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LEGISLATIVE PROPOSALS TO IMPROVE
SMALL BUSINESSES’ AND COMMUNITIES’
ACCESS TO CAPITAL

Friday, November 3, 2017

U.S. HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON CAPITAL MARKETS,
SECURITIES, AND INVESTMENT,
COMMITTEE ON FINANCIAL SERVICES,
Washington, D.C.

The subcommittee met, pursuant to notice, at 9:17 a.m., in room
2128, Rayburn House Office Building, Hon. Bill Huizenga [chair-
man of the subcommittee] presiding.

Present: Representatives Huizenga, Hultgren, Stivers, Poliquin,
Hill, Emmer, Mooney, MacArthur, Davidson, Budd, Hollingsworth,
Hensarling, Maloney, Sherman, Lynch, Scott, Himes, Sinema,
Vargas, and Gottheimer.

Also present: Representative Rothfus.

Chairman HUIZENGA. The committee will come to order. And
without objection, the Chair is authorized to declare a recess of the
committee at any time.

This hearing is entitled “Legislative Proposals to Improve Small
Businesses’ and Communities’ Access to Capital.”

Just to get everybody on the same page here, they have moved
up votes a little bit on us this morning. We have an anticipated
voting time somewhere between 10:15 and 10:45. With agreement
with the Ranking Member here, we are foregoing our opening
statements, because it is about you actually. Hard to believe that
Congress folks wouldn’t want it to be about them. But it is about
you, to hear from you all, and to make sure that we get to ques-
tions.

Just for the members, depending on our timing, the Chairman
may exercise our prerogative to shorten your 5-minute question pe-
riod. We want to get through as many folks as we possibly can in
a timely fashion.

And with that, without objection, the gentleman from Pennsyl-
vania, Mr. Rothfus, is permitted to participate in today’s sub-
committee hearing. Mr. Rothfus is a member of the Financial Serv-
ices Committee, and we appreciate his interest in this important
topic. And we are pleased that our final witness, was stuck in one
of our famous lines here in getting into the office building, so we
are glad you are here, Mr. Gerber.

So with that, today, we welcome the testimony of Mr. Patrick
McCoy, the Director of Finance for the Metropolitan Transportation
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Authority of New York, on behalf of the Government Finance Offi-
cers Association; Mr. Mercer Bullard, Butler Snow Lecturer and
Professor of Law, University of Mississippi School of Law; Mr. Mi-
chael Gerber, Executive Vice President, Corporate Affairs of FS In-
vestments; Mr. Paul Stevens, who is the Chief Executive Officer of
the Investment Company Institute, ICI; and Mr. Tom Quaadman,
Executive Vice President for the Center for Capital Market Com-
petitiveness to the U.S. Chamber of Commerce.

Each of you will be recognized for 5 minutes to give your oral
presentation and your testimony. And without objection, each of
your (iivritten statements will also be made part of the permanent
record.

With that, Mr. McCoy, you are recognized for 5 minutes.

STATEMENT OF PATRICK J. MCCOY

Mr. McCoy. Thank you.

Chairman Huizenga, Ranking Member Maloney, and distin-
guished members of the committee, I am honored to be here today
on behalf of the Government Finance Officers Association to share
with you our comments on H.R. 2319, the Consumer Financial
Choice and Capital Markets Protection Act of 2017, and its impor-
tance to public finance.

My name is Pat McCoy, and I serve as the President of the Gov-
ernment Finance Officers Association. But today, I will be speaking
in that capacity and not in my other role as Director of Finance for
the Metropolitan Transportation Authority in New York.

Founded in 1906, GFOA represents over 19,000 public finance of-
ficers from State and local governments, schools, and special dis-
tricts throughout the United States. This includes about 2,500
Michigan and 1,500 New York national and State GFOA members.
GFOA is dedicated to advancing fiscal strategies, policies, and prac-
tices for the public benefit, including topics related to issuing tax
exempt bonds and investing public funds.

I am here to testify in support of H.R. 2319. Money market funds
are an important means of financing capital requirements for State
and local governments. But the SEC’s (Securities and Exchange
Commission’s) change of net asset value, or NAV, accounting meth-
odology from stable to floating has negatively impacted our ability
to use them. H.R. 2319 would allow State and local governments
to return to utilizing suitable investments as defined by State and
local government officials rather than by the SEC.

