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SECURInES AND EXCHANGE 
COMMISSION 

17 CFR Parts 239 and 274 

[Relea.. No. 33-6927; 1C-186121 

Revisions of Guidelines to Form N-1A 

AGENCY: Securities and Exchange
 
Commission.
 
ACTION: Revisions to Guidelines.
 

SUMMARY: The Commission is publishing
 
revisions to the Guidelines to Form N­

1A to permit open-end management
 
investment companies to increase from
 
10'16 to 15% the amount of illiquid assets
 
they may hold. Revising the Guidelines
 
will permit investment companies more
 
flexibility to make investments in the
 
illiquid securities ohmall businesses.
 
This could provide small businesses
 
with belter access to the capital markets
 
in a manner consistent with the public
 
interest and the protection of investment
 
company shareholders.
 
EfFECTIVE DATE: March 20. 1992.
 
FOR FURTHER INFORMATION CONTACT:
 
Jeremiah de Michaelis. Branch Chief 
(202) 272-2096, or Richard Pfordte. 
Altorney (202) 272-2103. Division of 
Investment Management. Securities and 
Exchange Commission. 450 5th Street 
NW.• Washington DC 20549. 
SUPPLEMENTARY INFORMATION: The 
Commission is publishing revisions of 
the Guidelines to Form N-1A (17 CFR 
239.15A, 274.11A). the registration form 
used by open-end management 
investment companies (Umutual funds") 
to register under the Investment 
Company Act of 1940 (15 U.S.C. 8Oa-1 et 
seq.) (U194O Act") and to register their 
securities under the Securities Act of 
1933 (15 U.S.C. 778-1 et seq.). The 
revised Guidelines will permit a mutual 
fund to invest up to 15% of its net assets 
in illiquid securities. Currently, the 
Guidelines recommend a 10% limit on 
mutual fund investments in illiquid 
a88ela. In addition. the revisions make 
other minor changes to the Guidelines 
and place the discussion of liquidity 
requirements in one place. The 
Guidelines. which consist of a 
compilation and adaptation of 
applicable Commission releases and 
staff positions. are prepared by the 
Division of Investment Management for 
use in the preparation and filing of 
registration statements on Form N-1A. 

I. Background 

The Guidelines are being revised in 
connection with the Commisslon's 
efforts to remove unnecessary barriers 
to capital formation and to facilitate 
access to the capital markets by small 

businesses.1 Historically. small local 
enterprises have saUsfied Ii large portion 
of their capital needsby using the 
financial resoUrces of local banks and 
similar institutions. In recent years. 
concern has been expressed about the 
ability of U.S. small businesses to obtain 
financing from traditional sOurces.a The 
health and existence of small business is 
critical to local economies and to the 
national economy. 

Mutual funds represent a significant 
potential source of capilalfor small 
business.3 Currently there are 1.787 
funds which have aggregate total assets 
of $474.2 billion that could be a source of 
capital for small businesses.4 AlloWing 
mutual funds to invest an additional 5% 
of their net assets in illiquid securities, 
including illiquidliecurities of U.S. small 
businesses, could make a significant 
amount of capital available to small 
business without significantly increasing 
the risk to any fund. 

However, the securities of small 
businesses are generally illiquid and 
mutual funds are constrained in the 
amount of illiquid assets they may hold. 
Under the 1940 Act, mutual funds must 
stand ready to redeem shares daily and 
pay redeeming shareholders within 
seven days of receiving a redemption 
relJ..uest. 5 [n addition, a mutual fund 
must compute its net asset value each 
business day and give purchase and 
redemption orders the price next 
computed after receipt of an order.e 

1 See Securities Act ReI. No. 6924 (Mar. 11. 1992) 
("Smal1 Bus/nen initiatives" proposing. among 
other things. amendments 10 regulatlon A and Rule 
504) and Securltles Acl Rei. No. 6926 (Mar. 12. 1992) . 
(proposing amendmenls 10 regulatlon E). 

I See The Small Business Credit Crunch. Hearings 
Before the House of Represenlallvea Coinm; on 
Small Bu.lne... 1019t Cong.• 2nd Se8l. (1990). 

