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One of the aims of the Securities and 
Exchange Commission’s (SEC’s) new 
mutual fund liquidity risk management 

rules (Liquidity Rules)1 is to reduce the risk that 
a mutual fund may fail when faced with massive 
redemptions—a rare but not unprecedented event. 
Th e SEC also seeks to reduce the broader risk that 
investors could be treated unfairly when purchasing, 
redeeming, or holding fund shares. Th ese goals are 
well within the SEC’s historical purview. Th e SEC’s 
other, more novel objective is to reduce systemic 
risk and, in particular, the stated concern that bond 
mutual funds could experience shareholder redemp-
tions large enough to contribute to future fi nancial 
crises.2 

Despite their laudable stated goals, the Liquidity 
Rules were not adopted without spirited debate. To 
understand the policy issues, and perhaps to help 
frame future assessments of the rules’ eff ectiveness 
and cost-eff ectiveness, it’s necessary to take a step 
back from the text of the fi nal rules.3 Accordingly, 
this article will fi rst review how we got here, the 
background and evolution of pertinent SEC regu-
lation, and then discuss a non-exhaustive set of 
policy questions left unanswered by the rulemak-
ing process: (1) whether the SEC could achieve its 
goals with a less directive approach, relying more on 
board oversight and existing Rule 38a-1 processes; 
(2) whether future economic research will tend to 

support or discredit the regulatory hypothesis that 
long-term mutual funds (those other than money 
market funds) could pose some systemic risk to the 
economy; and (3) whether the new rules will have 
the seemingly unintended consequence of infl uenc-
ing portfolio management decisions, such as chang-
ing the risk profi le of a broad number of funds or 
incenting managers to conform more closely to each 
other, perhaps encouraging “herd behavior” rather 
than dissipating its eff ects. 

Background
A security’s liquidity is the operational side of its 

price. It is one thing to say that a share of common 
stock is worth $20 based on a recent trade of 1000 
shares; it may be quite another thing to try to buy 
100,000 shares at that price, and yet another to try 
to sell 100,000 shares at that price (especially if one 
is in a hurry to do so). In general, the easiest hold-
ings to liquidate are securities of large capitalization 
companies with wide followings and highly rated 
debt securities, such as US government securities. 
Liquidation generally becomes harder for securities 
of smaller issuers and those with lower credit rat-
ings, especially in the corporate and municipal debt 
markets. Because liquidity depends on the number, 
intentions, and capabilities of other market partici-
pants at any given point in time, it is as unpredict-
able as the price itself and harder to measure.4 

Beyond Investor Protection: Will New Fund 
Liquidity Rules Mitigate “Systemic Risk?”
By Mark C. Jensen
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Investors in mutual funds, as opposed to indi-
vidual stocks and bonds, rarely have concerns about 
liquidity, specifi cally about their ability to redeem 
fund shares for cash. With few exceptions, funds 
must honor redemption requests daily.5 To respond 
to redemptions, mutual fund managers have several 
sources of cash: funds usually hold a small percent-
age of their portfolio in cash; on most days they 
receive cash from purchasing shareholders; they may 
have access to lines of credit or other short-term 
credit facilities; and they can select from an array of 
portfolio of securities to sell (to the extent consistent 
with the fund’s investment objectives and strategy). 

Nevertheless, it is possible, though unusual, for 
funds to get into serious trouble when faced with 
large-scale redemptions, if they have seriously mis-
judged the pricing or the liquidity of their portfolio 
securities. Th ese two examples involved relatively 
small bond funds, which invested in less tested areas 
of the market. 

Th ird Avenue: Th e Th ird Avenue Focused 
Credit Fund experienced “signifi cant” net 
redemptions, amounting to about 60 percent 
of the Fund’s total assets, in late 2015. At that 
point, many of the Fund’s remaining port-
folio Securities were illiquid, or described as 
experiencing “an imbalance between selling 
interest and buying interest.”6 Th e Fund’s 
board then adopted a plan to close and liq-
uidate the entire fund, aiming to pay share-
holders out over at least several quarters. 

