPs that registered investment companies (“funds”) should 
consider adopting under Rule 38a-1 under the Investment Company Act of 1940.[2]

Both the Proposing Release and the Guidance Update explicitly highlight the importance of 
technology infrastructure and managing vendors.  According to the Proposing Release, BCPs “shall 
include policies and procedures … that address … maintenance of critical operations and systems, 
and the protection, backup, and recovery of data.”[3]  The SEC’s Guidance Update similarly 
emphasizes the management of both internal and outsourced technology infrastructure and related 
services, noting the increasing use of third-party technologies and consideration of them as part of 
business continuity planning.[4]

As such, although directed at registered investment advisers and funds, the Proposing Release and 
Guidance Update help inform financial institutions generally as to the SEC’s view of best practices 
for BCPs.

As an initial point, the SEC’s elevation of its discussion of BCPs from guidance to a rule signals the 
high importance the SEC places on BCPs.  The Proposed Rule would require an adviser’s BCP to be 
based on the risks associated with the adviser’s operations and to include policies and procedures 
designed to minimize material disruptions of client services.[5]  Specific business disruption events 
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that should be addressed by a BCP include natural disasters, acts of terrorism, cyber-attacks, 
equipment or system failures, or unexpected loss of a service provider or facilities.

[6]

The Proposed Rule would require an adviser to review the adequacy and effectiveness of its BCP at 
least annually and to maintain related records.[7]  More specifically, the Proposed Rule would require 
that a BCP include a transition plan with the following specific components related to technology 
infrastructure:

• Maintenance of critical operations and systems, and the protection, backup and recovery of 
data, including client records.

• Pre-arranged alternative physical location(s) of the adviser’s office(s) and/or employees.
• Procedures for ongoing communications with clients, employees, service providers, and 

regulators.
• Identification and assessment of third party services critical to the operation of the adviser.
• Policies and procedures intended to safeguard, transfer and/or distribute client assets during 

transition.
• Policies and procedures facilitating the prompt generation of any client-specific information 

necessary to transition each client account.
• An assessment of the applicable law and contractual obligations governing the adviser and its 

clients.

The Guidance Update points to the existing obligations of funds (under Rule 38a-1) to have 
compliance policies and procedures, including procedures that address the risk of loss of business 
continuity.  It also discusses a number of measures the SEC staff believes funds should consider as 
part of evaluating their business continuity preparedness, especially with respect to critical service 
providers.  However, instead of stating specific obligations that funds have with respect to their BCPs, 
the Guidance Update cites to last year’s well-publicized third-party system malfunction at a service 
provider[8] as a recent event where they believed some funds could have been better prepared to 
manage a business disruption event.  The Guidance Update also highlights the findings of a recent 
outreach by the SEC staff to a number of funds and their advisers regarding BCPs generally.

Specifically, the Guidance Update highlights the following “notable practices” identified through its 
recent fund outreach:

• Address the facilities, technology/systems, employees and activities conducted by the fund’s 
investment adviser and any affiliates, as well as dependencies on critical services provided by 
third-party service providers.

• Involve a broad cross-section of employees from key functional areas in BCPs, typically 
including senior management, technology, information security, operations, human resources, 
communications, legal, compliance, and risk management.

• Participation by the Chief Compliance Officer (“CCO”) in the fund’s third-party service 
provider oversight process.

• Provide BCP presentations to the fund board of directors on an annual basis.
• Some form of BCP testing occurring at least annually, with the results of that testing shared, as 

appropriate, in updates to fund boards.
• Monitoring by the CCO and other pertinent staff of business continuity outages, including those 

incurred by critical third-party service providers, and reporting to the board as warranted.
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• Consider examining critical service providers’ backup processes, the robustness of the 
provider’s contingency plans, including reliance on other critical service providers, and how 
these providers intend to maintain operations during a significant business disruption.

• Identify how best to monitor whether a critical service provider has experienced a significant 
disruption (g., a cybersecurity breach) that could impair the service provider’s ability to provide 
uninterrupted services, the potential effect that disruption may have your company’s operations, 
and the communication protocols and steps that may be necessary for your company to 
successfully navigate the disruption.

• To better ensure continued operations and/or promptly resume operations during a significant 
business disruption, consider how the BCPs of critical service providers relate to each other. 
For example, funds should discuss with their service providers any redundancies and backup 
plans the service provider has in the event it experiences a significant business disruption.  
Additionally, you should consider if they have backup procedures that address the steps that 
would need to be taken to successfully navigate through the service provider disruption.

• Consider how a critical service provider disruption could impact your company’s operations 
and have a general plan for managing the response to potential disruptions under various 
scenarios, whether such disruptions occur with an affiliated or third-party service provider.

Lessons for Negotiating Technology Vendor Contracts

The Proposing Release and the Guidance Update reflect the SEC’s continued recognition that 
maintenance and protection of technology infrastructure, including potential cyber-attacks, is a 
primary area of risk.  Indeed, the weaknesses the SEC observed in advisers’ BCPs with respect to 
telecommunications and technology were a stated impetus for the Proposed Rule.

Although the Proposing Release and the Guidance Update focus on the key components of BCPs, 
financial institutions should not lose sight of the fact that the effectiveness of their BCPs with respect 
to technology infrastructure may, in certain respects, depend on their contractual relationships with 
existing and future technology vendors.  Indeed, many of the observations of the SEC examination 
staff reflected in the Proposing Release have direct relevance to vendor contracts and serve as 
reminders of the types of provisions financial institutions should consider including in such contracts.

At a most basic level, vendors must be active participants in the financial institutions’ BCPs.  From a 
contractual standpoint, this may start with an obligation for a vendor of a critical system or operation 
to have its own BCP and test it annually.  The SEC has also signaled the need for collaboration among 
financial institutions and their technology vendors, noting the importance of engaging service 
providers to ensure backup servers work properly, “the need to understand the business continuity and 
disaster recovery protocols of critical [. . .] service providers,” and the need for continuing diligence 
in this regard.

[9]
  Addressing these points may translate into contract provisions providing for 

transparency regarding the vendors’ BCPs and disaster recovery systems, as well as related 
obligations, including minimum requirements, physical location, annual testing and reporting, and 
notification of material changes.

Of course, vendors might also be contractually obligated to participate in the annual review of a 
financial institution’s own BCP.  In light of the SEC examination staff’s finding regarding inadequate 
testing of BCPs, the existence of a BCP that is appropriate on its face may provide little protection if 
implemented poorly with vendors following an actual business interruption.
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Similarly, an otherwise thorough BCP may provide little protection if delayed in its implementation 
(e.g., due to a vendor’s failing to either adequately monitor its systems or provide notification of 
issues).  As discussed above, the Proposed Rule will require an adviser’s BCP to include a 
communication plan, and the communication plan may reflect both monitoring and notification of 
disruptions.  Although contractual remedies may be limited, parameters regarding such monitoring 
and notifications may be incorporated into the vendor contract.

As another example, the Proposing Release and the Guidance Update note the importance of 
considering the interrelationship of vendors in creating a BCP and enhancing preparedness.  Also 
important is the interrelationship of third-party vendor systems and a company’s internal, proprietary 
systems.  Mapping such interrelationship – the physical telecommunications interconnections and 
logical data inputs and outputs among them – can be important to the creation of a BCP.  Once the 
normal interrelationships have been mapped, potential deviations necessitated by interruptions can be 
considered and addressed in vendor contracts.  The contracts might include pre-negotiated statements 
of work for the provision of backup services by, for example: providing for alternate data formats or 
forms of data transfer used by the vendor; the provision of additional services as replacement for 
impaired third-party or financial institution-provided services; or other potential work-arounds.

In short, the SEC’s recent releases may signal an appropriate time for financial institutions – not just 
advisers and funds – to take inventory of their existing vendor contracts and revisit requirements for 
future ones.  Some of the takeaways from the SEC Proposing Release and the Guidance Update may 
not be new.  They may, however, help to inform financial institutions as they review their own BCPs 
and those of their third-party vendors and service providers, and provide additional insight into the 
SEC’s future evaluation of BCPs and the management of technology vendors and other third-party 
service providers.

[1] Adviser Business Continuity and Transition Plans, 81 FR 43530 (July 5, 2016) (proposing new 
Rule 206(4)-4) (the “Proposing Release”).

[2]      SEC Investment Management Guidance Update No. 2016-04, Business Continuity Planning for 
Registered Investment Companies (June 2016), available at https://www.sec.gov/investment/im-
guidance-2016-04.pdf (the “Guidance Update”).

[3]      Proposing Release at 43545.

[4]      Guidance Update at 1.

[5]       Proposed Rule 206(4)-4(b)(2).

[6]      Although the Proposed Rule and Guidance Update deal with non-technical aspects of BCPs, 
such as stressed market conditions and a sale of business, this article focuses on technical and related 
vendor issues.

[7] Proposed Rule 206(4)-4(a)(2).

[8]      In August 2015, The Bank of New York Mellon experienced a malfunction in one of its third-
party systems provided by SunGard Data Systems Inc., and was unable to, among other things, 
deliver timely system-generated net asset values (“NAVs”) for certain clients for several days.  This 
malfunction resulted in the affected funds having to price their shares using stale or manually 
calculated NAVs.
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[9]       Proposing Release at 43534; Guidance Update at 3.

_______________________________________________

By Ian G. DiBernardo, a Partner in Stroock’s Intellectual Property Practice Group, and a WSTA 
Ticker Publication Committee member since 2011; Robert E. Plaze and Nicole M. Runyan, Partners 
in Stroock’s Investment Management Practice Group, and Lior J. Ohayon, a Partner in Stroock’s 
Private Funds Practice Group.
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Treasury Department Finalizes Definition of 
Real Property for Real Estate Investment 

Trusts (REITs) 
 

August 31, 2016

Yesterday morning, the Treasury Department 
finalized regulations defining real property for a 
real estate investment trust (a REIT).1  The final 
regulations did not accept most of the comments 
that were received, so the final regulations are 
quite similar to the proposed regulations (which in 
turn were intended to reflect ruling practice), 
though some provisions were tightened or 
clarified. 

