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1 In this article, we focus on Rule 2a-5 and do not address the recordkeeping requirements set forth in Rule 31a-4.

September 8, 2022, was the compliance date for the Securities and Exchange Commission’s new 

Rule 2a-5 under the Investment Company Act of 1940 (the “1940 Act”). Rule 2a-5 establishes a 

framework for fund valuation practices and clarifies how a fund’s board of directors (“Board”) 

can satisfy its valuation obligations under the 1940 Act. Another new rule, Rule 31a-4 under the 

1940 Act, provides for certain recordkeeping requirements associated with fair value determinations. 

The two rules—collectively the “Final Rules”—apply to all registered investment companies, 

including closed-end funds and open-end (mutual) funds (“RICs”), and business development 

companies (“BDCs,” and together with RICs, “Funds”).1

Rule 2a-5 impacts the valuation process by: (i) permitting a Board to designate the determination 

of fair value to its investment adviser or, if the Fund is internally managed, to officers of the Fund 

(in each case, the “Valuation Designee”); and (ii) creating a framework for the determination of 

the fair value of a Fund’s investments to establish a standard baseline valuation practice across  

all Funds.

Over the past year, we have spent a considerable amount of time working with our clients to 

prepare for the implementation of the Final Rules. Here are several of the most common questions 

we have received, followed by our responses.
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QUESTION: We are not a fund regulated  
by the 1940 Act (e.g., not a RIC or BDC).  
Do we still need to comply with Rule 2a-5? 

ANSWER: Only 1940 Act funds, such as RICs and BDCs, 
need to comply with Rule 2a-5. Private funds are not 
required to comply. However, given the importance  
that the SEC has placed on valuation, we believe that  
all registered investment advisers, even those that only 
manage private funds, would benefit from implementing 
some of the components of Rule 2a-5 with respect to their 
private funds, particularly if the registered investment adviser 
has any plans to launch a 1940 Act-fund in the future. 

QUESTION: As a member of the Board of a 
multi-billion-dollar Fund with more than 100 
names in the portfolio, am I really accountable 
for reviewing every mark and the valuation 
models supporting each of them?

ANSWER: Under the 1940 Act, the Board is responsible  
for determining the fair value of assets that do not have  
a readily available market quotation. Prior to the adoption 
of Rule 2a-5, that meant that a Board was required to 
determine the fair value of each of the Fund’s securities. 
Under Rule 2a-5, however, a Board may designate the 
authority to determine the fair value of its assets to a 
Valuation Designee. In other words, the Valuation Designee 
can take over the responsibility of determining the fair 
value of each security. We view Rule 2a-5, in part, as an 
acknowledgment that, as a practical matter, Boards cannot 
be expected to “get down into the weeds” or validate every 
illiquid investment valuation model or to seek indicative 
quotes on every bank loan. The Valuation Designee,  
along with any third-party valuation firm, can provide its 
Board with a valuation summary and schedules focusing 
on the Fund’s higher valuation risk investments and 
industries. Those investments may include: (i) the Fund’s 
largest positions; (ii) the Fund’s distressed, stressed, and 
underperforming assets; (iii) the Fund’s holdings that 
experienced significant valuation changes from one  
period to the next; and (iv) any industries that the Fund has 
material investments in that have experienced significant 
valuation changes due to macroeconomic factors. The 
Valuation Designee and third-party valuation firm can 
provide higher-level summaries for the Fund’s lower-risk 
investments, with more detailed information on higher-
risk investments.

Even if a Board designates a Valuation Designee, however, 
Rule 2a-5 provides that the Board must oversee the 

Valuation Designee and, as noted in the adopting release, 
should approach their oversight role with a skeptical and 
objective view that takes account of the Fund’s particular 
valuation risks. In this regard, a Board should view its 
oversight role as an iterative process and ask questions  
and request information based on the Fund’s evolving 
valuation risks. 

QUESTION: The SEC guidance on Rule 2a-5 
refers to “designating” a person to make the  
fair value determinations. What is the benefit  
of designating the fair value responsibility to 
someone else if I am ultimately responsible  
as a board member? How many other 
organizations are going this route?

ANSWER: We believe the ability to designate the fair value 
determination under Rule 2a-5 to a Valuation Designee  
is an implicit acknowledgment of the practical realities  
and challenges of the valuation process and highlights  
that the shareholders may be best served if Boards are 
charged with overseeing the policies and procedures used 
by a Valuation Designee, rather than actually determining 
fair value. As such, one benefit of designating a Valuation 
Designee could be that the Board will have the ability  
to focus more time and energy on its oversight function 
rather than focusing on the specific valuation of each 
individual investment. The Board can rely on the expertise 
of the officers and personnel of the Fund or its investment 
adviser that have more expertise in valuation determinations, 
as well as third-party valuation firms engaged by the 
Valuation Designee. We do not believe that, as a practical 
matter, there will be any meaningful shift of liability from 
the Board to the Valuation Designee as it relates to fair value 
determinations. Historically, the SEC has not questioned  
a Fund’s fair value determinations if the appropriate 
processes were implemented in connection with the 
Board’s determination of fair value. In other words, so  
long as a Fund and its Board can demonstrate that an 
appropriate valuation process was employed, the SEC  
has not questioned the actual fair value determination  
of individual investments. We expect the same regulatory 
approach to continue. Still, appointing a Valuation 
Designee may not be the right solution for every Fund.