Th e SEC Staff , which had evidently not 
been consulted in advance, “expressed 
concerns” about the liquidation plan.7 
Th e Fund then promptly applied for per-
mission to suspend shareholders’ rights of 
redemption under Section 22(e)(1) of the 
Investment Company Act of 1940. Th e 
SEC granted the relief, noting that “the 
board’s goal is to ensure that the Fund’s 
shareholders will be treated appropriately in 

view of the otherwise detrimental eff ect on 
the Fund of the ongoing reduction in the 
liquidity of the Fund’s portfolio securities, 
the very recent extreme diffi  culty the Fund 
has encountered in selling portfolio securi-
ties at prices the Adviser deemed to be fair 
and the ongoing redemptions that the Fund 
expected.”8 

One of the conditions of the order was that 
the adviser would not be entitled to receive 
any fee for managing the fund through its 
liquidation.9

Evergreen: On May 23, 2008, about a 
year after the subprime securities mar-
kets began to deteriorate, a fund in the 
Evergreen complex purchased a subprime 
security at the deeply discounted price of 
$9.50 (against an issue price of $100). Th is 
apparent bargain, however, drew atten-
tion to the fact that a second Evergreen 
fund, the Ultra Short Opportunities Fund 
(Ultra) had been pricing the same security 
for months at $98.83. 

Evergreen quickly moved to review the pric-
ing of all of Ultra’s subprime securities. As a 
result, Ultra’s share price (NAV) plummeted 
almost 20 percent in 30 days; by then, a 
rush of shareholder redemptions caused the 
fund’s board to liquidate the fund. Evergreen 
later consented to SEC fi ndings that, among 
other things, the adviser and distributor had 
violated Investment Company Act Section 
22(c) by mispricing Ultra’s portfolio securi-
ties and overstating its NAV. 

Th e Order noted that, during the period that 
the NAV was overstated: “certain sharehold-
ers redeemed their shares at prices higher 
than they should have received—to the 
detriment of remaining shareholders—and 
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certain shareholders purchased shares at 
higher prices than they should have paid.”10 
In addition, the Fund “appeared to be per-
forming better than it actually was … as 
compared to similar mutual funds.”11 

Th ere have long been rules, however, designed 
to deter pricing and liquidity crises such as these. 
Th e new Liquidity Rules should accordingly be con-
sidered in light of prior law.

History and Goals of the 
Liquidity Rules 

Th e fairness of purchase and redemption prac-
tices has always been at the heart of the Investment 
Company Act. Th e concept of mutual funds, that 
smaller investors might pool their assets in order 
to attract the services of an expert manager, sounds 
great in theory. But no intelligent person would put 
money in such a scheme without confi dence that his 
or her shares will be fairly valued on the way in and 
on the way out. Th e message of the Evergreen order 
is almost intuitive: if the fund’s NAV is higher than 
the actual value of its assets, redeeming shareholders 
will be overpaid at the expense of those remaining 
and purchasing shareholders will pay too much for 
new shares. Th e reverse is true when the NAV is arti-
fi cially low.

NAV Pricing and Liquidity Before 
the 2008 Financial Crisis

Th e SEC has historically paid a lot of attention 
to NAV pricing. Th e basic rule is that a fund’s daily 
NAV should refl ect the current market value of its 
portfolio securities, where market quotations are 
readily available, and otherwise refl ect fair value as 
determined by the fund’s board of directors.12 Funds 
must compute their NAVs at least once each busi-
ness day,13 and US fund groups almost uniformly 
determine prices as of the NYSE’s 4 pm closing 
time. To ensure that no one has advance information 
about the day-end price, shareholder transactions 
must be eff ected using the NAV next calculated after 

the receipt of each investor’s purchase or redemption 
order.14 Th is “forward pricing” rule has been gener-
ally successful, but it only works as long as the pric-
ing is really forward. 

In the 1990s, forward pricing practices were 
severely tested by some investors in newly popu-
lar international funds. Because the Investment 
Company Act expressly favors the use of market 
prices whenever they are available,15 fund groups 
widely use the closing prices—last actual trade or 
bid-ask information—as of the close of the market 
where each security trades. By 4 pm ET, however, 
closing prices for securities that trade only on Asian 
or European markets are at least several hours old. On 
most trading days, this is not a signifi cant problem 
but sometimes late breaking news changes investor 
expectations. In particular, when US securities staged 
broad afternoon rallies, the hours-old closing prices 
of overseas securities were very often lower than they 
would be when their home exchanges re-opened. 
As a result, mutual funds that invested in interna-
tional securities were open to arbitrage—risk-free 
trading—at the expense of remaining shareholders. 
Arbitrageurs, called market timers, would place pur-
chase orders late in the afternoon on the days when 
US stock rallied, knowing that prices of foreign secu-
rities would be understated, and then redeem their 
positions within days to capture the gain. As prac-
ticed in increasing volume, market timing had the 
eff ect of diluting the gains experienced by long-term 
investors. In addition, since funds typically had no 
way of knowing which purchases were made by mar-
ket timers, many funds held more cash than they 
would have preferred, further diluting performance 
for long-term investors.16 