There were, however, a few significant changes 
from the proposed regulations, including a change 
to Example 11, which describes how to take 
account of an above-market lease in valuing real 
estate.  The most significant change, however, 
addresses whether a structural component of a 
building (for example, solar equipment that 
supplies the needs of the building) can be held in a 

                                                
1 Published in the Federal Register, August 31, 2016, 81 

FR 59849.  Available at 
https://www.gpo.gov/fdsys/pkg/FR-2016-08-
31/pdf/2016-20987.pdf.  The regulations are 
generally effective for taxable years beginning after 
August 31, 2016, but may be relied on for earlier 
quarters. 

different capacity than the building.  The proposed 
regulations required the structural component to 
be held in an “equivalent interest” to the building 
or other inherently permanent structure.  The final 
regulations allow the structural component to be 
owned by someone who does not own the 
building, provided that the taxpayer owning the 
structural component has a real property interest in 
the space. 

As a result of this change, solar equipment that is 
on top of a building (supplying energy to the 
building) may be able to qualify as real property in 
the hands of a REIT, even though the owner of 
the solar equipment does not own the building – 
provided the REIT has a lease of the space on 
which the solar equipment is located, and provided 
that the other requirements of the regulations with 
respect to real property for a REIT are met. 

In particular, the Internal Revenue Service is 
considering whether additional guidance is 
necessary regarding when a distinct asset that 
produces electricity that services a building may be 
sold to third parties.  In the interim, the preamble 

https://www.gpo.gov/fdsys/pkg/FR-2016-08-31/pdf/2016-20987.pdf
https://www.gpo.gov/fdsys/pkg/FR-2016-08-31/pdf/2016-20987.pdf


                         

 

to the regulation discusses situations where the IRS 
will not treat the transfer of excess electricity to a 
third party as affecting REIT qualification. 

 
By Micah W. Bloomfield, a Partner in the Tax 
Practice Group of Stroock & Stroock & Lavan 
LLP. 
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IRS Issues New “No Rule” Area and 
Related Proposed Regulations: Potential 
Implications for Regulated Investment 

Companies 
 

October 5, 2016

On September 27, 2016, the Internal Revenue 
Service (the “IRS”) issued proposed regulations 
under Section 851 of the Internal Revenue Code 
of 1986, as amended (the “Code”) (the “Proposed 
Regulations”) and a related Revenue Procedure 
impacting the ability of regulated investment 
companies (“RICs”) (particularly, RICs seeking to 
generate commodity market exposure) to satisfy 
the gross income and asset diversification tests for 
RIC status under the Code.   

As discussed in this Stroock Special Bulletin, 
the Revenue Procedure establishes a new “no 
rule” area that impacts the definition of “security” 
for purposes of the RIC qualification tests under 
Subchapter M of the Code.  This Stroock 
Special Bulletin further discusses the Proposed 
Regulations that, among other things, will have 
the effect of requiring certain foreign entities in 
which a RIC invests (including offshore 
commodity investment subsidiaries) to make 

current distributions to match the RIC’s income 
inclusions in respect of those foreign entities. 

Definition of “Security” and New 
“No-Rule” Area Under Revenue 
Procedure 2016-50 

By way of background, to maintain its RIC 
status for federal income tax purposes, a RIC must, 
among other things, derive in each taxable year at 
least 90% of its gross income from certain 
enumerated sources (the “gross income test”), 
including (i) dividends and interest, (ii) gains from 
the sale or other disposition of stocks, “securities” 
or foreign currencies, and (iii) other income 
(including but not limited to gains from options, 
futures or forward contracts) derived with respect 
to its business of investing in such stocks, 
“securities” or currencies (such other income, 
“Other Income”).  Excluded from the list of 
enumerated sources of qualifying income are 
income and gains from commodities.  In addition, 
a RIC must diversify its holdings so that, at the end 



                         

 

of each quarter of the taxable year, its holdings of 
“securities” and certain other assets satisfy certain 
prescribed percentage tests (the “asset 
diversification test”).  

The statutory language in the Code setting forth 
the gross income test specifically provides that the 
term “security” as used therein is “as defined in 
section 2(a)(36) of the Investment Company Act of 
1940, as amended” (the “1940 Act”).  In addition, 
the relevant Code provisions provide that, for 
purposes of the asset diversification test, any terms 
that are not otherwise defined in the applicable 
Code provisions “shall have the meaning as when 
used in the [1940 Act].”  Because the term 
“security” is not specifically defined in the context 
of the asset diversification test, it is therefore 
defined, for such purpose, by reference to the 
applicable 1940 Act definition/use.  It follows, and 
the Preamble to the Proposed Regulations so 
states, that an asset is a “security” for purposes of 
the gross income and asset diversification tests if it 
is a “security” under the 1940 Act. 

Although it is clear that the term “security” is 
defined by reference to the 1940 Act definition, it 
has not always been clear as to how the term 
should be construed in the absence of specific 
interpretive guidance from the U.S. Securities and 
Exchange Commission (the “SEC”).  The IRS 
historically has taken the view that, in the absence 
of SEC guidance, it could independently construe 
the meaning of applicable 1940 Act definitions, 
taking into account the purposes for which those 
terms are being applied in the context of the 
applicable RIC provisions of the Code.  Given the 
different policies and goals underlying the Code’s 
RIC provisions and the 1940 Act, it is generally 
thought that the IRS has more of an incentive to 

construe the term “security” more narrowly than 
the SEC. 

In 2006, the IRS ruled (in Revenue Ruling 
2006-1) that certain derivative swap contracts that 
provided total return exposure to a commodity 
index were not “securities” for purposes of the 
gross income test.  In Revenue Ruling 2006-31, 
the IRS clarified that its holding in Revenue 
Ruling 2006-1 was limited to the specific 
derivative contracts described in that ruling and 
that the ruling “was not intended to preclude a 
conclusion that the income from certain 
instruments (such as certain structured notes) that 
create a commodity exposure for the holder is 
qualifying income” under the gross income test. 

Between 2006 and 2011, the IRS issued 
numerous private letter rulings concluding that 
income from various commodity-linked notes 
(which based on the representations in those 
rulings generally had characteristics of hybrid 
securities that were “predominantly securities”) 
could be treated favorably for purposes of the gross 
income test, with treatment akin to that of income 
from securities.  Then, in 2011, the IRS suspended 
the issuance of any further private letter rulings 
addressing the treatment of commodity-related 
investments by RICs, while the IRS reviewed the 
issues and considered guidance of broader 
applicability. 

Contemporaneously with the publication of the 
Proposed Regulations, the IRS issued Revenue 
Procedure 2016-50 which establishes a new “no-
rule” area to the effect that the IRS ordinarily will 
not issue rulings or determination letters on any 
issue relating to the treatment of an entity as a RIC 
that requires a determination of whether a financial 
instrument or position is a “security” under the 



                         

 

1940 Act.  In the Preamble to the Proposed 
Regulations, the IRS explained that the SEC has 
exclusive rulemaking authority under the 1940 Act 
and “[a]ny future guidance regarding whether 
particular financial instruments, including 
investments that provide RICs with commodity 
exposure, are securities for purposes of the 1940 
Act is therefore within the jurisdiction of the 
SEC.”  Accordingly, if a RIC holds an asset or 
position that is a “security” under the 1940 Act 
(determined without regard to tax considerations), 
including potentially an asset or position that 
produces commodity exposure, such asset or 
position will be a “security” for purposes of the 
gross income test and the asset diversification test. 

The status of the IRS’s previously issued 
guidance remains to be seen.  The IRS has 
requested comments as to whether Revenue 
Ruling 2006-1, Revenue Ruling 2006-31, and 
other previously issued guidance that involves 
determinations of whether a financial instrument or 
position held by a RIC is a “security” under the 
1940 Act, should be withdrawn effective as of the 
finalization of the Proposed Regulations.  
Accordingly, it is unclear whether RICs that have 
relied on the principles espoused in Revenue 
Ruling 2006-31 and in the various private letter 
rulings related to the “security” status of 
commodity-linked notes (or other instruments or 
positions) can continue to rely on such guidance, 
and the scope of instruments and positions, 
including derivatives, that will be treated as 
“securities” for purposes of the gross income test 
and the asset diversification test will need to be re-
examined, with particular focus on their “security” 
status under the 1940 Act.  It is possible that the 
effective ceding of jurisdiction by the IRS to the 
SEC in respect of “security” status determinations 

will, in certain cases, broaden the scope of 
permissible RIC investments (including, 
potentially, commodity-related investments). 

As the term “security” is not the only term that 
is determined by reference to the 1940 Act in the 
context of the RIC provisions of the Code, and 
security status under the 1940 Act may also be 
relevant in tax contexts other than the 
determination of an entity’s status as a RIC, it 
remains to be seen whether the IRS will apply a 
no-rule policy in the context of such other 1940 
Act defined terms or non-RIC contexts. 

Required Distributions by Foreign 
Corporate Investments 

If a RIC forms a wholly-owned subsidiary under 
the laws of a foreign jurisdiction through which it 
conducts an investment program, including in 
respect of commodities or commodity-linked 
instruments, including derivatives, that subsidiary 
will be classified as a controlled foreign corporation 
(a “CFC”) for federal income tax purposes.1  As a 
result of the subsidiary’s classification as a CFC, the 
RIC will be required to take into account, on a 
current basis, certain items of income earned by 
the subsidiary, including dividends, interest, certain 
other passive income, and certain gains from 
transactions in commodities.  The RIC will be 
required to include these items in income (“CFC 
Inclusions”), whether or not the subsidiary actually 
distributes this income to the RIC. 