I See lectlon 1(a)(4) of thal940 Acl (15 U.S.C. 
BOa-l(a)(4)) (I!luwal fund. are "media Cor 
Inve.tmenlln the national economy of a .ubs'anllel 
pert of the nlitlooal .evlngs and may hava a vilal 
effect upon the Dow of sevln:gs Into the capital 
markels"). 

• This e.tlmate waa derived by .ubtracllng Crom 
the total aasetl of mutual rund. the auet. of rund. 
that ordinarily would not Inve.t In the securities or 
small buslnesses-money merket funds. fund. 
Investlng primarily In aecurillBs of the U.S. 
govemmentend Its agencies and Instrumentalities. 
and funds lnve.ting primarily In .ecurilies of .Iate 
and loealgovernment•. See Investment Company 
Instllute Trends In Mutual Fund Activity (Nov. 
1991). table 6A. 

"Section 22(el of the 1940 Act (15 U.S.C. fIOa­
22(e)) prohibit. a mutual rund Crom .u.panding the 
rlghl of redemption or postponing the date of 
payment or .atlaCactlon upon redemption for more 
than seven days after the tender of IUch security 10 
the mutual fund. 

• Rule 220-1(a) (17 CFR 270.220-1(a)). 

Moreover, most mutual funds allow 
shareholders easily to exchange their 
fund shares for shares of another mutual 
fund managed by the same investment 
adviser, in transactions which generally 
can include only nominal costs. 
Shareholders thus easily may move their 
money among equity, income. and 
money market funds 8S they choose, 
increasing the need for liquidity of 
mutual fund assets. 

To compute an accurate net asset 
value per .share. a mutual fund must be 
able to value each portfolio security 
accurately. Mutual funds must use 
market price to value securities for 
which market quotations are readily 
available; the board of directors must 
make agood faith determination of the 
fair value ohecurities for which market 
prices are not readily available.? If the 
net asset value of a mutual fund is not 
accurate. purchasing or redeeming 
shareholders may payor receive too 
little or too much for their shares. and 
the interests of remaining shareholders 
may be overvalued or diluted. 

To meet these requirements, a mutual 
fund must maintain a high degree of 
portfolio liquidity. In 1969, the 
Commission stated that a prudent limit 
on mutual fund holdings of illiquid 
securities would be 10 percent.a This 
conservative standard was designed to 
ensure that mutual funds will be ready 
at all times to meet even remote 
contingencies. The 10% standard has 
been reflected in the Guidelines to Form 
N-1A, the mutual fund registration form. 
The Commission has determined it is 
consistent with investor protection to 
increase the limit in the Guidelines to 
15%. The Commission believes that a 
15% standard should satisfactorily 
assure that mutual funds will be able to 
make timely payment for redeemed 
shares. Experience has shown that 
mutual funds generally have not had 
difficulty in meeling redemption 
requests from available cash reserves, 
even during times of abnormally high 
selling activities in the securities 
markets.o Even if a fund were forced to 
sell securities to meet redemption 
requests. substantially all of its 
remaining assets would be required to 
be liquid securities which it could sell 

, Rule 2a.... (17 CFR Z7O:2a....). 
"Investment Company Act Rei. No. 5647 (Oct. 21. 

1969). 
"During the 1987 market break. approxlmataly 2'11. 

or all equity mutual fund .hares were redeemed on 
October 16 and 19. 1987, and mORt rundswere able 
10 meet t,he.e redemptions from available cash 
reserveR. See Securitiel end Exchange Commission. 
Division or Market Regulation. The October 1987 
Morket Break 2-17 to -1S (1\1l18). 
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consistent with appropriate portfolio 
management. 

n. Revision of Liquidity Ttlst in
 
Guidelines to Form N-1A
 

As revised, Guide 4 will permit a 
mutual fund to invest up to 15% of its 
assets in illiquid assets. An illiquid asset 
iii defined as an asset which 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 
on Its books. to 

While the changes to the Guidelines 
will permit mutual funds to increase 
their holdings of illiquid assets, it will 
not require.them to do SO.l1 Nor will It 
relieve a fund from the requirements 
concerning valuation and the general 

. responsibility to maintain a level of 
portfolio liquidity that is appropriate 
under the circumstances. If no market 
quotations for an illiquid security are 
available. the board of directors of the 
fund will be required to determine the 
fair value of the security. In addition, the 
Commission expects funds to monitor 
portfolio liquidity on an ongoing basis to 
determine whether, in light of current . 
circumstances. an adequate level of 
liquidity is being maintained. For 
example, an equity fund that begins to 

10 Investment Company Act ReI. No. 14983 (Mar. 
lZ, lll86J (51 FR 9773 (Mar. 21. 1986J (adopllll8 
amendments to rule 2a-7 under the lIMO Act) (17
CPR 27ll.2a-71. 