Funds are generally free to decline purchase 
orders by problematic shareholders and many tried to 
bar market timers. But most found it impracticable 
to identify or stop trading by customers whose fund 
shares were held through certain fi nancial interme-
diaries, such as broker-dealer omnibus accounts, life 
insurance separate accounts, or retirement plan trust 
accounts.
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Separately, during some adverse overseas market 
events in the late 1990s, some fund groups had exer-
cised their right to fair value securities whose val-
ues had likely declined since market close, based on 
proxies for general market prices like index deriva-
tives and currency trading. Th e SEC Staff  eff ectively 
endorsed this approach, although leaving the appli-
cation of it very much to the determination of fund 
boards or their delegates.17 (Because Investment 
Company Act Rule 2a-4 requires that market prices 
must be used if readily available, each fund com-
pany’s fair valuation group would need to make a 
determination that recent overseas closing prices, 
though clearly available, were no longer market quo-
tations.). Th is form of fair valuation was not widely 
used at fi rst; it requires expert judgment and can be 
diffi  cult to implement in the 2-3 hour window that 
most funds have for striking their NAVs. 

In 2003, a major market timing scandal erupted. 
Some fund groups were found to have agreed to, or 
at least tolerated, the activities of large-scale market 
timers, especially of international funds; in a couple 
of extreme cases, portfolio managers were found to 
have timed their own funds. Perhaps worse, fund 
groups that actively discouraged market timing 
often found it diffi  cult to do so, particularly when 
trading took place through intermediaries that held 
aggregated or omnibus accounts on behalf of their 
clients.18 While the harm to remaining investors 
may have been diffi  cult to quantify, stories of insti-
tutional traders and insiders taking arbitrage profi ts, 
while diluting the returns of long-term investors, 
put the fund industry on the front pages for the fi rst 
time in decades.

Th e SEC responded energetically. Funds were 
required to adopt, disclose, and enforce policies 
regarding market timing controls and disclosure of 
portfolio holdings information (usually on a delayed 
basis).19 A new rule required fund intermediaries, 
including broker-dealers, insurance companies, and 
retirement plan administrators, to enforce funds’ 
anti-timing measures or to pass through the cus-
tomer level information that would enable the funds 

to do so.20 Th e agency also claimed credit for having 
previously reminded fund groups of Staff  guidance 
on fair value pricing of foreign securities,21 although 
few in the industry viewed the agency’s fair valuation 
guidance as calling for anything more than an excep-
tion process triggered by the fi nding of a signifi cant 
event, as opposed to a mechanism that could have 
systematically been deployed to thwart market tim-
ers. At almost the same time, the SEC adopted Rule 
38a-1, which required board adoption and oversight 
of policies and procedures for every requirement of 
the Investment Company Act.22

In sharp contrast with its regulation of pricing, 
the SEC historically dealt with liquidity through 
Staff  guidance rather than formal rulemaking. In a 
1992 release, the Commission published a revised 
guideline to the principal mutual fund registration 
form, which stated that, if a fund held a “material 
percentage of its assets” in securities for which there 
was “no established market,” “there may be a ques-
tion” about the fund’s ability to pay redemptions in a 
timely manner.23 It further declared that “[t]he usual 
limit on aggregate holdings by an open-end invest-
ment company of illiquid assets is 15 percent of its 
net assets.”24 An “illiquid asset” was one that “may 
not be sold or disposed of in the ordinary course 
of business within seven days at approximately 
the value at which the mutual fund has valued the 
investment.”25

Th e SEC was not wrong to think this rather 
Delphic pronouncement could use a tune-up. What 
was the relationship between the two apparently 
diff erent defi nitions of illiquidity? Was 15 percent 
the threshold for a material percentage? Were there 
circumstances in which the usual limit did not 
apply? And most important, given its appearance in 
Guidelines to a registration form, was it a substan-
tive portfolio limitation or merely an indication of 
Staff  opinion? Nevertheless, the 1992 guidance did 
at least imply that the SEC Staff  was comfortable 
that a fund holding 85 percent of its portfolio in 
securities that were not illiquid would not have dif-
fi culty meeting redemptions.
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The 2008 Financial Crisis

Th e bankruptcy of Lehman Brothers on 
September 15, 2008 triggered a crisis of confi dence 
unlike anything since the Great Depression, or even 
earlier, some said. Among the fi rst casualties was the 
Reserve Fund, an institutional money market fund 
that could not maintain its $1.00 NAV when it 
wrote down its holdings of Lehman debt, triggering 
a crippling wave of redemptions. Th e Reserve Fund’s 
failure prompted widespread redemptions out of 
similar money market funds—those that were not 
restricted to investing in government debt securities. 
Because of the importance of these money funds to 
nonfi nancial companies to cover payroll and other 
short term fi nancing needs, the US Treasury stepped 
in to stem these redemptions with a 90-day money 
fund insurance program. Th is, along with many 
other macroeconomic steps taken by the federal gov-
ernment, stemmed the immediate crisis.26