GFOA has identified two key issues that should be weighed as
Congress considers this legislation to improve access to capital.
First, money market funds have been utilized effectively to both
manage liquidity for public sector investments and to provide a re-
liable source of working capital to fund public services and finance
infrastructure investment. Legislation such as this would allow
governments to seamlessly continue accessing the capital markets
without increasing costs for taxpayers. Money market funds are a
widely used cash management tool for individuals, corporations, as
well as for State and local governments.

According to Federal Reserve data, State and local governments
hold over %183 billion of assets in money market funds. Money
market funds themselves are key purchasers of municipal securi-
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ties. Historically, they have been the largest purchasers of short-
term tax exempt debt.

GFOA has supported and will continue to support initiatives that
both strengthen money market funds and ensure investors have ac-
cess to high-quality securities that can be bought and sold in an
efficient market. However, the SEC rule change that requires a
floating rather than a fixed NAV created unintended consequences
that impact large governmental entities and small communities
alike.

Second, since the SEC rule changed from a fixed to a floating
NAV, we have seen a negative impact on State and local govern-
ments. The original objective of the rule change was to protect in-
vestors in money market funds, but we think that those concerns
were already addressed in the 2010 amendments to rule 2a-7.
GFOA and other State and local government issuer groups sup-
ported those amendments. Despite the positive impact of the 2010
amendments, the SEC moved forward in adopting additional
amendments to the rule in July 2014, which became effective just
last year.

Throughout that process, GFOA and public finance officers
throughout the country submitted analysis showing that a floating
NAYV would do little to deter heavy redemptions during a financial
crisis and would instead impose substantial costs on State and
local governments.

Between January 2016 and July 2017, tax exempt money market
fund assets under management fell by half, from $254 billion to
$135 billion, a dramatic shrinking of an important market for mu-
nicipal debt. At the same time, municipalities issuing variable rate
demand bonds saw their borrowing costs increase, nearly double
the Federal Reserve’s rate increases over the same period. Many
State and local governments opted to issue higher fixed rate bonds
because issuing variable rate debt to money market funds was cost-
ly. In both cases, the higher costs were shouldered by taxpayers
and ratepayers.

Finally, the SEC rule changes implications for the investments
State and local governments rely on to protect public funds. Many
have specific State or local statutes or policies that require them
to invest in financial products with a stable NAV. This ensures
that public funds are appropriately safeguarded. Thus, State and
local governments commonly use money market funds with a stable
NAV for managing operating costs—operating cash. Requiring a
floating NAV creates an unnecessary obstacle that has steered
State and local entities into very low yielding U.S. Government
backed funds or other alternatives from what was already a safe
and highly liquid market.

Chairman Huizenga, Ranking Member Maloney, and distin-
guished members of the committee, public finance officers are en-
couraged by and support initiatives like H.R. 2319, the Consumer
Financial Choice and Capital Markets Protection Act of 2017. I
thank you for the opportunity to speak with you here today, and
I will be happy to take your questions.

[The prepared statement of Mr. McCoy can be found on page 65
of the Appendix]

Chairman HUIZENGA. Thank you. We appreciate that.
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And with that, Professor Bullard, you are recognized for 5 min-
utes.

STATEMENT OF MERCER BULLARD

Mr. BULLARD. Chairman Huizenga, Ranking Member Maloney,
members of the subcommittee, thank you again for the opportunity
to speak before you today.

I will focus my comments this morning on the BD leverage pro-
posal. And I would like to think that we can all agree that before
permitting BDCs (business development companies) to increase
their leverage, we need to know how much leverage BDCs actually
use, and ensure this information is fully and accurately disclosed.

It appears to me that neither condition is currently satisfied. We
do not know how much leverage BDCs actually use. And if we do
not know how much leverage they use, then 1t follows that BDC
leverage is not being fully or accurately disclosed.

Over the last three decades, since the banking crisis of the
1980’s, banking regulation has evolved to employ diverse measures
of risk that provide a more accurate view of the threat of bank fail-
ure. Traditional diversification, concentration, and leverage limits
have been supplemented by risk-based capital ratios, value at risk
measures, liquidity coverage ratios, off balance sheet contingency
weightings, tiered asset categories, stress tests, and living wills.
These measures have still not kept pace with the development of
increasing complex financial instruments and capital structures,
but they have them within site.

