
SEC Adopts New Rules Allowing Funds to
Invest in Other Funds

On June 20, 2006, the U.S. Securities and Exchange Commission adopted three new rules under the Investment Company
Act of 1940 (“1940 Act”) as well as several related amendments to investment company registration statement forms.  The
new rules represent a significant liberalization of the restrictions found in Section 12(d) of the 1940 Act applicable to
investment companies.  Section 12(d)(1)(A) prohibits registered funds from:

• acquiring more than 3% of another fund’s voting securities; 

• investing more than 5% of its total assets in a single fund; and

• investing more than 10% of its total assets in all funds.

Section 12(d)(1)(B) prohibits a registered open-end fund from selling its securities to another fund (including unregistered
funds) if after the sale:

• the acquiring fund owns more than 3% of the selling fund; or

• the acquiring fund together with other funds own more than 10% of the selling fund’s voting securities.

Pooled investment vehicles, such as hedge funds, relying on Section 3(c)(1) or Section 3(c)(7) of the 1940 Act to avoid
investment company regulation are considered investment companies for the purposes of the 3% restrictions in both
Section 12(d)(1)(A) and (B).  Unregistered foreign funds are bound by all of the restrictions of Section 12(d)(1).  

Money Market Funds and Cash Sweeps. New Rule 12d1-1 permits cash sweep arrangements by registered and unregistered
investment companies with registered and unregistered money market funds that meet the SEC’s requirements for a money
market fund and are managed by a registered investment adviser without having to observe the 3%, 5% and 10% investment
limitations.  The rule also provides relief from certain provisions of Section 17 of the 1940 Act and the SEC’s related rules for
investments in money market funds that might otherwise create prohibited or regulated affiliate relationships.  An affiliate
arrangement, for instance, would arise when a fund acquires 5% or more of a money market fund, making the money market
fund and its manager and distributing broker affiliates of the acquiring fund.  As a condition, the rule requires that the
acquiring fund pay no sales charge or service fee.  Unregistered money market funds are covered by the rule to the extent
they invest and operate under many of the restrictions imposed on registered money market funds.

Affiliated Fund of Funds. New Rule 12d1-2 provides greater flexibility for affiliated fund of funds investments.  Section
12(d)(1)(G) permits a registered open-end fund to invest an unlimited amount in other registered open-end funds and unit
investment trusts in the same group of investment companies.  The new rule now permits, subject to various conditions, a
registered fund relying on Section 12(d)(1)(G) to invest in (i) up to 3% of an unaffiliated fund’s voting securities, (ii) stocks,
bonds and other securities not issued by a fund, and (iii) affiliated and unaffiliated money market funds in reliance on Rule
12d1-1.

Unaffiliated Fund of Funds. New Rule 12d1-3 allows an unaffiliated registered fund greater flexibility in structuring the sales
load it charges.  Section 12(d)(1)(F) only allows the acquiring fund of unaffiliated funds to charge sales loads no greater than
1½ %.  The new rule now allows funds that acquired no more than 3% of a selling fund’s securities to charge an aggregate
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sales load (i.e., the combined distribution expenses of both the acquiring and acquired funds) that is no greater than the
limits on sales loads established by the NASD for funds of funds.  NASD Sales Charge Rule 2830(d)(3).

The SEC also adopted amendments to registered fund disclosure requirements to provide greater transparency of fund of
funds expense and fee layering.  The amendments affect the fee table presentations in Forms N-1A, N-2, N-3, N-4 and N-6.

Rules 12d1-1, 12d1-2 and 12d1-3 become effective on July 31, 2006.  The form amendments apply to filings on or after January 2, 2007.

We Can Help
Katten Muchin Rosenman LLP has extensive experience in dealing with all aspects of investment company registration and
regulation.  We will be happy to discuss with you the issues raised by the new rules and form amendments and their
implications for your business.  Please contact one of the following Katten Muchin Rosenman LLP attorneys:

Attorney Direct Dial Email
Henry Bregstein 212.940.6615 henry.bregstein@kattenlaw.com
Daren R. Domina 212.940.6517 daren.domina@kattenlaw.com
Jack P. Governale 212.940.8525 jack.governale@kattenlaw.com
Arthur W. Hahn 312.902.5241 arthur.hahn@kattenlaw.com
Daniel F. Hunter 212.940.6783 daniel.hunter@kattenlaw.com
Robert M. McLaughlin 212.940.8510 robert.mclaughlin@kattenlaw.com
Janet R. Murtha 212.940.6469 janet.murtha@kattenlaw.com
William Natbony 212.940.8930 william.natbony@kattenlaw.com
Marilyn Selby Okoshi 212.940.8512 marilyn.okoshi@kattenlaw.com
Kenneth M. Rosenzweig 312.902.5381 kenneth.rosenzweig@kattenlaw.com
Fred M. Santo 212.940.8720 fred.santo@kattenlaw.com
Peter J. Shea 704.444.2017 peter.shea@kattenlaw.com
Marybeth Sorady 202.625.3727 marybeth.sorady@kattenlaw.com
Morris N. Simkin 212.940.8654 morris.simkin@kattenlaw.com
Robert Weiss 212.940.8584 robert.weiss@kattenlaw.com
Lance A. Zinman 312.902.5212 lance.zinman@kattenlaw.com

Note: This Client Advisory is a follow-up to the report in our Corporate and Financial Weekly Digest of June 23, 2006.

Published for clients as a source of information.  The material contained herein is not to be construed as legal advice or
opinion.  

CIRCULAR 230 DISCLOSURE: Pursuant to Regulations governing practice before the Internal Revenue Service, any tax advice
contained herein is not intended or written to be used and cannot be used by a taxpayer for the purpose of avoiding tax
penalties that may be imposed on the taxpayer.

©2006 Katten Muchin Rosenman LLP.  All rights reserved.
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