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I. Boards Given Flexibility to Determine 
Whether to Adopt a Maximum 2% Fee 
– Omnibus Intermediaries Required to  
Supply Shareholder Transaction Information

On March 11, 2005, the Securities and Exchange 
Commission (the “Commission”) adopted new 
Investment Company Act Rule 22c-2 (the “Rule”),1 
which requires fund boards of directors to con-
sider whether or not to impose a redemption fee 
of up to 2% for certain short term redemptions. 
The Rule also requires funds or their principal 
underwriters to enter into a written agreement 
with each financial intermediary holding fund 
shares for its clients through omnibus accounts 
requiring the intermediary to (i) provide certain 
shareholder level transaction information to the 
fund, and (ii) execute any instructions from the 
fund to restrict or prohibit further purchases or 
exchanges from a particular shareholder that has 
been found to have violated the fund’s frequent 
trading policies. The final rule differs significantly 
from the rule as originally proposed. As proposed, 
the rule would have required each fund to impose 
a mandatory redemption fee of two percent on 
redemptions of shares purchased within the pre-
vious five days and would have also required 
that intermediaries provide funds with sharehold-
er transaction information on a weekly basis.2 

New Rule 22c-2 is effective on May 23, 2005, 
with a compliance date of October 16, 2006.3  
This long transition period is designed to provide 
funds and their financial intermediaries with suffi-
cient time to adjust their contractual relationships, 
as well as make any necessary systems improve-
ments and modifications in order to ensure compli-
ance with any redemption fees imposed as a result 
of the board’s deliberations under the Rule or to 
otherwise comply with the Rule.

II. Board Consideration to Adopting a 
Redemption Fee

Some mutual funds in recent years have implement-
ed short-term redemption fees as part of their fre-

quent trading policies and procedures. Short-term 
redemption fees are fees assessed on shareholder 
initiated redemptions made within a short period 
of time after purchase. Short-term redemption 
fees are retained by the fund, they are not paid 
to the adviser or to the principal underwriter, and 
are typically designed to help the fund defray the 
costs associated with short-term trading. Short-
term redemption fees are also designed to impose a 
financial penalty on frequent traders, so as to make 
the fund a less attractive vehicle through which to 
engage in frequent trading practices. 
 
Rule 22c-2 requires that a fund’s4 board of direc-
tors, including a majority of directors who are not 
interested persons of the fund, must either:
 

(i) approve a redemption fee, in an amount 
on shares redeemed (but no more than two 
percent of the value of shares redeemed) 
within a time period (but no less than 
seven calendar days), that in its judgment 
is necessary or appropriate to recoup for 
the fund the costs it may incur as a result 
of those redemptions or to otherwise 
eliminate or reduce so far as practicable 
any dilution of the value of the outstand-
ing securities issued by the fund, the pro-
ceeds of which fee will be retained by the 
fund; or

 
(ii) determine that the imposition of a 

redemption fee is either not necessary or 
appropriate. 

 
Contrary to the proposed rule, the Rule as adopted 
does not impose a mandatory redemption fee in a 
specific amount but rather requires the board of 
directors to make a determination of whether and 
to what extent a redemption fee should be imposed 
on short-term trades. The Commission indicated 
in the Adopting Release that it was persuaded 
by commentators that a mandatory redemption 
fee was not the ideal way to achieve the goal of 
protecting funds against frequent trading and that 
fund boards were in the best position to make a 
determination regarding redemption fees. In this 
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manner, each board can take the steps it deems necessary 
to protect its shareholders. Boards will also have the flex-
ibility to tailor the redemption fee, both as to its size and 
the scope of its application, to the specific needs of the 
funds they represent.
 
With respect to funds that already have redemption fees 
in place, no further determination by the board is nec-
essary to comply with the new Rule, although a fund’s 
directors may choose to review the current redemption 
fee to determine whether the amount of the fee and the 
holding period continues to meet the fund’s needs. While 
the redemption fee may not exceed two percent, directors 
may impose a redemption fee of less than two percent. In 
addition, the level of redemption fee need not be tied to 
the administrative and processing costs associated with the 
redemption of fund shares.5 The Commission observed in 
the Adopting Release that a fund board, in determining 
the amount of the redemption fee, could consider indirect 
costs to the fund that arise from short-term trading of fund 
shares, such as liquidity costs (investing a greater portion 
of the fund’s portfolio in cash than would be necessary but 
for the presence of short-term trading). The proceeds from 
the redemption fee must be paid to the fund.

III. Financial Intermediary Agreements   

While redemption fees are thought to be one tool helpful in 
combating frequent trading, under Rule 38a-1 (familiarly 
known as the compliance program rule) funds also have a 
responsibility to employ other tools that they deem neces-
sary or appropriate to monitor, detect and deter frequent 
trading. Since the implementation of the compliance pro-
gram rule, funds have alerted the Commission to certain 
difficulties that arise when shareholders invest through 
financial intermediaries (e.g., broker-dealers, banks, insur-
ance companies, and retirement plan administrators). 
Shares held by investors through such intermediaries are 
often listed in a fund’s books in the name of the interme-
diary rather than in the name of the fund shareholder, in 
accounts typically referred to as “omnibus, street name or 
undisclosed accounts.”  Intermediaries holding shares in 
such accounts often do not provide funds with informa-
tion about the trading activity of individual sharehold-
ers inside these accounts. Without this shareholder level 
trading data, funds have found it very difficult, if not 
impossible, to apply redemption fees or to monitor and 
enforce other aspects of their frequent trading policies 
to these underlying accounts. Rule 22c-2 now provides 
funds with a new tool to obtain information about these 
underlying accounts. The Rule requires that a fund or its 
principal underwriter enter into a written agreement with 
each financial intermediary6 of the fund, under which the 
intermediary agrees to:
 