The BDC leverage limit is a different story. It captures very little
of the information one would need to evaluate a BDC’s effective le-
verage. It does not consider the relative quality, priority, or term
of BDC assets, nor does it capture the term reliability or portfolio
income sensitivity of BDC loans. It does not reflect interest rate
risk. Industry analysts agree the leverage limit is inadequate. One
publication has stated, quote: “In our view, the raw leverage meas-
ure, debt over equity, doesn’t tell the whole story as loans that
BDCs hold have various degrees of implicit leverage,” end quote.

This is a bit of an understatement as the effective ratio estimates
by those same analysts bear little resemblance to the one-to-one
statutory leverage limit. In the fall of 2015, for example, these ana-
lysts rated BDC leverage ratios as ranging from a low of .58 to 1
to a high of 7.57 to 1. The 7.57 ratio is obviously not consistent
with the one-to-one statutory limit. The high of 7.57 to 1 is more
than 13 times the low estimate, which shows a degree of variance
that also does not comport with the statutory leverage eliminate.

These high-leverage ratios are not disclosed to investors, nor is
their potentially disastrous effect. The BDC that had the 7.57 to—
1 ratio showed in a recent filing that a mere 10 percent loss in the
market value of its holdings would result in a 23.5 percent decline
in the value of the shareholder stake. This disclosure is still inad-
equate. It posits that a 10 percent decline is a worst-case scenario.
The SEC should know better.

In comparison, the Fed’s worst-case scenario for its 2017 super-
visory stress test assumes a 50 percent decline in equity values and
a 25 percent decline in housing prices and a 35 percent decline in
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commercial real estate and a 10 percent unemployment rate. I sub-
mit that worst-case scenario disclosure must reflect at least a 20
or a 25 percent drop, if not a 40 or 45 percent drop, in order to
be useful.

It is fitting that the picture on the cover of this 2015 BDC score-
card is a photo of a man climbing a sheer rock face in running
shoes without any ropes. I find that the inadequacies of BDC risk
disclosure were matched by inadequate disclosure in other respects.
A retail investor could not reasonably be expected to understand
the mechanics of performance fees charged by BDC managers
based on SEC mandated disclosure. I was unable to determine
whether BDC managers that charge fees on top of fees charged by
underlying funds or maybe a questionable practice were also dou-
ble-dipping by being paid themselves by the underlying fund. Nor
could I practicably determine whether and to what extent a BDC
was actually investing consistent with its statutory mandate.

I am also concerned about BDC’s enforcement history. A recent
article by a former SEC examiner, John Walsh, lists a pattern of
BDC enforcement actions over just the last 10 years that is ex-
traordinary in the light of the fact that the total number of BDCs
has never been much over 100. I recommend that members con-
sider this article which appears in Volume 14 of the Dartmouth
Law Journal before making a final decision on the pending legisla-
tion.

I again thank the subcommittee for the opportunity to appear be-
fore you today, and I would be happy to try to answer any ques-
tions you might have on this or other matters before the sub-
committee. Thank you.

[The prepared statement of Mr. Bullard can be found on page 34
of the Appendix]

Chairman HUIZENGA. Thank you very much.

And with that, Mr. Gerber, you are recognized for 5 minutes.

STATEMENT OF MICHAEL F. GERBER

Mr. GERBER. Thank you.

Thank you, Chairman. Thank you, Ranking Member Maloney
and the other members of the subcommittee, for the opportunity to
participate in today’s hearing. My name is Mike Gerber. I am an
Executive Vice President at FS Investments, formerly named
Franklin Square Capital Partners. We were founded in 2007 in
Philadelphia with the mission of providing mainstream investors
access to institutional quality alternative asset management.

We have used the BDC, among other structures, to execute on
this mission. In 2009, we launched the industry’s first ever non-
traded BDC. We listed that on the New York Stock Exchange a few
years later, in 2014, creating a liquidity event for our investors.
Today, we manage five BDCs, and we have more BDC assets under
management than any other manager in the industry.

We have investors from all 50 States. We have portfolio compa-
nies in 39 States. And across the industry, there are now more
than 90 BDCs and more than $90 billion in assets under manage-
ment in the BDC space.
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Importantly, no BDC failed during the Great Recession. We all
know those were the worst economic times we have experienced as
a country since the Depression. And I think it is a very important
point to make because it is a very durable structure that has been
protective of investors.