Th e role of money market funds in spreading 
the fi nancial crisis has been much discussed, and 
has led to two major rounds of new rulemaking for 
money market funds, both before and after the 2010 
passage of the Dodd-Frank Act.27 

For ordinary, non-money market mutual funds 
and their managers, however, the greater impact 
may have been the newly-piqued interest of a dif-
ferent set of regulators in seeing whether there was 
anything else to worry about in the industry. Th e 
Dodd-Frank Act created a new super-regulatory 
body dominated by bank regulators, the Financial 
Stability Oversight Council, which received a broad 
mandate to look for and regulate all sources of sys-
temic risk and actively investigated mutual funds and 
their investment managers. International regulators, 
in particular the British Financial Stability Board 
and the International Organization of Securities 
Commissions, also became newly interested in light 
of the cross-border eff ects of the 2008 crisis.

After considerable debate,28 the regulators 
remained interested in whether mutual funds and 
investors might accelerate future fi nancial crises due 
to their redeemability (liquidity transformation) 

and/or a fi rst mover advantage.29 Th e FSOC con-
ceded that “there is little historical evidence of wide-
spread investor runs from fl oating-NAV mutual 
funds, even during times of market stress” but sug-
gested that investors in funds focused on less-liquid 
asset classes, such as high yield bonds, might be more 
likely to redeem following poor performance.30 Th e 
FSOC eff ectively deferred action, partly to evalu-
ate the changes proposed by the SEC, including the 
Liquidity Rules.31 

In explaining the Liquidity Rules’ purposes, 
the SEC fi rst cited traditional goals, to help ensure 
the ability of funds to pay redeeming shareholders 
promptly and avoid dilution to remaining sharehold-
ers.32 It went on to cite more systemic goals: to temper 
the risks that fund shareholders may panic due to a 
perceived “fi rst mover” advantage, and that portfo-
lio managers may in turn worsen market sell-off s by 
dumping less liquid securities at fi re sale prices.33 

Open Questions; Unintended 
Consequences?

Th e new Liquidity Rules create a comprehensive 
regulatory scheme where before there had only been 
guidance, and quite simple guidance at that. Th e 
requirements have already been well summarized in 
these pages (see sidebar below). 

Highlights of the SEC’s Liquidity 
Risk Management Rules

Defi nition of Liquidity Risk: “[T]he risk 
that [a] fund could not meet requests to 
redeem shares … without signifi cant dilu-
tion of remain ing shareholders’ interests …” 
[Rule 22e-4(a)(11)] 
Liquidity Categories: [Rule 22e-4(a)(6), (8), 
(10), (12)] In current market conditions, it 
is reasonably expected that, without signifi -
cantly changing their market value:

A “highly liquid investment” can be con-
verted to cash in 3 business days or less;
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I credit the SEC with setting much clearer expec-
tations in a previously neglected area. Th e Staff ’s ear-
lier liquidity guidance left a great deal of uncertainty 
and, since it was not an adopted rule, was of doubt-
ful enforceability. Th e new standards defi ne liquid-
ity more robustly, incorporating the dimensions 
of price impact and market depth, set minimum 
industry-wide standards, require board and compli-
ance oversight, and may improve the quality of data 
available to regulators. In short, the rules should cer-
tainly reduce the risk that liquidity events will harm 
mutual fund shareholders, especially in smaller or 
newer investment management organizations.34 

Yet it’s important not to overstate the scope of the 
problem. Th e Th ird Avenue and Evergreen cases may be 
no more than exceptions that prove the rule of good 
governance in an industry of over 10,000 mutual funds 
and ETFs:35 both were relatively small funds with large 

A “moderately liquid investment” can be 
converted to cash in 3 to 7 calendar days; 
and
A “less liquid investment” can be sold (not 
necessarily settled) in 7 calendar days.
“Illiquid investments” are those that remain; 
it is not reasonably expected that they can 
be sold within 7 calendar days without sig-
nifi cantly aff ecting their market values.

15% Illiquid Investment Limit: A fund may 
not acquire any illiquid security if doing so 
would cause it to hold more than 15% in 
illiquid securities [Rule 22e-4(b)(1)(iv)].Th is 
rule replaces informal guidance that was not 
accompanied by a correction mandate.
HLIM: Except for funds that “primarily” 
hold highly liquid investments and “in-kind 
ETFs”, each fund must set a “highly liquid 
investment minimum” (HLIM) based on 
its individual facts and circumstances, and 
establish procedures for responding to an 
HLIM shortfall [Rule 22e-4(b)(1)(iii)].
Liquidity Program: It is not suffi  cient merely 
to comply with these standards. 