                                                
1 Generally speaking, a foreign corporation is a CFC if 

more than 50% of the voting stock or 50% of the 
value of the stock of the corporation is owned by 
United States persons that each, directly, indirectly or 
constructively, own 10% or more of the voting stock 
of the corporation. 



                         

 

Similarly, if a RIC makes a portfolio investment 
in an offshore investment fund or an offshore 
feeder vehicle for an investment fund that effects 
transactions in securities and/or commodities, the 
offshore investment fund or feeder vehicle likely 
will be classified as a “passive foreign investment 
company” (a “PFIC”) for federal income tax 
purposes.2  To avoid the very unfavorable tax 
results typically associated with an investment in a 
PFIC, the RIC may, in certain cases, either (x) 
elect to mark-to-market its investment in the 
offshore entity3 or (y) elect to treat the offshore 
entity as a “qualified electing fund” (“QEF”).  In 
the latter case, the RIC must include in its income 
its share of the QEF’s income and gains (“QEF 
Inclusions”), whether or not such income is 
distributed from the QEF to the RIC. 

The flush language to Section 851(b) of the 
Code treats CFC Inclusions and QEF Inclusions 
that are currently distributed by the CFC or QEF 
to the RIC as dividends, and, thus, as qualifying 
income for purposes of the gross income test.  The 
IRS, however, has issued numerous rulings that, 
even in the absence of corresponding distributions, 
CFC Inclusions and QEF Inclusions constitute 
Other Income, and, thus, qualifying income, on 
the ground that CFC Inclusions and QEF 
                                                
2 Generally speaking, a foreign corporation is a PFIC if 

75% or more of its income for the taxable year is 
passive income, or the average percentage of its assets 
during the taxable year that produce passive income, 
or that are held for the production of passive income, 
is at least 50%, all as determined under prescribed 
rules. 

3 If the RIC makes the mark-to-market election in 
respect of a PFIC, the RIC generally would 
recognize as ordinary income any increase in the 
value of its interest in the PFIC for the relevant 
taxable year, and as ordinary loss any decrease in such 
value for the relevant taxable year with certain 
limitations. 

Inclusions are derived by the RIC from its business 
of investing in the stock of the CFC or QEF. 

Assuming the Proposed Regulations are adopted 
as final regulations in their current form, CFC 
Inclusions and QEF Inclusions will constitute 
qualifying income for purposes of the gross income 
test only if they are accompanied by corresponding 
current distributions in accordance with the flush 
language of Section 851(b) cited above (and, 
correspondingly, CFC Inclusions and QEF 
Inclusions that are unaccompanied by such 
distributions will not constitute qualifying Other 
Income). 

In the Preamble to the Proposed Regulations, 
the IRS specifically renounces the reasoning and 
conclusions of any previously issued private letter 
rulings that treated CFC Inclusions and QEF 
Inclusions, in the absence of current distributions, 
as qualifying Other Income.  Accordingly, 
notwithstanding the prospective effective date of 
the Proposed Regulations, there can be no 
assurance that CFC Inclusions and QEF Inclusions 
that are unaccompanied by corresponding 
distributions constitute qualifying income at the 
current time.  RICs would be advised to cause any 
CFCs (in particular any offshore subsidiaries that 
are used primarily to invest in commodities and/or 
commodity-linked instruments, including 
derivatives) to, or, where possible, obtain 
assurances that any QEFs in which they have 
invested will, make current distributions so that the 
applicable CFC Inclusions and QEF Inclusions can 
qualify as “dividend” income (and thus qualifying 
income) under the flush language of Section 851(b) 
and applicable Treasury regulations (without 
having to rely on the potential Other Income 
treatment of such income).  In other cases, RICs 
may need to consider utilizing mark-to-market 



                         

 

elections in respect of the PFICs in which they 
invest (rather than QEF elections) so as to avoid 
the potential distribution requirements in respect of 
QEF Inclusions.  RICs that were direct recipients 
of the previously issued private letter rulings should 
consult their advisors regarding the extent to which 
they may continue relying on those rulings 
(including the effect that the finalization of the 
Proposed Regulations would have on those 
rulings). 

The IRS and the Treasury Department 
requested comments on the Proposed Regulations 
by December 27, 2016.  The Proposed 
Regulations, if finalized in their current form, 
would be effective for taxable years that begin on 
or after the date that is 90 days after the date such 
regulations are finalized. 

Conclusion 

Both the Proposed Regulations and the 
contemporaneously issued Revenue Procedure 
2016-50 represent a significant change in direction 
by the IRS in relation to the interpretation of the 

term “security,” and the treatment of CFC 
Inclusions and QEF Inclusions that are 
unaccompanied by current cash distributions, in 
the context of the RIC qualification tests.  In light 
of these new developments, all RICs should 
consult both their 1940 Act attorneys and tax 
attorneys to understand the scope of permissible 
investments and how best to protect their RIC 
status. 

 
By Jonathan S. Kusko, Of Counsel, and Susan R. 
Cohen, a Special Counsel, in the Tax Practice 
Group of Stroock & Stroock & Lavan LLP. 
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Wrap Fee Programs in SEC’s Crosshairs: 

Program Participants on Notice 
 

October 10, 2016

Since 2014, wrap fee programs have been 
highlighted as an annual exam priority by the 
SEC’s National Exam Program.  Over the last 
three months, those priorities appear to have 
picked up some tailwind, with the SEC 
announcing three separate enforcement actions and 
simultaneous settlements against wrap fee program 
participants.  Two of those actions involved 
program sponsors—Robert W. Baird & Co., Inc. 
and Raymond James & Associates, Inc.—while the 
other action involved a third-party manager to 
multiple programs—RiverFront Investment 
Group, LLC.1  The actions against Baird and 
Raymond James focused on the adequacy of each 
sponsor’s compliance policies and procedures 
related to the oversight and disclosure of certain 
trading practices of third-party managers (or “sub-

                                                
1  The SEC orders announcing the institution and 

simultaneous settlement of the administrative 
proceedings are available at:  
https://www.sec.gov/litigation/admin/2016/ia-
4526.pdf (Robert W. Baird & Co., Inc.); 
https://www.sec.gov/litigation/admin/2016/ia-
4525.pdf (Raymond James & Associates, Inc.); and 
https://www.sec.gov/litigation/admin/2016/ia-
4453.pdf (RiverFront Investment Group, LLC). 

advisers”) on their wrap fee platforms, while the 
action against RiverFront focused on the sub-
adviser’s disclosure to investors about its trading 
practices. 

Wrap Fee Programs and Trading 
Practices 

Investors who participate in wrap fee programs 
pay the advisory firm that sponsors the program a 
single “wrap fee” that generally is a set percentage 
of the investor’s assets held in its program account, 
although the amount of the wrap fee is often 
negotiable.  A wrap fee usually covers all the 
services that are provided to the investor’s account 
by the sponsoring firm, including investment 
advisory, asset allocation and, importantly in this 
context, brokerage services.  By charging a single 
fee for all of the account services, wrap fee 
programs are designed to provide some degree of 
cost certainty to investors. 

Sponsors often select multiple sub-advisers for 
their platforms, from which investors can choose to 
allocate their assets or select a model portfolio.  
Most wrap fee programs contemplate that sub-

https://www.sec.gov/litigation/admin/2016/ia-4526.pdf
https://www.sec.gov/litigation/admin/2016/ia-4526.pdf
https://www.sec.gov/litigation/admin/2016/ia-4525.pdf
https://www.sec.gov/litigation/admin/2016/ia-4525.pdf
https://www.sec.gov/litigation/admin/2016/ia-4453.pdf
https://www.sec.gov/litigation/admin/2016/ia-4453.pdf


                         

 

advisers will use a sponsor-designated broker-dealer 
(often the sponsor itself) to execute the sub-
adviser’s trades on behalf of investors.  When trades 
are executed through the designated broker-dealer, 
those transaction costs are included in the wrap fee 
that each investor pays.  However, if a sub-adviser 
chooses not to direct the execution of a particular 
trade through the designated broker-dealer, the 
investor generally is charged for any transaction 
costs outside of the wrap fee.  This practice is 
referred to as “trading away” and these types of 
trades are commonly called “trade aways.”  

SEC Enforcement Actions 

The SEC’s enforcement actions against Robert 
W. Baird & Co., Inc. and Raymond James & 
Associates, Inc. focused on each sponsor’s alleged 
failure to adopt adequate compliance policies and 
procedures with respect to the trading away 
practices of sub-advisers on their wrap fee 
platforms.  In each instance, the SEC alleged that 
the sponsor failed to collect, or was delinquent in 
collecting, information from sub-advisers about 
their trading away costs or about the frequency 
with which they traded away, and then failed to 
properly disclose that information to financial 
advisers and investors in their programs.  The SEC 
found that each sponsor was aware that certain 
sub-advisers traded away a significant amount—at 
times over 90%—of their trades from a designated 
broker-dealer.  However, because those costs were 
embedded in security prices provided as part of 
monthly client account statements and not 
otherwise readily distinguishable from the wrap 
fee, they were not fully disclosed to investors and 
their financial advisers.  As a result, financial 
advisers who recommend a wrap fee program to 
their advisory clients were not in a position to 
determine whether a particular sub-adviser was 

suitable for a client—both initially and on an 
ongoing basis—and advisory clients lacked 
sufficient information to assess the complete costs 
of the program, determine which sub-advisers to 
select or meaningfully negotiate wrap fees with a 
sponsor. 

As a result, the SEC alleged that these sponsors 
violated Section 206(4) of the Investment Advisers 
Act of 1940 and Rule 206(4)-7 thereunder, due to 
a failure to adopt sufficient compliance policies and 
procedures around the collection and disclosure of 
information concerning the trading away practices 
of sub-advisers on their platforms.  Without 
admitting or denying the SEC’s charges, the 
sponsors consented to the SEC’s findings, agreed to 
pay civil penalties of $250,000 and $600,000 and 
undertook certain remediation efforts.  The lesser 
penalty paid by Baird may reflect the fact that the 
sponsor already had undertaken certain efforts over 
the last three years to identify and disclose the 
frequency of, and costs associated with, the trading 
away practices of the sub-advisers on its platform. 