As you all know, in 1980, BDCs were created through bipartisan
efforts with an eye toward matching mainstream investor dollars
with Main Street businesses. Because BDCs were designed with an
eye toward retail investors, they are appropriately very heavily reg-
ulated. In fact, whether traded or nontraded, BDCs are among the
most highly regulated investment vehicles in the marketplace. And
because of our extensive public filings, BDCs are fully transparent
to regulators, rating agencies, analysts, lenders, and investors
alike.

Specifically, BDC’s register shares under the 1933 act and elect
treatment as a BDC under the 1940 act. In addition, a BDC is sub-
ject to the 1934 act as a public company, meaning we must file 10-
Ks, 10-Qs, 8-Ks, and proxy statements. Contained in every Q and
K is a schedule of our investments, along with the details around
those investments, such as the name of the portfolio company, the
size of the investment, the position within the capital stack of that
investment, interest rates, and current price marks.

Other key protections in the BDC include mandatory third-party
custody of BDC assets; a board of directors, the majority of whom
must be independent; and board approval of key matters, such as
management fees and quarterly evaluations of the investments in
a BDC portfolio.

In addition, our nontraded BDCs are also regulated by FINRA
and by the Blue Sky regulators in all 50 States. Taken together,
these laws and regulations ensure that BDCs are extremely trans-
parent, minimize conflicts of interest, and provide investors with a
high level of protection.

One of the key mandates under the law is that BDCs must in-
vest at least 70 percent of our assets in U.S. private and small cap
companies. As a result, BDCs have provided a significant amount
of capital to the middle market. Middle market businesses employ
about 48 million people today, or one out of every three workers in
the private sector. In fact, between 2011 and 2017, middle market
firms generated 103.3 percent job growth compared to small busi-
ness at 7.4 percent and large firms at 52.3 percent. And now, 42
percent of middle market firm companies say they expect to grow
in 2018. So we believe it is important that middle market lenders
like BDCs are well positioned to provide the capital necessary to
fuel that growth.

There are two key aspects to this legislation, one that would
streamline offering reforms making our offering of our securities
more efficient for investors. Also, as the professor mentioned, would
enable—there is a provision that would enable BDCs to increase le-
verage. We believe the increase in leverage is modest. First,
BDCs—and important. First, BDCs would have more capital to de-
ploy in the middle market, while keeping all investor protections
that I mentioned in place.
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Second, this would enable BDCs to build safer portfolios, deliv-
ering the same or higher returns, while investing higher up in the
capital stack of portfolio companies.

Third, even with the proposed increase, two-to-one leverage
would still be quite low when compared to other lenders in the
marketplace. For example, banks are leveraged anywhere from 8 to
1 to 15 to 1. Hedge funds may even be over 20 to 1. And neither
of those lending structures offer the same transparency as—

Chairman HUIZENGA. The gentlemen’s time has expired.

Mr. GERBER. Yes, sir. Thank you, sir.

[The prepared statement of Mr. Gerber can be found on page 57
of the Appendix]

Chairman HUIZENGA. Thank you.

And we are going to need to move to Mr. Stevens. You are recog-
nized for 5 minutes.

STATEMENT OF PAUL SCHOTT STEVENS

Mr. STEVENS. Chairman Huizenga, Ranking Member Maloney,
and members of the subcommittee, I appreciate the opportunity to
testify today on proposals to improve access to capital for small
businesses and communities.

ICI is the leading association representing regulated funds glob-
ally, and our member funds are the vehicles through which more
than 100 million Americans pursue important financial goals, in-
cluding saving for retirement, college, or a first home. Registered
funds also play a vital role in the U.S. economy. They channel cap-
ital from fund investors to the markets and users of capital. Funds
help fuel innovation, growth, and job creation.

One measure that could enhance this process is Mr. Hollings-
worth’s bill, the Expanding Investment Opportunities Act. ICI fully
supports the discussion draft, because we feel its provisions to mod-
ernize offering rules for closed-end funds will provide significant
benefits to these funds, to their shareholders, and to the enter-
prises that they can help finance.

Like other registered funds, closed-end funds are comprehen-
sively regulated under the Federal securities laws and Securities
and Exchange Commission regulations. They differ from mutual
funds, also known as open-end funds, because closed-end funds
have flexibility to invest in a broader array of assets, such as
stocks and bonds issued by small private companies.