To date, based on publicly available information, 75  
BDCs have appointed a Valuation Designee, of which  
23 are traded BDCs, 38 are private BDCs, and 14 are  
non-traded BDCs.2 

 

2  A number of the BDCs that have designated on a larger asset management platform with more than one BDC.
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QUESTION: We’re a smaller Fund, and our 
investment adviser does not have a large 
“middle office” staff. Can I designate the  
Fund’s chief financial officer or controller  
or a third-party valuation firm to make the  
fair value determinations? 

ANSWER: A Board is only permitted to designate the Fund’s 
investment adviser or if the Fund is internally managed, 
officers of the Fund as the Valuation Designee. The SEC 
explicitly ruled out the designation of anyone outside the 
investment manager. As a result, a Board may not designate 
a third-party valuation firm as its Valuation Designee. 
Specifically, as it relates to a chief financial officer, controller, 
or similar officer, to the extent such individuals are not  
part of the portfolio management process, they can be 
appointed to a valuation committee or similar committee 
to make the fair value determinations. 

It should be noted that Rule 2a-5 provides Funds with the 
ability to designate the fair value determination function 
but does not require them to do so. A Board of a smaller 
Fund that does not have substantial internal resources  
(i.e., enough personnel that are not involved in portfolio 
management) may opt to retain responsibility.

QUESTION: We understand that Rule 2a-5 
requires the Board or Valuation Designee to:  
(i) establish and apply fair value methodologies; 
(ii) test the appropriateness and accuracy of  
the methodologies used to calculate fair value; 
and (iii) identify the testing methods to be used 
and the minimum frequency with which such 
testing methods are used. What valuation and 
testing methods should be used, and how often 
should testing be applied? 

ANSWER: Valuation methodologies will vary widely 
depending on the type of investments, the Fund’s 
investment strategy, and the overall state of the relevant 
financial markets. Rule 2a-5 does not require a specific 
valuation methodology, a particular testing method,  
or minimum frequency for testing. Funds may need to 
modify the valuation methodologies used, the testing 
methods applied, and the frequency of such testing as 
circumstances evolve. 

Regardless of which valuation or testing methodologies 
are used, it is critical for Boards to formally document 
policies and procedures describing the valuation and 
testing methodologies (as well as any changes to the 
methodologies) and to ensure that such policies are 
followed. As a baseline, we believe that an annual review  

of the appropriateness and accuracy of the methodologies 
selected is reasonable.

QUESTION: If a Board or Valuation Designee 
wants to engage a third-party valuation firm to 
assist them to make fair value determinations, 
is the Board and/or Valuation Designee also 
responsible for this third-party valuation firm? 
If so, what are the responsibilities generally, what 
should the Board and/or Valuation Designee be 
asking about them, and how frequently should 
the relationship be reassessed?

ANSWER: Yes, under Rule 2a-5, a Board or Valuation 
Designee must establish a process for approving, monitoring, 
and evaluating each third-party pricing service provider. 
This includes pricing services and illiquid security valuation 
specialists. Specifically, in the Rule 2a-5 adopting release, 
the SEC highlighted its view that pricing service providers 
may have conflicts of interest, such as maintaining 
continuing business relationships with the Fund. Therefore, 
Rule 2a-5 requires that pricing service providers be subject 
to oversight so that the Board or Valuation Designee has a 
reasonable basis to use the pricing information it receives 
as an input in connection with its determination of an 
investment’s fair value. Rule 2a-5 is silent on the nature  
of such oversight, but, at minimum, an annual formal 
review and regular assessments in the interim are prudent.

In addition, to the continued oversight responsibilities set 
forth above, Rule 2a-5 requires Funds to establish a process 
for initiating price challenges to any pricing inputs provided 
by third-party pricing service providers.

QUESTION: What is the appropriate role, if any, 
for members of the deal team in the valuation 
process under Rule 2a-5 if the Board designates 
a Valuation Designee? 

ANSWER: Rule 2a-5 requires the Valuation Designee to 
reasonably segregate portfolio management from fair value 
determinations. Specifically, the SEC noted in the Rule 2a-5 
adopting release that the separation of portfolio management 
from fair valuation determinations was necessary to ensure 
that portfolio managers do not determine, or effectively 
determine by exerting substantial influence on, the fair values 
ascribed to investments. Therefore, portfolio management 
team members generally should not control the fair value 
determination process. As such, it is prudent to limit the 
involvement of certain investment personnel in the 
valuation process. 
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After some 50 years, guidance on the role of Boards in fair value determination was well overdue. The enactment of  
Rule 2a-5 has provided valuable insights and clarity on the valuation process but has also prompted a lot of questions 
that Boards must consider. We have tried to address some of the common questions we have been asked to date. We 
will continue to monitor any developments or further guidance that the SEC may provide that could shed light on best 
practices going forward. We also encourage our clients to reach out to us with any additional questions or to discuss the 
questions described in this article. 
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