The SEC’s enforcement action against 
RiverFront Investment Group, LLC did not focus 
on the adequacy of the sub-adviser’s compliance 
program, rather it focused on the sufficiency of the 
sub-adviser’s disclosures to investors concerning its 
trading away practices.  At the time the sub-adviser 
began managing assets through wrap fee programs, 
its Form ADV stated that the sub-adviser was 
permitted to trade away in an effort to obtain best 
execution for investors, but that it would generally 
execute trades through the sponsor (or sponsor-
designated broker-dealers) (emphasis added).  Over 
time, the sub-adviser substantially increased the 
amount of transactions executed away from the 
sponsor and, at times, nearly 100% of the trades 
executed on an investment strategy-level basis (i.e., 



                         

 

across all client accounts) were traded away.  
During this period, according to the SEC, 
disclosure changes to the sub-adviser’s Form ADV 
were late-coming and insufficient to alert investors 
to the sub-adviser’s trading practices and the 
increased costs borne by clients as a result.   

Without admitting or denying the SEC’s alleged 
violations of Sections 204(a) and 207 of the 
Investment Advisers Act of 1940 and Rule 204-
1(a) thereunder, RiverFront consented to the 
SEC’s findings and agreed to pay a $300,000 civil 
penalty.  The sub-adviser also agreed to disclose, 
on an investment strategy basis, the volume of 
trades by market value traded away and the 
associated transaction costs passed on to investors 
outside of their wrap fees.  This disclosure will be 
available on the sub-adviser’s website, updated 
quarterly and also accessible through the sub-
adviser’s Form ADV. 

Implications for Wrap Fee Program 
Participants 

This spate of SEC enforcement actions serves to 
remind program participants of their fiduciary 
duties to investors (who are clients of both the 
sponsor and sub-adviser).  Unless a client consents 
to the direction of all brokerage to the program 
sponsor, sub-advisers have a duty to seek best 
execution.  Trades with the sponsor-designated 
broker-dealer should be considered “commission-
free” (as those brokerage services are included in 
the wrap fee pricing) and trading away justified 
only if the other broker is expected to improve 
execution by a sufficient amount to justify the 
additional commission or fee.  Sponsors have a 
duty to supervise the activities of sub-advisers on 
their platform, including their best execution 
practices, and both sponsors and sub-advisers have 

an obligation to provide advisory services 
consistent with the disclosure they have made to 
their clients. 

Unlike the vast majority of enforcement actions 
the SEC brings each year against investment 
advisers, these wrap fee program participants did 
not appear to have undisclosed conflicts of interest 
with their clients (e.g., failing to disclose that the 
brokers receiving commissions or fees were 
affiliates of a participant).  Thus, there does not 
appear to be a breach by a program participant of 
its duty of loyalty underlying the alleged violations.  
Instead, the SEC’s actions appear to involve alleged 
violations of the participants’ duty of care—the 
duty of an adviser to use reasonable care, skill and 
diligence on behalf of its client as would a prudent 
person under similar circumstances. 

In light of these recent SEC settlements, wrap 
fee program sponsors and sub-advisers would be 
well-advised to review their compliance policies 
and procedures and disclosure documents 
governing trading away practices. 

In particular, these settlements highlight the 
need for sponsors to have specific policies and 
procedures in place to monitor the trading 
practices of program sub-advisers to determine 
whether they conform to the disclosure provided 
to clients.  Although these enforcement actions 
involve trading away from the sponsor, there may 
also be circumstances when sub-advisers have valid 
reasons for trading away from a single broker-
dealer, including avoiding principal trades or 
seeking to satisfy best execution obligations.  In 
those instances, both sponsors and sub-advisers 
should consider appropriate actions in light of the 
wrap account client’s best interests, and review 
their client disclosures accordingly.  As part of any 



                         

 

compliance program, sponsors should be reviewing 
those policies and procedures no less frequently 
than annually.  In addition, wrap fee program 
sponsors should consider an appropriate means of 
disseminating information to financial advisers and 
their advisory clients about trading away practices, 
the costs of such practices and the impact, if any, 
on the sub-adviser’s performance as a result.  That 
information could be posted on a sponsor’s website 
or provided in client communications, such as 
monthly account statements or in a separate 
periodic communication that would direct clients 
and their financial advisers to the information on 
the sponsor’s website.  Finally, as part of their 
compliance programs, sponsors should assess 
whether they have sufficient training for their 
financial advisers about trading away practices, and 
their associated costs, in order to assist financial 
advisers to assess which sub-advisers are suitable for 
their clients.  

Sub-advisers on wrap fee platforms should 
review their Form ADV disclosures (both in Part 
2A and in any required wrap fee program 
brochure) in light of these settlements.  In 

evaluating whether current disclosures should be 
updated, sub-advisers should consider whether any 
disclosure amendments are material and should be 
summarized in Item 2 of Form ADV Part 2A 
(Material Changes) and then ensure that all 
clients—not just new clients—receive an updated 
brochure.  Sub-advisers also should assess how best 
to satisfy their duty to seek best execution for 
investors in wrap accounts—which may result in 
increased costs to those clients—in light of their 
public disclosures and SEC guidance. 

 
By Nicole M. Runyan, a Partner in Stroock’s 
Investment Management Group, and Kirk W. 
Anderson, an associate in Stroock’s Investment 
Management Group. 

For More Information 

Nicole M. Runyan 
.. 
nrunyan@stroock.com 
 
 

 

http://www.stroock.com/practices/Investment-Management
http://www.stroock.com/practices/Investment-Management
http://www.stroock.com/practices/Investment-Management
http://www.stroock.com/nrunyan
mailto:nrunyan@stroock.com


                         

 

 

New York 
 Maiden Lane 

New York, NY  - 
Tel: .. 
Fax: .. 

Los Angeles 
 Century Park East 

Los Angeles, CA  - 
Tel: .. 
Fax: .. 

Miami 
Southeast Financial Center 

 South Biscayne Boulevard, Suite  
Miami, FL  - 

Tel: .. 
Fax: .. 

Washington, DC 
 K Street NW, Suite  
Washington, DC  - 

Tel: .. 
Fax: .. 

 

www.stroock.com 

 
This Stroock Special Bulletin is a publication of Stroock & Stroock & 
Lavan  ©  Stroock & Stroock & Lavan . All rights 
reserved. Quotation with attribution is permitted. This Stroock 
publication offers general information and should not be taken or 
used as legal advice for specific situations, which depend on the 
evaluation of precise factual circumstances. Please note that 
Stroock does not undertake to update its publications after their 
publication date to reflect subsequent developments. This Stroock 
publication may contain attorney advertising. Prior results do not 
guarantee a similar outcome. 

Stroock & Stroock & Lavan LLP, with more than 300 attorneys 
in New York, Los Angeles, Miami and Washington, DC, is a law 
firm providing transactional, regulatory and litigation guidance to 
leading financial institutions, multinational corporations, 
investment funds and entrepreneurs in the U.S. and abroad.  Our 
emphasis on excellence and innovation has enabled us to maintain 
long-term relationships with our clients and made us one of the 
nation’s leading law firms for almost 140 years. 

For further information about Stroock Special Bulletins, or other 
Stroock publications, please contact Richard Fortmann, Senior 
Director-Legal Publications, at ... 



                              
 

      •   •   •  • ,  
  ,  ,   -  ..  .. .. 

 

 

SEC Issues Final Rules on Liquidity Risk 
Management, Reporting Modernization and 

Swing Pricing 
 

October 18, 2016

On October 13, 2016, the Securities and 
Exchange Commission (the “SEC”) adopted three 
sets of final rules and rule amendments, as well as 
new forms and form amendments, relating to 
liquidity risk management, reporting 
modernization and swing pricing for funds.  This 
Stroock Bulletin is meant to provide you with a 
brief and timely summary of the SEC’s 
rulemakings.  We are preparing a subsequent 
Stroock Bulletin with more detail about these 
new and amended rules and forms, as well as the 
potential impact for funds and their boards. 

Liquidity Risk Management 

New Rule 22e-4 

The SEC adopted new Rule 22e-4 under the 
Investment Company Act of 1940, as amended 
(the “1940 Act”), which requires each registered 
open-end management investment company, 
including exchange-traded funds (“ETFs”) but not 
including money market funds, to establish a 
liquidity risk management program.  The following 
highlights the key requirements: 

• Assessment, management and periodic review 
of a fund’s liquidity risk.  “Liquidity risk” is 
the risk that a fund could not meet requests to 
redeem fund shares without significant 
dilution of the remaining investors’ interests in 
the fund.  In conducting this review, the 
following factors, as applicable, must be 
considered: (i) investment strategy and 
liquidity of portfolio investments during both 
normal and reasonably foreseeable stressed 
conditions; (ii) short-term and long-term cash 
flow projections during both normal and 
reasonably foreseeable stressed conditions; and 
(iii) holdings of cash and cash equivalents, as 
well as borrowing arrangements and other 
funding sources.  ETFs also must consider the 
relationship between the ETF’s portfolio 
liquidity and its trading activity as well as the 
effect of the composition of baskets on the 
overall liquidity of the ETF’s portfolio. 

• Classification of the liquidity of fund portfolio 
investments.  Funds will be required to classify 
the liquidity of portfolio investments based on 
the number of days in which the fund 
reasonably expects the investment would be 
convertible to cash in current market 
conditions without significantly changing the 



                         

 
 

market value of the investment, and the 
determination would have to take into 
account the market depth of the investment.  
The four classifications are:  highly liquid, 
moderately liquid, less liquid and illiquid.  
Importantly, a fund may classify its portfolio 
investments by asset class (instead of on a per-
investment basis), unless market, trading or 
other investment-specific factors may 
significantly affect the liquidity characteristics 
of an investment compared to other 
investments in the same asset class. 