II Funds thai hava fundamenlallnvestment 
policies reatriclill8 their ability to Inveatln illiquid 
securilles would be required by section 13(a) of the 
1940 Act (15 U.S.c. 8Oa-13(a)) 10 oblain shareholder 
approval to change Ihose policies. In addition, funds 
that choose 10 make additional investmenlsln 
illiquid assels, as permilled by the Guideline 
revision. should consider whether to amend or 
"sUcker" their disclosure documents to reflectlhese 
changes. 

experience a net outflow of assets· 
because investors increasingly sh~ft 
their m·oney from equity to Income funds 
should consider ·reducing its holdings of 
illiquid securities In an orderly fashion 
in order to maintain adequate liquidity, 
Finally, the Commission intends to 
review the operation of the Guideline 
revision through Its investment company 
inspection program to determine 
whether the revision is achieving its 
intended purposes in a manner 
consistent with investor protection. 

Ill. Text of RevisioDs to the Guidelines 

Ust of Subjects in 17 CFR Parts 239 and 
274 

Investment companies. Reporting and 
recordkeeping requirements, Securities. 

For the reasons set out in the 
preamble, title 17, chapter II of the Code 
of Federal Regulations is amended as 
follows: . 

PART 239-FORMS PRESCRIBED 
UNDER THE SECURITIES ACT OF 1933 

PART 274-FORMS PRESCRIBED 
UNDER THE INVESTMENT COMPANY 
ACT OF 1940 

1. The authority citation for part 239 
continues to read as follows: 

Authority: 15 U.S.C. 771f. et6eq.. unless· 
olherwise noled. 

2. The authority citaiion for part 274 
continues to read as follows: 

Authority: The Investment Company Act of 
1940. 15 U.S.C. 8Oa-l et seq.• unless otherwise 
noted; . 

Nole: The Guides to Fonns N-IA are nol 
codified In the Code of Federal Regulations. 

3. Amending Guide 4 to Fonn N-IA 
(239.15A and 274.11AJ by adding allhe end a 
paragraph 10 read aa follows: 

Guide t. Types of Securities 

If an open-end company holds a malerial 
percentage of lIs assels in securltiel or other 
assets for which Ihere Is no established 
markel. there may be a question concerning 
the ability of the fund 10 make payment 
wilhin seven days of Ihe date its shares are 
lendered for redemption. The usual limit on 
aggregale holdings by an open-end 
investment company of illiquid auels is 15 
percent of lis net assets. An illiquid aslells 
any 8sset which may nol be sold orulsposed 
of in the ordinary course of business within 
seven days at approximately· the value at 
which tbe mulual fund has valued the 
investment. See Investmenl Company Act 
Release No. 14983 (Mar. 12, 1986J. 

4. Amending Guide 12 to Form N-IA 
(239.15A and 274.11A) by removing the 
last sentence and adding a new last 
sentence to read as follows: 

. Guide 12. Puichale and Sale of Real EState .. 
For tbe limits on the aggregate holdings by 

open-end companies of illiquid alsels. see 
Guide 4. 

5. Amending Guide 13 to Form N-IA 
(239.15A and 274.11A) by removing the 
fourth and fifth sentences and adding a 
new last sentence to read as.follows: 

Guide i3. The Maldng of Loans 10 Other . 
PerSODS. .. 

For the limits on the aggregate holdings by 
open-end companies of illiquid a8sels, see 
Guide 4. 

Daled: March 12, 11$2.
 
By the Commission.
 

Margaret H. Mcfarland.
 
Deputy Secretary. 
[FR Doc. 92~177 Filed 3:-19-92: 8:45 am] 
IlWNG CODE 1010-01-11 
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