For investors, closed-end funds provide enhanced income and
cash-flow, increased after-tax efficiency, and broader diversifica-
tion. We estimate that more than 3 million American households
held $271 billion in assets in 533 closed-end funds as of June of
this year.

Now, despite their numerous benefits, the number of closed-end
funds has declined sharply, by more than 19 percent over the past
decade. In 2016, only 8 new closed-end funds issued shares, and
that is a decline of 81 percent from 2007. Clearly, this well-estab-
lished, well-regulated investment vehicle has untapped potential to
help fund our economy.

Mr. Hollingsworth’s bill would help reverse these trends. It
would reduce the burdens of certain SEC registration and commu-



8

nications requirements that impose heavy costs on funds and their
investors without commensurate investor protection benefits. The
resulting cost savings would be passed on to fund shareholders,
making these funds more attractive.

Now, while the discussion draft provisions are quite technical,
they actually follow well-established rules governing securities
issued by operating companies. If closed-end funds could avail
themselves of these rules, they would be subject to all of the same
conditions as operating companies, plus the extensive investor pro-
tections of the Investment Company Act.

When former SEC Chair Mary Jo White evaluated nearly iden-
tical legislative provisions in 2013, in that case with respect to
BDCs, she concluded that, quote, “In my view, these provisions do
not raise significant investor protection concerns.” We agree, and
we believe that now is the time for Congress to act.

Some will argue that these changes should be left to the SEC.
In fact, the Commission suggested the need to modernize registra-
tion and communications requirements for closed-end funds in
2005. Unfortunately, it has not followed through, and the Commis-
sion has no fewer competing priorities today than it has had
throughout the past dozen years. We believe that the discussion
draft approach, giving the SEC 1 year to enact new regulations be-
fore the bill’s provisions would take effect, is necessary and appro-
priate.

We have also heard concerns that automatic shelf registration
would allow closed-end funds, including some funds that are not
traded on exchanges, to register new offerings without a full SEC
review. This is true, but similar treatment for operating companies
appears to have worked quite well for more than a decade. More-
over, closed-end funds that utilize these provisions already will
have filed a registration statement, reviewed and declared effective
by the SEC staff.

For all these reasons, we wholeheartedly support Mr. Hollings-
worth’s discussion draft as a valuable set of reforms that will en-
hance financing for the economy, while maintaining stringent in-
vestor protections.

Mr. Chairman, if I may briefly comment on one other measure.
ICI also supports the proposed offering and communications re-
forms for business development companies. We do not object to the
bill’s provisions to grant BDCs more flexibility to use leverage.

Mr. Chairman, Mrs. Maloney, members of the committee, thank
you again for the opportunity to testify. I will be happy to take any
questions.

[The prepared statement of Mr. Stevens can be found on page 79
of the Appendix]

Chairman HUIZENGA. Thank you, Mr. Stevens.

Mr. Quaadman, you are recognized for 5 minutes.

STATEMENT OF THOMAS QUAADMAN

Mr. QUAADMAN. Thank you, Chairman Huizenga, Ranking Mem-
ber Maloney, members of the committee. Thank you for holding
this hearing today. We appreciate the continued bipartisan leader-
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ship of this subcommittee on issues related to capital formation
and job creation.

Indeed, the passage of the JOBS Act and the recent introduction
of reg S-K reforms by the SEC would not have happened without
the efforts of this subcommittee. And the passage this week of bills
by the House on testing the waters and accredited investor reforms
show the continued dedication of this subcommittee on those
issues. However, the situations of capital formation are still in dire
straits, and much needs to be done to reverse the trends. To sum
it up, the diminution of financial resources is calcifying entrepre-
neurship.

During this past recession and for the first part of the recovery,
for the first time ever, business destruction outpaced business cre-
ation. This occurred for a contracted period of time, and business
creation rates have not come back to prerecession norms. Bank
lending to small business is down and small business capital needs
are not being met. Firms that are less than 5 years old are being
particularly hard hit, as are business loans of under a million dol-
lars. This data comes from the FDIC Community Reinvestment Act
reports, the Federal Reserve, and the U.S. Census Bureau. Our
2016 corporate treasurer survey and 2017 small business survey
back this government data up. But the situation is even worse.