Each fund must establish, and annually 
review, a Liquidity Program, including its 
HLIM if applicable, refl ecting consider-
ation of a nonexhaustive set of Liquidity 
Risk Factors [Rule 22e-4(b)(1(i)].
Th e fund’s board must approve, and 
annually review, the Liquidity Program, 
and approve the appointment of a 
Liquidity Program Administrator (or 
committee) [Rule 22e-4(b)(2)].
Th e fund must classify each of its 
investments into the liquidity catego-
ries above, “using information obtained 
after reasonable inquiry and taking into 
account relevant market, trading and 
investment-specifi c considerations …” 
[Rule 22e-4(b)(1)(ii)].

Whenever its illiquid securities exceed 
15%, the fund must report to the board 
within one business day, with a plan to 
bring the fi gure below 15% within a rea-
sonable time.[Rule 22e-4(b)(1)(iv)].

Reporting and Disclosure:
Form N-PORT: Th is nonpublic 
monthly report to the SEC about fund 
portfolio holdings will now require 
informa tion on

the liquidity classifi cation of portfo-
lio securities, individually and in the 
aggregate; and
the fund’s HLIM and any shortfall 
incident.

Form N- LIQUID: A new nonpublic 
report to be fi led with the SEC in the 
event of certain 15% illiquidity or HLIM 
Shortfall situations. 
Fund Prospectus: Must contain addi-
tional disclosure about fund redemption 
practices. Form N-1A, Item 11(c)(7), (8).
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percentage stakes in relatively small and untested mar-
ket segments; and one involved a longstanding viola-
tion of existing pricing rules. Perhaps more important, 
neither signifi cantly disrupted the markets.

So it is fair to ask whether the SEC’s sweeping 
rules are appropriately calibrated to address these 
risks without undesirable consequences. Here are a 
few questions.

Does the new liquidity management program 
requirement meaningfully supplement what would 
have been required by existing Rule 38a-1?

Th e SEC chose a striking title for the Adopting 
Release and new Rule 22e-4: “Liquidity Risk 
Management Programs.” Th e inclusion of the 
word Programs in the title signals that this initia-
tive is meant to be qualitatively diff erent from other 
Investment Company Act regulations. In my view, 
this refl ects the SEC trying to become a regulator 
of systemic risk, even though the Adopting Release 
treats this motivation as secondary.

Th e reason I say this is that, as we have seen, the 
Investment Company Act already has a broad com-
pliance program, Rule, 38a-1. Evidently the SEC 
did not feel that it would be suffi  cient to entrust 
oversight of Rule 22e-4’s new defi nitions and stan-
dards to existing board oversight under Rule 38a-1 
(which would clearly sweep in Rule 22e-4); a new 
program requirement would be needed.

Th is choice is in some ways surprising because 
Rule 38a-1 was such a huge priority for the SEC 
at the time of its adoption. Th e industry had then 
argued that an across-the-board compliance pro-
gram rule was overbroad and heavy-handed (and not 
without some reason) but the market timing scandal 
swept aside all opposition. Under Rule 38a-1, every 
mutual fund must already:

1. Adopt policies and procedures reasonably 
designed to prevent violation of every applicable 
federal securities law and regulation;

2. Adopt policies and procedures providing for the 
oversight of compliance by each fund’s invest-
ment adviser and other service providers;

3. Get approval of those policies by a majority of 
disinterested fund directors;

4. Annually review the policies and procedures, includ-
ing “the eff ectiveness of their implementation;”

5. Designate an individual chief compliance offi  -
cer, accountable directly to the fund’s board, to 
be responsible for administering the policies and 
procedures and for providing an annual written 
report that must address, among other things, 
each material compliance matter since the date 
of the last report.

Again, the SEC must have determined that Rule 
38a-1 compliance procedures alone would not be 
suffi  cient to enforce Rule 22e-4’s new standards. In this, 
the agency is treating previously unregulated liquidity 
risk diff erently—as a higher risk management priority—
than the Investment Company Act’s other regula-
tions of portfolio management practices, including: 
issuer diversifi cation,36 industry concentration,37 
fund names that suggest investment policies,38 pric-
ing (per above) and, perhaps most important from a 
systemic risk perspective, leverage.39 

To be sure, Rule 22e-4 has some diff erent tim-
ing and qualitative review standards than would 
automatically apply under Rule 38a-1.40 Specifi cally, 
Rule 22e-4 will require: 

Assessment and periodic review of projected 
liquidity risk under normal and “reasonably 
foreseeable stressed conditions” (38a-1 is more 
retrospective); 
Monthly review of each portfolio security’s 
liquidity classifi cations (as opposed to a mostly 
annual review), and
For certain funds (those which do not invest pri-
marily in highly liquid assets), very short dead-
lines for reporting and correction of violations of 
their highly liquid investment minimums. 

