
March 28, 2016       FOR IMMEDIATE RELEASE 
 

Report Shows SEC Proposed Derivatives Rule  
Will Lead to Increased Investor Risk 

Coalition Offers Alternatives to Improve Rule, Protect Diversification and Retirement Security 
 

WASHINGTON, D.C. – The Coalition for Responsible Portfolio Management (the Coalition) today 
released a comprehensive report that details how the Securities and Exchange Commission (SEC) is 
relying on an insufficient measurement of risk exposure in its proposed rule to curb the use of 
derivatives by registered investment companies. The SEC rule seeks to limit risk exposure by placing a 
cap on the total gross notional exposure of certain categories of derivatives and other instruments. 
 
The report, “Proposed Rule 18f-4 on the Use of Derivative Instruments by Registered Investment 
Companies,” finds that the rule’s gross notional value limit is a poor measurement of risk exposure that 
may unintentionally drive investors to higher-risk asset classes. This current version of the rule could 
harm investors by placing binding constraints on funds that are using derivatives in a risk-controlled 
manner. 
 
“The challenge the SEC faces is to construct rules that appropriately constrain the unsafe uses of 
derivatives without inhibiting the safe and beneficial uses of derivatives,” said the report’s author, James 
Overdahl, a former chief economist at the SEC and now a partner at Delta Strategy Group.  “An 
approach relying on gross notional amounts is a ‘blunt’ approach to measuring exposure but one that 
the SEC values for its administrative simplicity and for the consistency by which it can be applied. 
However, bluntness, simplicity, and consistency of application come at the cost of measuring risk 
inconsistently and ineffectively—leading to perverse incentives and costly consequences.” 
 
The paper’s main findings include: 
 

 The SEC's gross notional exposure limitation is a poor measurement of risk.  

 The proposed rule would likely have unintended consequences, harming investors by limiting 
choices and options to diversify their retirement portfolios. 

 The SEC cost-benefit study underestimates the number of funds affected by the rule. 

 Some derivatives have safe uses that enable fund managers to reduce a fund’s risk exposure. 

 While sound in certain areas, the rule misses the mark in others, unintentionally undermining 
diversification and increasing risk for investors. 
 

The report offers alternative approaches to assist the SEC in evolving its derivatives rule to achieve the 
goal of curtailing risk and leverage without cutting off investors’ access to simple liquid derivatives and 
diversifying investment options. The author proposes using a risk-based notional limit to produce a 
measurement that consistently reflects market risk across asset categories. Using value at risk is another 
widely employed risk measurement tool for correlated and offsetting risk exposure. Lastly, their analysis 
suggests that the SEC consider emulating the European Union’s Undertakings for Collective Investment 
in Transferable Securities Directive (UCITS) approach to avoid forcing funds to comply with two separate 
regimes in the U.S. and Europe. 
 



“Alternative approaches that take risk into account can achieve the Commission’s goal of curtailing 
undue speculation and leverage in investment companies without depriving investors the benefits of 
efficient access to low-volatility, low-correlation strategies achievable through the responsible use of 
derivative instruments,” said Overdahl.   
 
The Coalition has submitted this report to the SEC in hopes of working with the Commission to improve 
the rule and ensure that it does not have negative, unintended consequences for investors and, 
ultimately, retirement security. 

A link to “Proposed Rule 18f-4 on the Use of Derivative Instruments by Registered Investment 
Companies,” can be found here.  
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About the Coalition for Responsible Portfolio Management 
The Coalition for Responsible Portfolio Management represents leading investment firms who seek to 
engage and educate policymakers and public audiences about the value of alternative liquid mutual 
funds, especially for ordinary investors preparing for a secure retirement. The Coalition aims to provide 
research on the growing use of alternative liquid mutual funds to educate and to advocate for policy 
measures that ensure access to these funds for all investors for diversification and retirement security. 
 
Coalition members include: Affiliated Managers Group, Inc. (AMG), AQR Capital Management, First 
Quadrant, John Hancock, and the Moneta Group. 
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