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The Securities and Exchange Commission (“SEC”) 
has published for comment a package of rule 
amendments (collectively, the “Rule Proposals”)1 
to address abuses that have surfaced in the areas 
of late trading2 and market timing.3  

The Rule Proposals, if adopted, would:

• require that mutual fund purchase and 
redemption orders be received by the fund 
prior to the time the fund calculates its net 
asset value (“NAV”); and

• increase mutual funds’ prospectus disclosure 
related to market timing, fair value pricing 
and the disclosure of portfolio securities.4

The specific details of the Rule Proposals are dis-
cussed below.

Amendments to the Forward Pricing Rule 

In order to address late trading abuses, the SEC 
has proposed amendments to tighten Investment 
Company Act Rule 22c-1, the “forward pricing” 
rule. Mutual funds, their principal underwrit-
ers, and dealers are currently required to sell and 
redeem fund shares at a price based on the current 
NAV next computed after receipt of an order to 
buy or redeem these shares. Under the proposed 
amendments, an order to purchase or redeem 
fund shares would receive the current day’s price 
only if the fund, its designated transfer agent, or 
a registered securities clearing agency receives the 
order by the time the fund has established for 
calculating its NAV (generally 4:00 p.m., Eastern 
time).  

Under the current practice, an order to purchase 
or redeem fund shares is given the current day’s 
price if submitted before the fund’s pricing dead-

line to any one of various fund intermediaries 
(such as broker-dealers, banks, or retirement plan 
administrators), acting as fund agent, even though 
the order is not submitted to the fund until some-
time after the deadline. Many intermediaries batch 
trade orders after netting purchase and redemp-
tion orders. When a fund receives a “batched” 
order after the pricing deadline, it is accepting the 
order in reliance on the intermediary’s affirmation 
that it had received all of the orders in the batch 
prior to the pricing deadline. The SEC has stated 
that its investigations, as well as those of state 
securities authorities, have uncovered late trading 
by intermediaries in violation of the current rules.

The amendments would effectively eliminate 
the current widespread use of intermediaries to 
“receive” fund purchase and redemption orders 
as agents for the fund. As a result, certain seg-
ments of the fund industry are in the process of 
developing responses and alternatives to the SEC’s 
proposals. One industry proposal would assign 
time-stamping of orders to an industrywide clear-
inghouse. 

Registration Statement Disclosure

The SEC has proposed amendments to Form 
N-1A under the Investment Company Act that 
would require each fund to disclose: (1) its prac-
tices regarding frequent purchases and redemp-
tions of fund shares; (2) the circumstances under 
which the fund will use fair value pricing; and 
(3) the fund’s policies and procedures regarding 
the disclosure of its portfolio securities and any 
ongoing arrangements to provide such disclosure. 
These amendments are intended to ensure that 
funds have implemented policies and procedures 
to combat market timing activity and to improve 
funds’ related disclosure and shareholder aware-
ness of these policies and procedures. By increas-
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ing attention to circumstances that require funds 
to fair value their portfolio securities, the SEC 
intends for funds to foreclose arbitrage opportuni-
ties available to market timers.

Policies Regarding Frequent Purchases and 
Redemptions. The proposed amendments would 
require a fund to state in its prospectus whether 
the fund’s board of directors has adopted policies 
and procedures with respect to frequent purchases 
and redemptions of fund shares and, if the board 
has not adopted any such policies and procedures, 
to state the specific basis for the view of the board 
that it is appropriate for the fund not to have 
such policies and procedures. The rule would also 
require a fund to provide a specific discussion of 
its policies and procedures for deterring frequent 
purchases and redemptions of fund shares, and 
its arrangements, if any, to permit frequent pur-
chases and redemptions of fund shares. The rule 
would require similar disclosure in prospectuses 
for insurance company separate accounts offering 
variable insurance contracts, with respect to fre-
quent transfers among sub-accounts.