But it is not clear to me that the SEC could 
not have written Rule 22e-4 to incorporate these 
more granular requirements, while leveraging 
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Rule 38a-1 procedures, in lieu of enacting a new 
program requirement. 

Th e questions I would ask are whether this is the 
most effi  cient use of oversight resources and whether 
the SEC’s approach has the eff ect, perhaps unintended, 
of allocating more resources and attention to liquidity 
risk (a relatively rare problem) at the expense of many 
other elements of investment and operational risk. 

Is there really a fi rst-mover advantage for redeem-
ing shareholders? 

Th e Adopting Release postulates that, “in times 
of liquidity stress in the markets,” fund shareholders 
may have “incentives … to redeem quickly to avoid 
further losses (or a ‘fi rst-mover advantage’).”41 Th at 
is, in a deteriorating market, shareholders may per-
ceive that they will get a higher price by redeeming 
sooner. Such a situation could increase redemption 
pressure on the fund, increase selling pressure on the 
underlying securities and disadvantage remaining 
shareholders.

Th e problem is that, outside of money market 
funds, the fi rst-mover advantage may not exist. As 
the SEC remarkably stated: “[w]e agree with com-
menters that the empirical support for the exis-
tence of a fi rst-mover advantage is not conclusive 
and that the mutual fund industry has been able 
to successfully navigate periods of historical mar-
ket stress.”42

Th e SEC is correct that the primary studies in 
the Adopting Release do not provide strong evidence 
for such an eff ect. Th e “DERA Study,” published by 
the SEC’s Division of Economic and Risk Analysis, is 
cited primarily for its conclusion that large outfl ows 
(shareholder redemptions) cause US equity mutual 
fund portfolios to become less liquid, where liquidity 
is measured by an increase in the cost to sell portfo-
lio securities. “[A] 10 percent outfl ow increases the 
impact of selling $10 million of the asset-weighted 
average equity portfolio holding by 11 basis points.”43 
Th e DERA study also found that smaller equity 
funds or funds invested in less liquid equities expe-
rience greater decreases in liquidity after outfl ows.44 
From this, the SEC concluded that US equity funds 

typically sell their more liquid holdings fi rst in the 
event of signifi cant shareholder redemptions.45

Without questioning DERA’s methods or con-
clusions, the study is not particularly helpful for two 
reasons. First, it deals with US equity funds, which 
are not high on the list of likely liquidity concerns. 
Investors don’t expect that common stocks will have 
stable values; in fact, it’s this risk that provides the 
opportunity for higher long-term returns. Second, 
DERA’s measured eff ects appear to me to be quite 
small: 11 basis points is about a penny per share on 
a $10 stock in the portfolio. To be sure, this is only 
an average; smaller, less liquid funds will pay more 
when market liquidity ebbs. But it’s not a num-
ber that seems likely to cause investors to rush for 
the exits.

Similarly, it does not seem troubling that, 
according to another recent, preliminary study, “cor-
porate bond funds tend to sell proportional ‘strips’ of 
their portfolios during periods of high market vola-
tility and disproportionately sell more liquid assets 
during periods of lower market volatility.”46 Even if 
this is no more than a “tendency,” it points in the 
direction of appropriate risk and cost management: 
the risk of uneven shareholder impact and potential 
fi rst-mover advantage would occur during periods of 
higher market volatility, which is exactly when the 
study found that managers tend to sell “strips,” that 
is, a percentage of every holding. Conversely, when 
markets are less volatile, it’s logical to save transaction 
costs by selling more liquid positions fi rst. Taking a 
step back, this study suggests that leaving the tactical 
decision of what to sell to portfolio managers, sub-
ject to board oversight, may be a perfectly reasonable 
regulatory strategy. 