• Determination of a highly liquid investment 
minimum.  A fund will be required to 
determine a minimum percentage of its net 
assets that must be invested in highly liquid 
investments (i.e., cash or investments that are 
reasonably expected to be converted to cash 
within three business days without 
significantly changing the market value of the 
investment).  The fund must implement 
policies and procedures for this purpose, 
which must include board reporting of any 
shortfall of the fund’s highly liquid 
investments compared to its minimum and 
actions taken in response thereto. 

• Limitation on illiquid investments.  A fund 
will not be permitted to purchase additional 
illiquid investments if more than 15% of its 
net assets are illiquid.  Generally, if a fund 
holds more than 15% of its net assets in 
illiquid investments, it must report such an 
occurrence to its board along with a plan of 
action to reduce illiquid investments to 15% 
or lower within a reasonable period of time. 

• Board oversight.  A fund’s board will have 
certain oversight responsibilities including:  (1) 
approving (including a majority of the fund’s 
independent directors) the fund’s liquidity risk 
management program and the designation of 
the fund’s adviser or officer(s) to administer 
the program; and (2) reviewing, at least 
annually, a written report on the adequacy of 

the program and the effectiveness of its 
implementation. 

Other New Rules and Forms and 
Amendments to Forms 

The SEC also adopted: 

• amendments to Form N-1A regarding the 
disclosure of fund policies concerning the 
redemption of fund shares; 

• new Rule 30b1-10 under the 1940 Act and 
Form N-LIQUID that generally will require a 
fund confidentially to notify the SEC when 
the fund’s level of illiquid investments exceeds 
15% of its net assets or when its highly liquid 
investments fall below its minimum for more 
than a specified period of time; and 

• certain sections of new Forms N-PORT and 
N-CEN (discussed below) requiring 
disclosure of certain information regarding the 
liquidity of a fund’s holdings and the fund’s 
liquidity risk management practices. 

Most funds will be required to comply with the 
liquidity risk management program requirements 
on December 1, 2018; fund complexes with less 
than $1 billion in net assets will be required to do 
so on June 1, 2019. 

Reporting Modernization 

New Forms N-PORT and N-CEN 

Under the SEC’s new reporting regime, all 
open-end funds (except for money market funds 
and small business investment companies) and 
ETFs structured as unit investment trusts must 
provide additional and more frequent reports of 
portfolio holdings and other data monthly on new 
Form N-PORT.  In addition, funds must file 
census information annually on new Form N-
CEN.  On each new form, funds will need to 



                         

 
 

report the required information in a structured data 
format.   

• On Form N-PORT, funds must report 
portfolio-wide and position-level holdings 
data on a monthly basis.  Such data will 
include certain portfolio-level metrics, 
including certain risk metrics, as well as 
specific information about a fund’s use of 
derivatives (similar to that required in fund 
financial statements under amended 
Regulation S-X (discussed below)).  The form 
must be filed with the SEC no later than 30 
days after the end of the month, and the SEC 
will make public information on reports every 
third month, 60 days after the end of a fund’s 
fiscal quarter. 

• On Form N-CEN, funds must annually report 
certain census-type information to the SEC.  
The required information will vary depending 
on the type of fund (e.g., open-end fund, 
closed-end fund, ETF).  The form must be 
filed with the SEC no later than 75 days after 
a fund’s fiscal year end and will be publicly 
available upon filing. 

With the adoption of Forms N-PORT and N-
CEN, the SEC will rescind current Forms N-Q 
and N-SAR.   

Other Changes 

• The SEC adopted amendments to Regulation 
S-X that will require standardized, enhanced 
disclosure about derivatives in fund financial 
statements.  Such information will include the 
derivative type, the counterparty to the 
derivative, the notional amount of the 
derivative contract and any unrealized 
appreciation or depreciation. 

• The SEC adopted amendments to Forms N-
1A, N-3 and N-CSR to require certain 
disclosures regarding a fund’s securities 
lending activities in a standardized format and 
will require a fund to disclose income and fees 
from securities lending activities and the fees 

paid to securities lending agents in the prior 
year. 

Most funds will be required to begin filing 
reports on new Forms N-PORT and N-CEN after 
June 1, 2018; fund complexes with less than $1 
billion in net assets will be required to begin filing 
reports on Form N-PORT after June 1, 2019. 

Notably absent from the SEC’s final rulemaking 
was a proposed rule (Rule 30e-3) that would have 
permitted funds to satisfy their shareholder report 
delivery obligations through website posting, 
subject to certain conditions.  One of the three 
SEC Commissioners voted against the 
“modernized” reporting regime due to the 
omission, and explicitly refused to work on any 
non-emergency rulemakings or projects until a 
final rule addressing electronic delivery of 
shareholder reports is complete. 

Swing Pricing 

The SEC adopted amendments to Rule 22c-1 
under the 1940 Act to permit an open-end fund 
(except a money market fund or ETF), under 
certain circumstances, to use “swing pricing,” the 
process of adjusting the fund’s net asset value per 
share to effectively pass on the costs stemming 
from shareholder purchase or redemption activity 
to the shareholders associated with that activity.  
Funds that seek to employ swing pricing will need 
to, among other things, have their boards approve 
policies and procedures governing the fund’s swing 
pricing. 

The SEC also adopted amendments to Rule 
31a-2 to require funds to preserve certain records 
related to swing pricing, amendments to Form N-
1A and Regulation S-X and a new item in Form 
N-CEN, all of which address a fund’s use of swing 
pricing. 



                         

 
 

The amendments that would permit funds to use 
swing pricing will become effective 24 months 
after publication in the Federal Register.   

 
By Janna Manes, Robert E. Plaze and Nicole M. 
Runyan, Partners in Stroock’s Investment 
Management Group, and Max J. Vogel, an 
associate in Stroock’s Investment Management 
Group. 
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Election Implications for the CFPB 
 

November 9, 2016

When we woke up on November 9, 2016, to 
the election of a Republican President and 
Republican Congress, many speculated on the 
coming end of the Consumer Financial Protection 
Bureau (“CFPB” or “Bureau”) leadership and 
regulatory activism as we know it.  Political reality 
and legal guardrails – judicial, legislative and 
statutory – will ensure that no dramatic change in 
the CFPB’s leadership and direction will take place 
in the near term, however. 

Will New CFPB Leadership Be Installed 
Soon? 

The election came on the heels of the October 
11, 2016, ruling by the U.S. Court of Appeals for 
the D.C. Circuit in PHH Corp. v. CFPB that the 
current structure of the CFPB is unconstitutional, 
and that the cure is to give the President the power 
to remove the agency’s Director at will.  Watchers 
of the CFPB have focused on the prospect that, 
soon after assuming the Presidency, Donald Trump 
will remove Richard Cordray from his position as 
head of the CFPB, heralding a rapid turn-around 
of the agency.  Putting aside the question of how 
rapidly the new President could turn to taking 
action concerning the CFPB in light of other, 
more urgent goals that he has described in his 
election campaign, the judicial process itself will 
preclude him from exercising that removal power 
immediately – and probably not until Director 
Cordray’s present term expires naturally in 

2018.  The PHH ruling is stayed pending a timely 
petition for rehearing or appeal.  The CFPB, 
already committed to fighting that decision, 
undoubtedly will file a petition for rehearing en 
banc by the D.C. Circuit, and we can expect the 
case to play out all the way to the U.S. Supreme 
Court.  Even if the PHH ruling ultimately is 
upheld (a likely outcome), the appeal process will 
push off by approximately two years or more the 
date when the President would have the power to 
remove the CFPB Director at will. 

Moreover, the departure of Richard Cordray 
from the position of CFPB Director, whether 
voluntary or involuntary, would not mean a quick 
change at the CFPB.  Pursuant to the Dodd-Frank 
Act, the Deputy Director would assume the role of 
Acting Director until a new Director is appointed 
and confirmed.  Experience teaches us that the 
confirmation process for the position of CFPB 
Director will be an extended one.  While the 
Republican party will control both the White 
House and the Hill, its margin in Congress will be 
slim, and confirmation of the President’s choice for 
CFPB Director likely won’t be rapid.  In the 
meantime, Deputy Director David Silberman and 
others in the line of succession at the Bureau, 
though they might have somewhat different 
leadership styles or regulatory priorities, likely 
would continue to steer the CFPB along its current 
direction. 



                              
 

 

Will The CFPB Become More Reticent In 
Its Regulatory Activities? 

Whether reacting to an adverse judicial ruling or 
adverse election results, the CFPB’s leadership will 
remain firm in demonstrating that it is not cowed 
by opposition to its pro-consumer mission, and 
remains zealous in advancing that mission.  Now, 
however, the leadership must consider at every step 
if, when and how the new Republican Congress, 
backed by a Republican President, could 
successfully rein in the CFPB. 

At the top of the list is the possibility that the 
new Congress could enact legislation to undo the 
Dodd-Frank Act.  Republicans’ slim margin in 
Congress and the CFPB’s track record make it 
unlikely that legislation would be passed to do 
away with the agency.  Legislation to change the 
CFPB’s structure and powers (e.g., changing it to 
an appropriated agency or a five-member 
commission), which has been an ever-present 
threat since the Bureau’s inception, becomes a 
more realistic possibility.  To avoid giving 
opponents more ammunition to push for such 
major changes, the CFPB may become more 
careful about taking actions that could be deemed 
major over-reach.  At the same time, as in its early 
days when the CFPB faced constant threat to its 
existence, the leadership will adhere to its belief 
that the best way to defend the agency is to 
demonstrate its value through rigorous action on 
all fronts, particularly in the form of large numbers 
of dollars returned to consumers, immense volumes 
of consumer complaints handled, and high-profile 
and politically popular actions taken against big 
targets (such as the recent action against Wells 
Fargo). 