In particular, the prospectus would need to 
describe the following restrictions, if applicable: 

• any restrictions on the volume or number of 
purchases, redemptions, or exchanges that a 
shareholder may make within a given time 
period;

• any exchange fee or redemption fee;

• any costs or administrative or other fees or 
charges that are imposed on shareholders 
deemed to be engaged in frequent purchases 
and redemptions of fund shares, together 
with a description of the circumstances under 
which such costs, fees, or charges will be 
imposed; 

• any minimum holding period that is imposed 
before an investor may make exchanges into 
another fund;

• any restrictions imposed on exchange or 
purchase requests submitted by overnight 
delivery, electronically, or via facsimile or 
telephone; and  

• any right of the fund to reject, limit, delay, or 
impose other conditions on exchanges or pur-
chases or to close or otherwise limit accounts 
based on a history of frequent purchases and 
redemptions of fund shares, including the 
circumstances under which such right will be 
exercised.

A fund would also be required to indicate whether 
each restriction applies uniformly in all cases or 

whether the restriction will not be imposed under 
certain circumstances. If any restriction will not 
be imposed under certain circumstances, the fund 
would be required to describe with specificity 
the circumstances under which the restriction 
will not be imposed. These requirements are 
intended to eliminate, or at least minimize and 
publicize, funds’ potentially disparate application 
of frequent trading and market timing policies to 
their shareholders. Because the proposed amend-
ments would require funds publicly to disclose the 
identity of any persons with whom the fund has 
frequent trading arrangements and any related 
compensation to the fund, such arrangements 
would likely cease. 

Fair Value Pricing Circumstances. The proposed 
amendments would also require all mutual funds 
(other than money market funds) and insurance 
company managed separate accounts that offer 
variable annuities to explain in their prospectuses 
both the circumstances under which they will 
use fair value pricing and the effects of using fair 
value pricing. 

Portfolio Disclosure Policies.  In order to pro-
vide greater transparency of fund practices with 
respect to the disclosure of the fund’s portfolio 
holdings, and to reinforce funds’ and advisers’ 
obligations to prevent the misuse of material, 
non-public information, the SEC is proposing to 
require funds and insurance company managed 
separate accounts that offer variable annuities to 
disclose their policies with respect to disclosure of 
portfolio holdings information. These proposals 
would require a fund to describe in its statement 
of additional information (“SAI”) any policies and 
procedures with respect to the disclosure of the 
fund’s portfolio securities to any person and any 
ongoing arrangements to make available informa-
tion about the fund’s portfolio securities to any 
person. These proposals are a reaction to the news 
that some funds provided certain shareholders 
with information regarding portfolio holdings that 
was not publicly available. 

The fund would have to describe in its SAI: 

• how the policies and procedures apply to 
disclosure to different categories of persons, 
including individual investors, institutional 
investors, intermediaries that distribute the 
fund’s shares, third-party service providers, 
rating and ranking organizations, and affili-
ated persons of the fund;

• any conditions or restrictions on the use of 
information about portfolio securities that is 
disclosed, including any requirement that the 
information be kept confidential or prohibi-
tions on trading based on the information, 
and any procedures to monitor the use of this 
information;
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• the frequency with which information about 
portfolio securities is disclosed, and the 
length of the lag, if any, between the date of 
the information and the date on which the 
information is disclosed;

• any policies and procedures with respect to 
the receipt of compensation or other consid-
eration by the fund, its investment adviser, or 
any other party in connection with the disclo-
sure of information about portfolio securities;

• the persons who may authorize disclosure of 
the fund’s portfolio securities; and

• the procedures that the fund uses to ensure 
that disclosure of information about portfo-
lio securities is in the best interests of fund 
shareholders, including procedures to address 
conflicts between the interests of fund share-
holders, on the one hand, and those of the 
fund’s adviser; principal underwriter; or any 
affiliated person of the fund, its investment 
adviser, or its principal underwriter, on the 
other; and the manner in which the board of 
directors exercises oversight of disclosure of 
the fund’s portfolio securities.

Increased disclosure of such policies and proce-
dures will likely encourage increased board over-
sight in the related areas. It is also likely to lead a 
substantial portion of the industry to implement 
relatively uniform measures.

Next Steps

Comments with respect to the Rule Proposals 
must be received by the SEC on or before 
February 6, 2004. The SEC has requested com-
ment on many aspects of the Rule Proposals, 
including whether the increased disclosure is nec-

essary and the scope is appropriate, and whether 
it should be placed in the fund’s prospectus, SAI, 
shareholder reports, Form N-CSR, website, or 
other communication. 