(i) provide, promptly upon request by the fund, the 
Taxpayer Identification Number of all sharehold-
ers that purchased, redeemed, transferred, or 
exchanged shares held through an account with 
the financial intermediary, and the amount and 
dates of such shareholder purchases, redemp-
tions, transfers, and exchanges; and

(ii) execute any instructions from the fund to restrict 
or prohibit further purchases or exchanges of 
fund shares by a shareholder who has been 
identified by the fund as having engaged in 
transactions of fund shares (directly or indirectly 
through the intermediary’s account) that violate 
policies established by the fund for the purpose of 
eliminating or reducing any dilution of the value 
of the outstanding securities issued by the fund. 

By requiring intermediaries to provide funds with certain 
shareholder identity and transaction information, the 
Commission believes that funds should be able to obtain 
the information they need to monitor and enforce their 
frequent trading policies. The Commission commented in 
the Adopting Release that access to this trading informa-
tion provides a fund’s Chief Compliance Officer with an 
“important new tool” to assist them in monitoring trading 
activity thus enabling them to detect market timing and 
to ensure that the fund’s policies are enforced consistently 
and effectively. While intermediaries will be obligated 
to provide such information to funds, the Commission 
emphasized in the Adopting Release that the new Rule 
makes the funds responsible for determining when they 
need the intermediary’s assistance. 
 
The Rule requires financial intermediaries to provide 
identification and transaction information to funds on 
an “as-needed” basis, at the fund’s request. This require-
ment differs from the proposed rule which would have 
required such information to be delivered each week. The 
Commission agreed with commentators’ concerns that 
requiring intermediaries to provide such information on 
a weekly basis was unduly constrictive, since some funds 
only need the information occasionally, while other funds 
need to receive it more regularly. The Rule allows funds 
the flexibility to determine how frequently their interme-
diaries should provide them with the information. The 
Commission expects that funds susceptible to market tim-
ing would request such information regularly.

IV. Request for Additional Comment

In addition to adopting Rule 22c-2, the Commission 
requested additional public comment on whether it should 
establish a set of uniform standards in order to assist 
intermediaries in assessing redemption fees on shares held 
through omnibus accounts. Specifically, the Commission is 
requesting comment on whether uniform standards should 
be put in place with respect to the method of determining 
how long shares are held, as well as any exceptions that 
would prevent the redemption fee from being applied. In 
light of the fact that the Rule, as adopted, did not impose 
a mandatory redemption fee, the Commission is assessing 
whether to take additional steps (i.e., the uniform stan-
dards) to assist intermediaries in applying fund redemp-
tion fee policies. The following is a list of certain items on 
which the Commission is seeking comment: 

• whether the redemption fee charged by the fund 
should be limited to transactions initiated by 
investors (i.e., providing an exemption from 
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redemption fees for (i) shares purchased with 
reinvested dividends or other distributions and 
(ii) shares purchased or redeemed pursuant to 
a prearranged contract, instruction or plan, 
such as purchases, redemptions, transfers, or 
exchanges that are not discretionary transactions 
for employee benefit plans);

• whether the Rule should permit funds to grant a 
redemption fee waiver in the case of an unantici-
pated financial emergency, upon written request 
of the shareholder;

• whether the Rule should permit, or require, 
funds to waive redemption fees if the amount 
of redemption fee would be fifty dollars or less; 
and

• whether the Rule should require that, if a fund 
imposes a redemption fee, the fee be determined 
by the use of FIFO, or alternatively by the use of 
some other method.

The comment period ends on May 9, 2005. 
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Notes

1. Final Rule: Mutual Fund Redemption Fees, Release No. IC-26782 (March 11, 2005) (the “Adopting Release”).
2. Proposed Rule: Mandatory Redemption Fees for Redeemable Fund Securities, Release No. IC-26375A (March 5, 2004).
3. The SEC has also requested comment on certain potential changes to the Rule.  See Section IV of this Client Alert.    
4. The Rule does not apply to the following types of funds, unless such a fund elects to impose a short-term redemption fee under the Rule: (i) money 
market funds; (ii) funds that issue securities on a national securities exchange; and (iii)  funds that affirmatively permit short-term trading, if its pro-
spectus clearly and prominently discloses that the fund permits short-term trading and that such trading may result in additional costs for the fund
5. In  this regard, the Commission has acknowledged that determining the actual administrative and processing costs associated with short-term trad-
ing may be difficult to estimate.  The new Rule also removes the need for funds to request no-action relief from the Commission allowing imposition 
of a short-term redemption fee, and accordingly, any such past relief has been withdrawn.
6. Under the final rule, a “financial intermediary” includes: (i) a broker, dealer, bank, or any other entity that holds securities in nominee name; (ii) an 
insurance company that sponsors a registered separate account organized as a unit investment trust, master-feeder funds, and certain fund of fund 
arrangements not specifically excepted from the rule; and (iii) in the case of an employee benefit plan, the plan administrator or plan recordkeeper.  
Since “financial intermediaries” include broker-dealers, banks, or other entities that hold fund shares in nominee name, the agreement would not be 
required with an intermediary with respect to shares that are held on a fully disclosed basis (i.e., accounts in which the shareholder’s name and other 
information are fully disclosed to the fund, which maintains account records on behalf of the shareholder).  
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