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I. Introduction

On September 27, 2006, the Securities and Exchange 
Commission (“SEC”) adopted amendments to Investment 
Company Act Rule 22c-2 (the “Rule”)1 that do the following:

• extend the compliance date by which open-end 
 investment companies (“funds”) must negotiate 
 shareholder information agreements with financial 
 intermediaries holding omnibus account positions 
 in the fund;

• limit the types of intermediaries with which funds must  
 enter into such shareholder information agreements;

• address the Rule’s application when there are chains of  
 intermediaries; and

• clarify the effect of a fund’s failure to obtain an 
 agreement with any of its omnibus intermediaries.

As originally adopted on March 11, 2005, the Rule required 
that, by October 16, 2006, funds’ boards of directors must 
consider whether or not to impose a redemption fee of up to 
2% for certain short term redemptions. In addition, by that 
date, funds or their principal underwriters were required to 
enter into written agreements 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) implement 
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.2

II. Compliance Dates – 
    Shareholder Information Agreement Extension

The SEC has extended to April 16, 2007, the date by which 
funds must enter into shareholder information agreements 
with their omnibus intermediaries. In addition, the SEC 

has extended to October 16, 2007, the date by which funds 
must be able to request and promptly receive shareholder 
identity and transaction information from their omnibus 
intermediaries pursuant to such shareholder information 
agreements. This latter extension is designed to provide funds 
and their financial intermediaries with sufficient time after 
the negotiation and execution of shareholder information 
agreements to make any necessary systems improvements and 
modifications. The compliance date of October 16, 2006, 
however, remains in effect with respect to that portion of the 
Rule which requires a fund board to consider the adoption 
of a redemption fee policy. The amendments to the Rule are 
effective on December 4, 2006.

III. Shareholder Information Agreements – 
     Application to Different Types of Intermediaries

The Rule prohibits a fund from redeeming shares within seven 
days of purchase unless the fund enters into written agreements 
with its financial intermediaries that hold shares on behalf of 
other investors.3 Specifically, under such written agreements 
each financial intermediary must agree to:

(i) provide, promptly upon request by the fund, the 
 Taxpayer Identification Number (“TIN”) (or in the case  
 of foreign shareholders, if the TIN is unavailable, the  
 International Taxpayer Identification Number or other  
 government issued identifier) of all shareholders that  
 purchased, redeemed, transferred, or exchanged shares  
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 held through an account with the financial intermediary, 
 and the amount and dates of such shareholder purchases, 
 redemptions, transfers and exchanges;4 and

(ii) carry out 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 the 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.

Many fund managers argued that, under the Rule as originally 
adopted, the definition of “financial intermediary”5 was overly 
broad and would cover certain smaller entities that may not 
identify themselves as financial intermediaries (e.g., a small 
business retirement plan). Consequently, these commenters 
argued that the definition would result in an inordinate 
amount of time and effort being spent simply reviewing share-
holder accounts to assess which shareholders were indeed 
“financial intermediaries” as set forth under the Rule. The new 
amendments respond to these concerns by revising the 
definition of “financial intermediary” under the Rule to 
exclude from that definition any entity that the fund treats 
as an “individual investor” for purposes of the fund’s policies 
intended to combat frequent trading. To illustrate, a fund 
that applies a redemption fee to transactions by a retirement 
plan (i.e., an intermediary) as opposed to applying such a fee 
on the individual employees covered by the retirement plan, 
would not be required to enter into an agreement with the 
retirement plan.6 The rationale behind the change in definition 
is that when restrictions on transactions are imposed at the 
intermediary level, it is not necessary for a fund to review data 
about frequent trading by individual shareholders who hold 
shares through an intermediary since any short-term trading by 
individual shareholders holding shares through the intermediary 
would normally trigger application of those policies to the 
intermediary’s trades.

IV. Shareholder Information Agreements – 
     A Compliance Tool

The SEC commented in the Release that fund managers 
should be able to use a shareholder information agreement as a 
“compliance tool” to assist them in monitoring whether their 
frequent trading and market timing policies are effective and 
are being applied consistently. The SEC considered, but did 
not impose, limits on the frequency of information requests 
made by funds pursuant to the information agreements, 
leaving to funds the determination of how best to use this 
tool. The SEC did comment that it expects that funds that are 
susceptible to market timing will utilize this tool frequently 
and identified four factors a fund should consider when 

deciding how frequently to request transaction information 
from its intermediaries:

• unusual trading patterns, such as abnormally large inflows  
 or outflows, that may indicate the existence of frequent  
 trading abuses;

• the risks that frequent trading poses to the fund  
 and its shareholders in light of the nature of the fund 
 and its portfolio;

• the risks to the fund and its shareholders of frequent 
 trading in light of the amount of assets held by, or the  
 volume of sales and redemptions through, the financial in- 
 termediary; and

• the confidence the fund and its chief compliance officer 
 have in the implementation by an intermediary of 
 trading restrictions designed to enforce fund frequent 
 trading policies  or similar restrictions designed to protect  
 the fund from abusive trading practices.

Importantly, the Release states that it may be entirely 
appropriate for a fund to reasonably conclude that an 
intermediary’s frequent trading policies sufficiently protect 
fund shareholders, and as a result, the fund may rely on the 
intermediary’s policies to protect fund shareholders who invest 
through that intermediary. This approach would relieve the 
intermediary from applying (and the fund from imposing) 
the fund’s frequent trading policies to such shareholders.