If the amendments to Form N-1A are adopted, 
compliance would be required for all new regis-
tration statements and all post-effective amend-
ments to effective registration statements filed on 
or after the effective date of the proposed rules. 

As recent litigation and administrative proceedings 
indicate, investment advisers and mutual funds are 
more likely to be held accountable for actions not 
in accordance with their prospectus disclosure on 
these topics. Although some funds have already 
supplemented their prospectus disclosure, many 
funds appear to be holding off on making changes 
until they receive more direction from the SEC.   

Notes
1 See Proposed Rule: Disclosure Regarding Market Timing 
and Selective Disclosure of Portfolio Holdings, Release Nos. 
33-8343 and IC-26287 (December 11, 2003), available at 
http://www.sec.gov/rules/proposed/33-8343.htm.  See also 
Proposed Rule:  Amendments to Rules Governing Pricing of 
Mutual Fund Shares, Release No. IC-26288 (December 11, 
2003), available at http://www.sec.gov/rules/proposed/ic-
26288.htm. 

2 “Late trading” is the illegal practice of placing orders to buy 
or redeem mutual fund shares after 4:00 p.m., Eastern time, 
which is the time when most funds calculate their NAV, but 
receiving the price based on the 4:00 p.m. NAV.

3 According to the SEC, abuses relating to market timing 
include the alleged overriding of stated market timing policies 
by fund executives to benefit large investors at the expense of 
small investors, or to benefit the fund’s investment adviser.

4 This is the practice whereby a fund manager selectively 
discloses a fund’s portfolio holdings in order to reward large 
investors.

03



In San Francisco

Julie Allecta 415-856-7006
julieallecta@paulhastings.com

David A. Hearth 415-856-7007
davidhearth@paulhastings.com

Mitchell E. Nichter 415-856-7009
mitchellnichter@paulhastings.com

Catherine M. MacGregor 415-856-7068
catherinemacgregor@paulhastings.com

Adam Mizock 415-856-7094
adammizock@paulhastings.com

Thao H. Ngo 415-856-7049
thaongo@paulhastings.com

In Los Angeles

Robert E. Carlson 213-683-6299
robertcarlson@paulhastings.com

Michael Glazer 213-683-6207
michaelglazer@paulhastings.com

Chad Conwell 213-683-6158
chadconwell@paulhastings.com

Laurie Dee 213-683-6163
lauriedee@paulhastings.com

Arthur L. Zwickel 213-683-6161
arthurzwickel@paulhastings.com

In New York

Michael R. Rosella 212-318-6800
michaelrosella@paulhastings.com

Mitchell B. Birner 212-318-6027
mitchellbirner@paulhastings.com

Robert A. Boresta 212-318-6272
robertboresta@paulhastings.com

Gary D. Rawitz 212-318-6877
garyrawitz@paulhastings.com

Kathleen D. Fuentes 212-318-6569
kathleenfuentes@paulhastings.com

Brian Hurley 212-318-6531
brianhurley@paulhastings.com

Joseph Morrissey 212-318-6917
josephmorrissey@paulhastings.com

Christopher Tafone 212-318-6713
christophertafone@paulhastings.com

Matthew van Wormer 212-318-6962
matthewvanwormer@paulhastings.com

In Washington, D.C.

Wendell M. Faria 202-508-9574
wendellfaria@paulhastings.com

San Francisco
Shanghai

Orange County
San Diego

Los Angeles
New York City

Hong Kong
London

Atlanta
Beijing

Stamford
Tokyo

Washington, D.C.
www.paulhastings.com

Momentum.

StayCurrent is published solely for the 
interests of friends and clients of Paul, 
Hastings, Janofsky & Walker LLP and 
should in no way be relied upon or 
construed as legal advice.

For specific information on recent 
developments or particular factual 
situations, the opinion of legal counsel 
should be sought. Paul Hastings is a 
limited liability partnership.

                         Every business needs momentum.
Our business is to apply legal knowledge
                                                  that lets you maintain yours.

Paul Hastings is a leader in providing counseling to investment companies and investment advisers.  Our 
investment management lawyers can help you understand what impact the Rule Proposals may have on 
your firm and the fund industry.  If you have any questions concerning the Rule Proposals, your current 
registration statement disclosure, or any other matter, please contact us. 