Th e SEC also cited two academic papers that 
“have suggested that an incentive exists for market 
participants to front-run trades conducted by a fund 
in response to signifi cant changes in fund fl ows.”47 
It turns out, however, that these incentives are not 
necessarily easy to exploit, nor are they guaranteed to 
persist. Both papers rely on a system for identifying 
stocks widely held in mutual funds whose lagging 
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performance makes them likely candidates for future 
shareholder outfl ows. Th e more recent Dyakov paper 
seeks to determine whether this insight can actually 
be exploited to short (bet against) stocks commonly 
held by the laggard funds, using publicly available 
fund holdings information that is disclosed after 
a lag time estimated (realistically) at two months. 
Over the period 1990-2010, the authors found no 
benefi t at all to shorting all identifi ed stocks, but a 
signifi cant benefi t (excluding trading costs) to short-
ing only smaller stocks, those below the average size 
of listed stocks on the New York Stock Exchange. 
But any aspiring short seller would have had to 
know in advance what the authors found in retro-
spect: it only works with the smaller stocks. Worse, 
for the hypothetical short seller, the strategy became 
less successful over time, so that “by the end of 2010, 
the monthly profi tability of the trading strategy had 
already evaporated.”48 It would take a very intrepid 
short-seller indeed to make a large bet on a strategy 
whose benefi ts may not persist and whose param-
eters are so diffi  cult to ascertain in advance. Finally, 
and signifi cantly for regulatory purposes, the authors 
observe that “the profi ts of the front-running strat-
egy do not necessarily have to be at the expense of 
mutual funds in distress.”49 

Again, the point of these observations is not to 
suggest that there is no point in regulating mutual 
fund liquidity. It’s well within the SEC’s authority 
to try to prevent the recurrence of terrible outcomes 
like those of Evergreen and Th ird Avenue. Further, 
although the Dyakov paper does not acknowledge 
this, this study includes the high period of mar-
ket timing (1990-2003); it does not mention that 
the SEC’s rulemaking and related industry steps to 
combat market timing may have contributed signifi -
cantly to the decline of their front-running strategy. 

Rather, the point is that, given the admit-
tedly “inconclusive” state of research, the Liquidity 
Rules were enacted in large part to mitigate risks 
that may not be systemic and may not even exist. 
Other researchers have also found it diffi  cult to fi nd 
or quantify “herding” behavior.50 Perhaps future 

research will resolve this question. In the meantime, 
it remains unclear whether the Liquidity Rule will 
provide meaningful systemic risk reduction.

How will the new rule change portfolio management?
In several ways, the Liquidity Rules are likely to 

change the way mutual fund portfolios are managed, 
with some potentially negative eff ects on diversity 
of investment opinion and on the range of choices 
available to mutual fund investors.

1. Th e Adopting Release eff ectively acknowl-
edges that fund groups are likely to rely heavily 
on third-party vendors for position-by-position 
liquidity information. Th is is cited as a positive at 
fi rst, a way of mitigating compliance costs across 
the industry.51 However, as the comment letter of 
the Investment Company Institute (ICI) pointed 
out, this may create a risk that the vendors become 
de facto liquidity rating agencies whose upgrades and 
downgrades of individual securities could, ironically, 
drive widespread buying and selling.52 A similar phe-
nomenon is observed with stocks being included in, 
or dropped from, indexes like the S&P 500. Th e 
agency response was that, vendors or no vendors, 
liquidity determinations are the responsibility of 
fund management.53 

Needless to say, this guidance is not a model of 
clarity. Th e reliance on vendors for liquidity data 
will, accordingly, vary across the industry, and the 
sensitivity of security prices to changes in vendor 
liquidity data will be an area to watch.

2. A related issue is that the new attention on 
portfolio liquidity may further reduce the liquidity 
of less liquid asset classes, such as high-yield bonds, 
144A restricted securities, and some categories of 
alternative investments. Th e Evergreen and Th ird 
Avenue funds were participants in these markets. To 
meet the rule’s requirement that each fund establish 
and enforce a Highly Liquid Investment Minimum, 
funds that have historically invested in less liq-
uid markets will inevitably have to hold a higher 
percentage of more widely traded issues and may 
sharply limit eff orts to buy securities at distressed 
prices. Th ey may become diff erent funds as a result.
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Th is potential side eff ect was even acknowledged 
by the SEC: “the potential for decreased investment 
options for certain investors, and any related decrease 
in investment yield, has the potential off setting ben-
efi t of decreased liquidity risk in the funds in which 
these investors hold shares.”54 To the extent that con-
sumer safety—as contrasted with investor choice—
is a priority for the SEC, its interests are similar to 
those of banking regulators and of the SEC itself in 
its much tighter controls of money market funds. As 
a 2015 study by PwC observed:

Th e suite of regulatory reforms across bank-
ing and capital markets has undoubtedly 
led to a more resilient banking industry. 
However, these reforms do not necessar-
ily improve fi nancial markets liquidity. For 
certain fi nancial market activities, this may 
have been intended, but broader, presum-
ably unanticipated, reductions in fi nancial 
markets liquidity may have been deeper 
than intended.55

Th is study observed a substantial increase in 
demand for, and hoarding of, Treasury and other sov-
ereign debt in the wake of fi nancial crisis regulatory 
reforms, which has had a ripple eff ect on the liquidity 
of other forms of fi nancing, including collateralized 
repurchase agreements.56 Similarly, the SEC’s money 
market reforms have greatly shrunk non-government 
prime money market funds, especially institutional 
prime funds that had to move to a fl oating NAV.57 
Th ese funds had, among other things, been an impor-
tant provider of short-term fi nancing for industrial 
corporations via the commercial paper market.58 
Presumably these corporations have found other 
forms of fi nancing (at some cost), and investors have 
moved to less risky cash equivalent investments, but 
the net eff ect appears to have been a reduction in 
competition and liquidity to the economy.