V.  Intermediary Chains

The Release also clarifies how the amended Rule applies in 
the context of “chains of intermediaries” relationships, where 
an intermediary such as a broker-dealer holds fund shares on 
behalf of other financial intermediaries (e.g. pension plans 
or other broker-dealers). From a practical standpoint, it is 
exceedingly difficult for a fund to obtain shareholder 
information through multiple layers of intermediaries. As a 
result, the amendments to the Rule now require a fund to enter 
into a shareholder information agreement only with “first-tier 
intermediaries” which are classified as those intermediaries that 
submit purchase or redemption orders directly to the fund, its 
principal underwriter or transfer agent, or a registered clearing 
agency. The Rule does not require a first-tier intermediary to 
enter into any shareholder information agreement with indi-
rect intermediaries. The agreement must require the first-tier 
intermediary to agree to use best efforts promptly upon 
request of the fund, to identify any account holders that are 
themselves intermediaries and obtain and forward to the 
fund the underlying shareholder identity and transaction 
information from these indirect intermediaries. A first-tier 
intermediary is not required to canvass its entire database to 
identify all indirect intermediaries, but only use best efforts to 
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identify whether certain specific accounts identified by the fund 
are indirect intermediaries. In the event such an account is an 
indirect intermediary and fails to provide underlying 
shareholder information upon request of the first-tier 
intermediary, the first-tier intermediary must prohibit, upon 
the fund’s request, the indirect intermediary from purchasing 
additional shares of the fund through the first-tier intermediary.

VI.   Lack of an Agreement

If a fund does not have an agreement with a certain intermediary 
by the required deadline, the fund must at that point prohibit 
the intermediary from purchasing shares issued by the fund.7  
This prohibition applies only to the intermediary with which 
the fund does not have an agreement, and purchases from other 
intermediaries will not be affected. An important exception 
to the prohibition outlined above involves purchases that are 
fully disclosed to the fund. Because the fund would not need 
additional information to scrutinize the transaction activity of 
fully disclosed accounts, if a fund lacks an agreement with a 
particular intermediary, the fund must only prohibit the 
intermediary from purchasing the fund’s shares “in nominee 
name on behalf of other persons.”8 It is important to note 
that the Rule permits a fund to restrict or prohibit a financial 
intermediary from making both “purchases” and “exchanges.” 
The rationale behind allowing a fund to restrict or prohibit 
exchanges is that an exchange request is actually two 
simultaneous orders: an order to redeem shares of one fund 
and an order to purchase, with the proceeds of the redemption, 
shares of the other fund. As a result, if a fund has instructed an 

intermediary to restrict exchanges, the intermediary may elect to 
inform investors that it will not process the redemption portion 
of the investor’s request to exchange into the fund, as well as the 
purchase portion of the request.

NOTES:
1Final Rule: Mutual Fund Redemption Fees, Release No. IC-27504 (September 27, 2006) 
(the “Release”).
2Final Rule: Mutual Fund Redemption Fees. Release No. IC-26782 (March 11, 2005).
3Rule 22c-2(a)(2). The rule excepts a fund from the requirement to enter into written 
agreements if, among other things, the fund “affirmatively permits short-term trading of 
its securities.”  See Rule 22c-2(b)(3).
4In the Release, the SEC responded to concerns that certain privacy laws (e.g., the pri-
vacy provisions of Gramm-Leach-Bliley Act and Regulation S-P) might compromise the 
ability of financial intermediaries to provide information to funds. Under these privacy 
laws, financial institutions must provide a notice describing the institution’s privacy 
policies and an opportunity for consumers to opt out of the sharing of information with 
nonaffiliated third parties. In the Release, the SEC noted that these requirements do 
not apply to the disclosure of information that is “necessary to effect, administer, or 
enforce a transaction that a consumer requests or authorizes,” which includes a disclo-
sure that is “required or is a usual, appropriate, or acceptable method to carry out the 
transaction or the product or service business of which the transaction is a part. See 17 
CFR 248.14(a), (b)(2). As a result, the SEC states in the Release that it believes that these 
exceptions apply to the disclosure of information under shareholder information agree-
ments, and that intermediaries will not have to provide new privacy notices or opt-out 
opportunities to their customers in order to comply with the Rule.
5The original definition of “financial intermediary” was as follows: (i) a broker, dealer, 
bank, or any other entity that holds securities in nominee name; (ii) an insurance com-
pany 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.  The amendments essentially leave this definition intact, with the 
exception that the definition has been amended to exclude financial intermediaries that 
the Fund treats as an individual investor as outlined in this Section III.
6Funds must enter into agreements with each financial intermediary that submits or-
ders, itself or through its agent, to purchase or redeem shares directly to the fund. In 
other words, funds must enter into agreements with financial intermediaries or their 
agents even if the intermediaries submit their orders through entities that do not qualify 
as financial intermediaries.
7Despite this prohibition, dividend reinvestment continues to be permitted. 
8See Rule 22c-2(c)(5)(iii)(b).

We will continue to monitor developments in this area. If you have any questions about this alert, or about investment management matters in general, 
please do not hesitate to contact any member of our Investment Management Practice Group.
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