In addition to legislation to change its structure, 
the CFPB also faces a stronger threat of legislation 
directed to specific agency activities, including, in 
particular, its rulemakings.  Expectations that the 
Bureau will drop some current rulemaking 
proceedings in which it faces strong opposition, 
such as the arbitration or payday rulemaking, are 

unfounded.  But the CFPB’s leadership 
undoubtedly is analyzing the possibility that 
Congress will pass legislation to block certain 
regulations, and trying to develop a strategy to 
achieve as much of the agency’s regulatory 
objectives as possible in the changing political 
environment.  That effort may encompass 
everything from developing a new Hill strategy, to 
adjusting the timing of certain rulemakings, to 
considering modifications in its proposed rules as a 
last resort. 

Will The Industry Face A Lower Threat of 
Enforcement Action? 

Besides new regulatory requirements, the biggest 
burden that the CFPB presents for the industry is 
its aggressive enforcement activities, which can 
involve new interpretations of existing statutes and 
regulations, or prosecution of long-standing 
business practices as unfair, deceptive or abusive 
acts or practices (“UDAAPs”).  The CFPB is 
unlikely to cut back on its enforcement activities as 
a result of the changing political environment, 
although it may become more circumspect in 
pushing novel legal theories to impose liability for 
companies’ past actions, in part due to recent court 
losses. 

One of the most important aspects of the PHH 
decision is the Court’s ruling that the CFPB’s 
application of its new interpretation of existing law 
to impose liability for past company actions violates 
the company’s Due Process rights, at least where 
the government previously had appeared to 
sanction such activities.  This critical ruling, 
coupled with the above-mentioned concern about 
avoiding the appearance of overreach, may cause 
the CFPB to be more careful about litigating 
aggressive new legal claims.  As a counterpoint to 
that concern, however, the CFPB also is likely to 
focus more on using its supervision and 
enforcement arms to push its agenda – first, 
because they are highly visible means for the 
Bureau to validate its existence and authorities, and 
second, because there is little that Congress or the 



                              
 

 

President can do to block the agency’s 
advancement of its regulatory agenda through 
those channels.  Even if legislation could be passed 
to curtail the CFPB’s supervisory and enforcement 
authority, it is worth noting that the industry 
should not expect dramatic relief, given the 
likelihood that state attorneys general who have 
taken a backseat to the Bureau will promptly take 
up the slack, following the enforcement model of 
an activist CFPB. 

In sum, the election will not cause a rapid 
change in the CFPB’s leadership and 
direction.  The agency’s leadership will be as 
concerned about the threat posed by legislation, as 
by the President’s potential power to remove the 
Bureau’s Director at will.  Unfortunately for the 
industry, the CFPB’s reaction may be to rely even 
more on its supervisory and enforcement 
authorities to advance its aggressive regulatory 
agenda.  And state authorities will be waiting in the 
wings to take up the mantle should the CFPB’s 
activism be curtailed by Congress or the President. 

The attorneys of Stroock’s Financial 
Services/Class Action Group are well-positioned to 
answer any questions you may have about the 
Consumer Financial Protection Bureau and other 
federal and state authorities’ regulatory activities, as 
well as related issues. 

*       *       * 
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Guidance on Annual Affirmation 
Requirements for Persons Operating under 

Exemptions from CPO and CTA 
Registration 

 

December 8, 2016

On December 1, 2016, the National Futures 
Association (NFA) issued a Notice to Members 
(the “Notice”)1 to provide guidance on the 
annual affirmation requirements that apply to 
each “commodity pool operator” (CPO) and 
“commodity trading adviser” (CTA) relying on 
certain exclusions or exemptions from 
registration under rules promulgated by the 
Commodities Futures Trading Commission 
(CFTC).  Any individual or entity that claims an 
exclusion or exemption from registration as a 
CPO under CFTC Regulation 4.5 or 4.13(a)(1), 
(2), (3) or (5), or an exemption from registration 
as a CTA under CFTC Regulation 4.14(a)(8), is 
required to affirm on an annual basis the 
applicable notice of exclusion or exemption.  
Such affirmation must be made within sixty (60) 
days of each calendar year end (the 
“Affirmation Deadline Date”).  Failure to 
                                                
1 Available at 

https://www.nfa.futures.org/news/newsNotice.asp
?ArticleID=4767. 

make such affirmation by the Affirmation 
Deadline Date will result in the applicable 
exclusion or exemption being withdrawn on 
such date. 

For a registered CPO or CTA, withdrawal of 
the exclusion or exemption may result in such 
individual or entity having to comply with the 
requirements of Part 4 of the CFTC 
Regulations, regardless of whether such 
individual or entity otherwise remains eligible for 
such exclusion or exemption.  The Part 4 
requirements include significant disclosure, 
reporting and record-keeping obligations.   

For a non-registrant, a withdrawal of the 
exclusion or exemption may subject such 
individual or entity to enforcement action by the 
CFTC. 

The next Affirmation Deadline Date is March 
1, 2017.  The affirmation must be made through 
the NFA’s electronic exemption filing 

https://www.nfa.futures.org/news/newsNotice.asp?ArticleID=4767
https://www.nfa.futures.org/news/newsNotice.asp?ArticleID=4767


 
 

system.2  The Notice includes a set of Frequently 
Asked Questions (reproduced in Exhibit A 
hereto) offering practical guidance to individuals 
and entities who wish to file an affirmation of 
exclusion or exemption. 

Many entities, including sponsors, managers 
and operators of private funds, engage in 
commodity interest transactions (which can 
include a variety of swap and other derivative 
transactions), including transactions that may be 
incidental to their operations (for example, as 
part of a private fund’s hedging strategy, or 
indirectly through a private fund’s ownership of 
interests in entities that themselves engage in 
commodity interest transactions), and thus rely 
on one of the aforementioned exclusions or 
exemptions from registration as a CPO or 
CTA.  It is important that each such entity affirm 
its active exclusion or exemption to avoid loss of 
such exclusion or exemption and the resultant 
application of Part 4 of the CFTC Regulations 
or potential enforcement action by the CFTC. 

By Conrad G. Bahlke, Partner in the 
Commodities and Derivatives Practice Group of 
Stroock & Stroock & Lavan LLP; Brian I. 
Greene, Special Counsel in Stroock’s Private 
Funds Practice Group; and Salim N. Azzam, an 
associate in Stroock’s Private Funds Practice 
Group. 

                                                
2 Available at http://www.nfa.futures.org/NFA-
electronic-filings/exemptions.html. 

Should you have any questions on the 
affirmation process or the application of 
exemptions generally, please do not hesitate to 
contact us. 
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EXHIBIT A 

1. How often will I need to affirm my 
exemptions? 

You will need to affirm each applicable exemption 
on an annual basis, within 60 days of December 
31. NFA will provide an additional email reminder 
of the affirmation process as the affirmation 
deadline nears. The email reminder will be sent to 
the email contact on file in NFA’s Exemption 
System. In order to ensure that your firm receives 
NFA’s annual reminder, you must verify that a 
current email address has been provided in NFA’s 
Exemption System. If the contact information 
changes during the year, firms should promptly 
update this information 

2. What if NFA records reflect an 
exemption for an inactive pool? 

A registered CPO can update NFA’s records with 
the applicable information. The CPO must first 
withdraw the exemption by accessing NFA’s 
Exemption System. At the time you withdraw the 
exemption, you will be directed to the Annual 
Questionnaire to delete the pool or indicate the 
pool has ceased operations. 

A non-registered entity must send a written 
notification to Exemptions@nfa.futures.org. The 
written notification should include the full name of 
the entity and the pool along with any identifying 
NFA ID number. 

3. If I can no longer qualify for an 
exemption from CPO or CTA 
registration, what should I do? 

If you do not affirm the applicable exemption by 
March 1, 2017, it will be automatically withdrawn. 
As a result, in order to continue to operate a pool 
or direct client accounts, you may be required to 
be registered as a CPO and/or CTA and be an 
NFA Member. An authorized user can apply for 

registration and NFA membership using NFA’s 
Online Registration System (ORS), which is 
available on NFA’s website. For assistance in the 
process, NFA has a number of video tutorials 
available online. 

4. How will the firms with which I do 
business know that I have completed the 
affirmation process? 

Once an entity affirms the applicable exemptions, 
NFA’s BASIC system will reflect the affirmation 
date for each exemption held. If the exemption is 
not affirmed by March 1, 2017, BASIC will also 
reflect a withdrawal date for the exemption. 

5. If I currently conduct business with an 
exempt CPO or CTA, how do I ensure 
that these entities have properly affirmed 
their exemptions in order to satisfy my 
Bylaw 1101 requirements? 

BASIC will reflect whether an exemption held by 
a particular CPO or CTA has been successfully 
affirmed by including an affirmation date. A 
withdrawal date will be reflected for any 
exemption that was not affirmed. Members can 
also access a spreadsheet that includes a list of all 
persons or entities that have exemptions on file 
with NFA that must be affirmed on an annual 
basis. This spreadsheet can be found in the 
Member’s Annual Questionnaire. Once an 
authorized user is logged into the Annual 
Questionnaire, the individual will see a link to a 
spreadsheet that is updated nightly. The 
spreadsheet will include all entities with an 
exemption(s) that requires an annual affirmation, as 
well as the most recent affirmation date, if 
applicable, and the affirmation due date. If the 
affirmation due date is March 1, 2017, the 
exemption has not yet been affirmed. Once the 
exemption has been affirmed, the affirmation due 
date will change to March 1, 2018. 

http://www.nfa.futures.org/NFA-electronic-filings/exemptions.HTML
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6. If I file a new exemption during the 
affirmation period (December 1, 2016 – 
March 1, 2017), will I also need to affirm 
that exemption for 2016? 