If this is an intended result of the liquidity rules, 
it truly marks an expansion of the SEC’s purview 
from disclosure and market fairness into the realm 

of systemic market regulation. Beyond traditionally 
conservative and bank-like money market funds, the 
agency is now taking greater responsibility for the 
amounts and types of risks that mutual fund inves-
tors may take on. Th e impact on choices available to 
mutual fund investors will, accordingly, be another 
area to watch.

3. Finally, the Liquidity Rules have introduced 
the novel concept of forecasting market liquidity, in 
the form of stress testing. 

Th e new liquidity classifi cation system is based 
on an assessment of each security’s liquidity “under 
current market conditions”59 and would likely be 
unmanageable otherwise. In addition, the “program 
elements” further require that each fund “assess, 
manage, and periodically review” its liquidity risk, 
including “consideration of … investment strat-
egy and liquidity of portfolio investments during 
both normal and reasonably foreseeable stressed 
conditions …”60 

Th is oversight structure may change portfolio 
management more profoundly than intended. First 
of all, investment management fi rms already have 
employees tasked with managing all portfolio risks: 
the portfolio managers. For the new liquidity risk 
review to have any meaning, it must require some 
kind of reporting or oversight to a board-approved 
group outside of the portfolio managers and their 
direct supervisors (who already have responsibil-
ity for this and other risks). Th ese new reviewers, 
focused solely on liquidity risk, will also have a 
narrower and more conservative objective than the 
portfolio managers: as long as they are comfortable 
that a fund will be liquid in “reasonably foresee-
able stressed conditions,” they may have no par-
ticular interest in other aspects of risk and return. 
Moreover, every liquidity risk committee in the 
industry will have the same objectives. In contrast, 
the portfolio managers will continue to have respon-
sibility for managing their portfolios in accordance 
with shareholder expectations, which include many 
elements: remaining invested in the fund’s principal 
investment strategy, striving to match or beat their 
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benchmarks (and their peers) by investment selec-
tion. By giving greater weight to the one dimen-
sion of liquidity risk, the rule may have the eff ect of 
inducing both greater conservatism and less diver-
sity in portfolio management. 

In addition, liquidity oversight of mutual fund 
portfolios may do little to prevent or soften the 
impact of dramatic market events. To be fair, the 
SEC has not claimed that the new rules will make 
markets or funds safe from downturns; it only seeks 
to protect mutual fund investors from unfair treat-
ment and to avoid having mutual funds contribute 
to market contagions. But the presence of a commit-
tee assessing “reasonably foreseeable stressed condi-
tions” may nevertheless lead to some false sense of 
comfort. 

Th e reason the sense of comfort is false is that 
dramatic market events are not “reasonably foresee-
able.” Or to put it diff erently, these events occur 
when market participants collectively ignore warn-
ing signals, even though they have money at risk and 
the greatest incentive to pay attention. Assembling 
a committee of non-portfolio managers is not likely 
to change that human dynamic, even when there are 
strong hints. Alan Greenspan’s famous 1996 warn-
ing about the stock market’s “irrational exuberance” 
was conspicuously ignored for fi ve years until the 
NASDAQ index nevertheless crossed 5000—it then 
fell about 75 percent. In the run-up to the 2008 
fi nancial crisis, the most secure tranches of subprime 
asset backed securities received top ratings from 
agencies such as Standard & Poors and Moodys, and 
were widely held in investment grade portfolios of 
mutual funds and institutionally managed private 
accounts. Evidently, the subprime securities’ 2007 
decline did not serve as much of a warning to stock-
holders in Bear Stearns or Lehman Brothers, pub-
licly traded US brokerage houses that collapsed in 
dramatic fashion the following year, due to uncer-
tainty about their proprietary subprime holdings. 
Nor did investors exit AIG, with its exposure to 
mortgage related credit default swaps, until its col-
lapse was averted by the US Treasury. 

Perhaps I will be wrong about this, and mutual 
fund liquidity risk committees will have great suc-
cess forecasting the magnitude and sensitivities of 
future liquidity stresses. I hope so. But until more 
data appear, the new rules will have to be considered 
the experiment that they are.

Mr. Jensen is Of Counsel in the Boston offi  ce 
of Nutter McClennen & Fish LLP.
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