Any exemptions filed during the affirmation period 
will not need to be affirmed until 60 days after 
December 31, 2017.  
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Supreme Court Leaves Remote Tippee 
Liability Unresolved in Salman v. United 

States 
 

December 8, 2016

Ruling in its first insider-trading case in two 
decades, a unanimous Supreme Court in Salman v. 
United States, reaffirmed the test first articulated in 
Dirks v. SEC, 463 U.S. 646, 664 (1983), that a jury 
can infer a “personal benefit” to the tipper – and 
thus a breach of the tipper’s  fiduciary duty – 
where the tipper “makes a gift of confidential 
information to a trading relative or friend.” 

In Salman v. United States, Maher Kara was an 
investment banker in Citigroup’s healthcare 
investment banking group with access to highly 
confidential information about mergers and 
acquisitions involving Citigroup’s clients.  He had 
a very close relationship with his brother, Michael, 
who, in-turn, had a very close relationship with 
Salman, Michael’s friend and Maher’s brother-in-
law.  It was not disputed that Maher assisted his 
brother Michael’s trading by sharing inside 
information about mergers and acquisitions, nor 
was it contested that the inside information – the 
“tips” – were shared with Salman “any time a 
major deal came in.”  By the time the authorities 
caught on, prosecutors estimated that Salman had 

made over $1.5 million in profits that he split with 
another relative who executed trades via a 
brokerage account on Salman’s behalf.   There was 
no evidence that the original tipper, Maher, 
received any pecuniary benefit from the insider 
disclosures.  After a jury trial, Salman was 
convicted on all counts. 

During the pendency of Salman’s appeal, the 
Second Circuit decided United States v. Newman, 
773 F.3d 438 (2014), cert. denied, 577 U.S. 
___(2015).  There, the Second Circuit reversed the 
convictions of two portfolio managers who traded 
on insider information.  Distinguishable from 
Salman, the Newman defendants were “several steps 
removed from the corporate insiders” and the 
court found there was “no evidence that either was 
aware of the source of the inside information” and 
no evidence that the tipper personally benefitted 
from the disclosure of his confidential information 
to a close personal friend.  773 F.3d at 334.  The 
court concluded that in the absence of a 
meaningful relationship that “generates an 
exchange that is objective, consequential, and 



                         

 

represents at least a potential gain of pecuniary or 
similarly valuable nature,” there could be no 
conviction for insider trading.  773 F.3d at 1087. 

Pointing to Newman, Salman argued that his 
conviction should be reversed in the absence of 
any evidence that Maher received a “personal 
benefit” of “a pecuniary or similarly valuable 
nature.”  Judge Rakoff, sitting by designation, 
wrote the opinion for the Ninth Circuit, affirming 
the conviction, reasoning that the case was 
controlled by Dirks’s holding that a gift alone to a 
trading relative or friend is sufficient to infer a 
“personal benefit.”  After rejecting the petition in 
the Newman case, the Court granted cert in Salman 
to resolve this apparent disagreement between the 
two Circuits. 

Writing for the unanimous Court, Justice Alito 
sided with the Ninth Circuit, adhering to the Dirks 
precedent.  He reiterated that the test is whether 
the “insider personally benefited, directly or 
indirectly from his disclosure,” that such personal 
benefit can be gleaned from “objective facts and 
circumstances” and that – as one such circumstance 
– a tipper breaches a fiduciary duty by making a 
gift of confidential information to a trading 
relative.  By disclosing confidential information as a 
gift to his brother, Maher breached his duty of trust 
and confidence to Citigroup and its clients.  In 
such situations, the tipper benefits personally 
because giving a gift of trading information is, in 
essence, the same as trading by the tipper followed 
by a gift of the proceeds.  Thus, to the extent that 
Newman “held that the tipper must also receive 
something of a ‘pecuniary or similarly valuable 
nature’ in exchange for a gift to family or friends,” 
the Court agreed that “this requirement was 
inconsistent with Dirks.”   

The result in Salman was widely expected, and 
though the decision gives the government more 
leeway to pursue “friends and family” insider-
trading cases, the Court declined to resolve a core 
aspect of the Newman decision that distinguishes it 
from Salman.  In Newman, the Second Circuit also 
reversed the defendants’ convictions because the 
government introduced no evidence that the 
defendants knew the information they traded on 
came from insider sources or that the insiders 
received a benefit.  The thornier question of 
whether a tippee is required to have knowledge of 
the inside source and benefit to the insider remains 
unsettled.  Newman’s holding requiring such 
knowledge, at least in the Second Circuit, 
therefore survives the Salman decision. The 
question of what constitutes a “personal benefit” 
and what type of close personal relationship will 
qualify as conferring such a benefit also remains 
open under Newman and under the narrow, fact-
driven holding of Salman.  In short, remote tippee 
liability likely will remain difficult to prosecute for 
the government. 

 
 
By Melvin A. Brosterman and Michael C. Keats, 
Partners in Stroock’s Litigation Practice 
Group,  and David J. Kahne, an associate in the 
Litigation Practice Group. 
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Federal Reserve Board Announces Procedure 
for Banking Entities to Qualify for Extension 
to Conform Investments in “Illiquid Funds” 

 

December 21, 2016

The Federal Reserve Board (the “Board”) 
announced on December 12, 2016 the procedure 
for banking entities1 to qualify and apply for an 
extension of the deadline for divesting interests in 
assets classified as “illiquid funds” under Section 
619 of the Dodd-Frank Wall Street Reform and 
Consumer Protection Act, commonly known as 
the Volcker Rule.  This Stroock Special 

                                                
1 Under the Volcker Rule, with limited exceptions, 

the term “banking entity” includes (1) any insured 
depository institution (as defined in 12 U.S.C. § 
1813(c), other than certain trust companies), (2) any 
company that controls an insured depository 
institution, (3) any company that is treated as a bank 
holding company for purposes of section 8 of the 
International Banking Act of 1978, and (4) any 
affiliate or subsidiary of any such entity. 12 U.S.C. § 
1851(h)(1) (2010). Based on the discussion by the 
Board in the Statement of Policy accompanying its 
December 12, 2016 release, the extension of time 
may also apply to investments in illiquid funds made 
by a banking entity’s employees. See Federal Reserve 
Board, Statement of Policy Regarding Illiquid Fund 
Investments Under Section 13 of the Bank Holding 
Company Act, Dec. 9, 2016 [hereinafter, “December 
Statement of Policy”] at 5-6.  

Bulletin provides an overview of the Board’s 
December 12th announcement. 

Importantly, to qualify for the extension 
announced by the Board, a banking entity must 
submit all required materials by no later than 
Saturday, January 21, 2017. 

Extension of Conformance Periods 

Extension for “Legacy Covered Funds” 

Under the Volcker Rule, banking entities are 
generally prohibited from acquiring or retaining 
any equity, partnership or other ownership interest 
in, or from sponsoring, hedge funds and private 
equity funds (“covered funds”), subject to certain 
exemptions, restrictions, and definitions.2 By law, 
this provision took effect on the earlier of 12 
months after the issuance of final rules by the 
Board or July 21, 2012.3 The Board implemented 

                                                
2 See generally, 12 U.S.C. § 1851; see also December 

Statement of Policy at 1. 
3 See 12 USC § 1851(c)(1)(B). 



                         

 

such final rules in 2011.4 However, the Board was 
also granted the power to extend the period for 
conformance by banking entities and nonbank 
financial entities by up to two years after the date 
on which the requirements became effective5 and 
was granted authority to add successive one-year 
extensions to the two-year period, up to three 
times.6 

The Board has exercised this  authority, and the 
final extension will expire on July 21, 2017.7 To 
qualify for this more general extension, an 
investment in a fund must be in a “legacy covered 
fund” and have been in place prior to December 
31, 2013.8 

Extension for “Illiquid Funds” 

The Board’s December 12, 2016 announcement 
extends the conformance period for a subset of 
legacy covered funds, called “illiquid funds.” In 

                                                
4 See Conformance Period for Entities Engaged in Prohibited 

Proprietary Trading or Private Equity Fund or Hedge Fund 
Activities, 76 Fed. Reg. 8265 (2011), available at 
https://www.gpo.gov/fdsys/pkg/FR-2011-02-
14/pdf/2011-3199.pdf; see also Board of Governors 
of the Federal Reserve System, Procedures for a 
Banking Entity to Request an Extended Transition 
Period for Illiquid Funds (Dec. 9, 2016) at 2 n.5 
[hereinafter, “Filing Procedures”], available at 
https://www.federalreserve.gov/bankinforeg/srletters
/sr1618.pdf. 

5 See 12 USC § 1851(c)(2). 
6 See id. 
7 See Filing Procedures at 2. 
8 See Board of Governors of the Federal Reserve 

System, Order Approving Extension of Conformance 
Period Under Section 13 of the Bank Holding Company 
Act (July 6, 2016) at 2 ¶ 1, available at 
https://www.federalreserve.gov/newsevents/press/bc
reg/bcreg20160707a1.pdf. 

general, an “illiquid fund” is a hedge fund or 
private equity fund9 that: 

(i) as of May 1, 2010, was principally invested 
in,10 or was invested and contractually committed 
to principally invest in, illiquid assets, such as 
portfolio companies, real estate investments, and 
venture capital investments; and  

(ii) makes all investments pursuant to, and 
consistent with, an investment strategy to 
principally invest in illiquid assets.11 

The conformance period for investments in 
illiquid funds is in addition to, and longer than, the 
otherwise existing conformance period for 
investments in legacy covered funds that are not 
illiquid funds. 

                                                
9 “The terms ‘hedge fund’ and ‘private equity fund’ 

mean an issuer that would be an investment 
company, as defined in the Investment Company Act 
of 1940 (15 U.S.C. 80a-1 et seq.), but for section 
3(c)(1) or 3(c)(7) of that Act, or such similar funds as 
the appropriate Federal banking agencies, the 
Securities and Exchange Commission, and the 
Commodity Futures Trading Commission may, by 
rule, as provided in subsection (b)(2), determine.” 12 
U.S.C. § 1851(h)(2). For the purposes of defining an 
“illiquid fund,” the term “hedge fund” includes any 
fund otherwise defined as a hedge fund under the 
foregoing definition which would not be a private 
equity fund under  section 80b-3(m) of Title 15. See 
12 U.S.C. § 1851(h)(7)(B).  

10 A hedge fund or private equity fund is “principally 
invested in illiquid assets if at least 75 percent of the 
fund’s consolidated total assets are (i) illiquid assets; or 
(ii) risk-mitigating hedges entered into in connection 
with and related to individual or aggregated positions 
in, or holdings of, illiquid assets.” 12 C.F.R. § 
225.180(i)(1). 

11 12 U.S.C. § 1851(h)(7)(A). 

https://www.gpo.gov/fdsys/pkg/FR-2011-02-14/pdf/2011-3199.pdf
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Requirements to Qualify for Extended 
Conformance Period for Investments 
in Illiquid Funds 

A banking entity with investments in illiquid 
funds may qualify for an additional conformance 
period of up to five years after the extension for 
conformance of investments in legacy covered 
funds expires on July 21, 2017, i.e. July 21, 2022.12 
However, to qualify, a banking entity’s investment 
must meet certain requirements, and the banking 
entity must submit certain materials to the 
appropriate Reserve Bank. 

First, the banking entity’s retention of ownership 
interest in the fund, or provision of additional 
capital to the fund, must be necessary to fulfill a 
contractual obligation of the banking entity that 
was in effect on May 21, 2010.13 

Second, a firm requesting an extension of the 
conformance period for an illiquid fund is expected 
to provide: 

• A list or simple chart of illiquid funds for 
which an extension is sought. 

• A short description of each fund, including 
the investment strategy and types of 
investments made by each fund, which entity 
within the firm holds the investment, the size 
of each fund, the total exposure of the 
banking entity to each fund, the date by 
which each remaining illiquid fund is 
expected to mature by its terms or be 
conformed to the Volcker Rule, and the 
banking entity’s relationship with the fund 
(for example, general partner, sponsor, 
investment adviser, investor). 

                                                
12 See December Statement of Policy at 7. 
13 See 12 USC § 1851(c)(3)(A); see also Filing 

Procedures at 2 ¶ 3. 

• A description of the banking entity’s specific 
efforts to divest or conform its illiquid funds, 
including a description of the overall covered 
funds (both liquid and illiquid) that have been 
divested or conformed to date, the progress 
that has been made towards divesting or 
conforming the investments for which an 
extension is being sought (for example, the 
number of funds sold, the number of funds 
that continue to be held, and the amount of 
investments remaining in each fund and in 
aggregate). 

• A certification by the General Counsel or 
Chief Compliance Officer of the entity that 
sponsors or invests in the illiquid funds that 
each fund meets the definition of illiquid 
funds in the Volcker Rule and the Board’s 
Conformance Rule, including that the 
extension is necessary to fulfill a contractual 
obligation of the banking entity that was in 
effect on May 1, 2010. 

• The length of the requested extension of the 
conformance period and a description of the 
banking entity’s plan for divesting or 
conforming each illiquid fund prior to the end 
of the requested extension period.14 

Finally, all the following criteria must be met: 

• The extension request relates only to illiquid 
funds; 

• No significant issues have been identified 
regarding the firm’s compliance program 
required under section __.20 of the final rule 
designed to help ensure and monitor 
compliance with the prohibitions and 
restrictions of the Volcker Rule;  

• The primary federal agency responsible for 
compliance with the Volcker Rule by the 
banking entity that invests in or sponsors the 
illiquid fund (if other than the Federal 
Reserve) does not object to the extension;  

                                                
14 Filing Procedures at 3. 



                         

 

• The banking entity has made meaningful 
progress toward conforming the majority of 
its covered fund investments (including funds 
other than illiquid funds) as of the date of the 
extension request; and 

• The banking entity provides supporting 
information regarding its efforts to conform 
the illiquid funds for which an extension is 
being sought. Such supporting information 
could include, but would not be limited to, 
information regarding specific bids that have 
been sought and other specific actions taken 
to conform the funds for which an extension 
is being sought.15 

Should the banking entity be granted an 
extension of the conformance period for its 
investments in illiquid funds, the Federal Reserve 
may, on a case-by-case basis, at any time that a 
banking entity continues to hold such investments, 
require the banking entity to provide additional 
information, such as a progress report on fund sales, 
maturities, or other conformance efforts as 
appropriate.16 

A banking entity that is granted an extension 
must be in complete conformance with the 
requirements of the Volcker Rule regarding 
illiquid funds by the earlier of  

(i) five years from the date of expiration of the 
general conformance period,  

(ii) the date by which each remaining fund is 
expected to mature by its terms or be conformed 
to the Volcker Rule, or  

(iii) a shorter period determined by the Board.17 

The Board has stated that it “expect[s] that the 
illiquid funds of banking entities will generally 
                                                
15 Filing Procedures at 4-5. 
16 See Filing Procedures at 3. 
17 December Statement of Policy at 7. 

qualify for extensions” but warns that extensions 
will not be granted in certain cases, including 
“where the banking entity has not demonstrated 
meaningful progress to conform or divest its 
illiquid funds, has a deficient compliance program 
under the Volcker Rule, or where the Board has 
concerns about evasion.”18 

Deadline and Procedure for Filing an 
Extension Request 

The Board has laid out specific instructions for 
the timing and process that banking entities must 
follow to apply for an extension of the 
conformance period in illiquid funds. First, a 
banking entity wishing to qualify for the extension 
must submit these materials by Saturday, January 
21, 2017, at the latest (i.e., 180 days prior to the 
expiration of the general conformance period on 
July 21, 2017).19 

The banking entity must apply to the Board for 
this extension regardless of the banking entity’s 
primary financial regulatory agency.20 The required 
materials should be submitted in writing to the 
Applications Unit of the appropriate Federal 
Reserve Bank by the top-tier banking entity in the 
district where it is headquartered (the “responsible 
Federal Reserve Bank”).21 Where a banking entity 
that sponsors or invests in an illiquid fund is also 
supervised primarily by another federal banking 
agency, the SEC, or the CFTC, the top-tier 
banking entity should also provide a copy of the 
extension request to the relevant agency for the 
subsidiary banking entity.22 

                                                
18 December Statement of Policy at 7. 
19 See December Statement of Policy at 7. 
20 See Filing Procedures at 1. 
21 Filing Procedures at 4. 
22 See Filing Procedures at 4. 



                         

 

The banking entity should also provide the 
name, phone number, and email address of the 
banking entity’s point of contact to whom the 
Board and responsible Federal Reserve Bank staff 
may submit all inquiries.23 

The responsible Federal Reserve Banks have 
been delegated authority to grant, but not to deny, 
requests, in consultation with Board staff.24 Where 
a responsible Federal Reserve Bank determines that 
a request for extension of the conformance period 
does not meet the requirements for delegated 
action, it must immediately refer the matter to the 
Board, which will approve or deny the request 
based on the relevant facts.25 The Board or 
Reserve Bank expects to act on each request 
within 30 days from the date the complete request 
is received by the Federal Reserve.26 

Guidance on “Regulatory Out” 
Provisions and Third Party Consents 

In addition to clarifying the criteria and process 
for applying for an extension of the conformance 
period for investments in illiquid funds, the Board 
also specifically drew attention to the fact that 
banking entities will not be required to exercise so-
called “regulatory outs,” or otherwise seek consent 
to terminate investment in the fund from third 
parties, such as the general partner or other 
investors in the fund, to qualify for such an 
extension. 27 A “regulatory out” is a contractual 
provision allowing for a banking entity to exit a 
fund if the banking entity’s remaining invested in 
the fund would cause, or could be reasonably likely 

                                                
23 See Filing Procedures at 4. 
24 Filing Procedures at 4. 
25 Filing Procedures at 5. 
26 December Statement of Policy at 7. 
27 See Filing Procedures at 4. 

to cause, the banking entity to violate applicable 
laws or regulations.28 

Guidance on “Meaningful Progress” 
Towards Conforming or Divesting 
Illiquid Funds 

The Board’s December 12th announcement 
provides some guidance as to its thinking on what 
is required for a banking entity to make 
“meaningful progress” to conform or divest its 
illiquid funds.  In justifying its decision not to 
require banking entities to make use of regulatory 
outs, the Board noted that banking entities 
divesting from illiquid funds face difficult market 
conditions in which “the terms on which a 
banking entity is able to terminate a contractual 
obligation and sell these interests are often 
commercially unreasonable.”29 

In particular, the Board pointed to 

• discounts of 20 percent to 90 percent relative 
to current net asset value of the fund;  

• broad indemnifications for the benefit of the 
fund, its control parties, the fund’s investment 
adviser, and each of those entities’ respective 
officers, to cover liabilities, costs, losses, or 
expenses arising directly or indirectly in 
connection with the transfer of the fund 
interest; and  

• a weak market for such interests where 
potential counterparties may not want 
additional exposure to a fund’s general partner 
or the remaining assets in the fund.30 

The Board’s reference to such conditions may 
indicate that where such conditions prevail, it may 
not be “unreasonable” not to divest prior to the 

                                                
28 See Filing Procedures at 4 n.13. 
29 See December Statement of Policy at 4.  
30 See December Statement of Policy at 4-5. 



                         

 

expiration of the conformance period for illiquid 
funds. 

 
By Lior J. Ohayon, a partner in Stroock’s private 
funds practice group, Conrad G. Bahlke, a partner 
in Stroock’s commodities and derivatives 
practice group, and Benjamin F. Smyser, an 
associate in Stroock’s corporate practice group. 
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