A 2016 study by the Economic Innovation Group found that be-
tween 2010 and 2014, 3 of 5 counties in the United States had
more business exit than entries. And to make it even worse, 50 per-
cent of all business startups occurred in 20 counties in only 7
States, representing 17 percent of the American population.

If we are to return to historic rates of economic growth and job
creation, we need to fix these problems in a comprehensive and
lasting way. The Chamber in a few weeks is going to issue an IPO
report, and we look forward to working with this subcommittee on
some of the comprehensive proposals we are going to make.

But the bills before us today are a step in the right direction. The
Small Business Credit Availability Act drafted by Mr. Stivers deals
with business development corporations. BDCs have slowly been
filling the void, since the recession, of financial firms that have left
for regulatory reasons, both to middle market and small market
capital areas. And BDCs need to be doing more.

This bill would allow for a modest increase in leverage and would
allow BDCs to deploy capital more efficiently. The SEC would con-
tinue to have oversight and regulations, and this bill would also
allow for increased investor protections so that if there is an in-
crease in leverage, investors have an opportunity, over a course of
a year, to remove themselves from the BDC.

The Expanding Investment Opportunities Act by Mr. Hollings-
worth deals with expanding the well-known seasoned issuer status
to closed-end funds. This will disseminate information more quick-
ly, end duplication, reduce costs, and have capital be deployed—de-
ployed more quickly. If we allow high school students to use a com-
mon app to apply for a college, we should do no less for America’s
job creators. The quick passage of these bills will help middle mar-
ket and small businesses meet their capital needs.

I also want to address a bill introduced by Mr. Rothfus, the Con-
sumer Financial Choice and Capital Markets Protection Act. This
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bill shines a light on a capital formation problem that must be re-
viewed. The money market fund reforms implemented by the SEC
have made corporate cash management more difficult and ineffi-
cient and has reduced the pool of productive working capital. A re-
cent study by the Treasury Strategies, which we would like to sub-
mit for the record, shows that there is a $371 billion shortfall in
business capital. More troubling, this has led to a crowding-out sit-
uation so that where big businesses are removing themselves from
commercial paper and going into the bank lending space to meet
their short-term needs, they are crowding out middle market com-
panies and small businesses.

In conclusion, we believe that we can work together to solve
these issues and put America back to work. We look forward to
working with the subcommittee to find comprehensive solutions to
these problems and addressing America’s capital formation crisis.
N Thank you, and I am happy to take whatever questions you may

ave.

[The prepared statement of Mr. Quaadman can be found on page
69 of the Appendix]

Chairman HUIZENGA. Thank you, Mr. Quaadman. I appreciate
this.

I am going to attempt to hold the standard and not use my full
5 minutes, but I will recognize myself for 5 minutes.

The SEC’s final rule provided money market funds with 2 years
to comply with these new requirements, which ultimately became
effective October 14 of 2016, the final rule also permits government
and retail MMFs to use the method to seek and maintain a fixed
NAV. Some market participants have expressed the concern that
the SEC’s 2014 rule would result in the loss of short-term liquidity
in the capital markets, particularly in the municipal securities
market.

Along with Ranking Member Maloney, we wrote to the Securities
and Exchange Commission to review, and asked them to review the
current landscape for MMFs (money market funds) and the impact
of the 2014 rule on both short-term corporate and municipal financ-
ing. And without objection, I would like to enter into the record our
letter to Chairman Clayton as well as his response letter.

Mr. Quaadman, Mr. Stevens, how, really very quickly, has the
industry changed, or have we seen significant shifts in the money
market since the October 2016 implementation date? And then I
am also curious how the industry has adapted to the new rules.

Mr. QUuAADMAN. We have seen—I will turn it over to Mr. Stevens
in a second. We have seen a dramatic shift into government prime
funds, and this is why you have also seen a dramatic retrenchment
of businesses from using money market funds as a means of cash
management. So it has actually changed the way that a corporate
treasurer has to go out and manage their day-to-day activities in
a negative way.

What I would also say too, if you look at this rule in conjunction
with the Volcker rule, Basel III, and a number of others, what it
does is it places a premium on government funds or shifting money
into U.S. treasuries, which is also a concentration of risk, which I
think the regulators have ignored and really should look at as well.

Chairman HUIZENGA. OK. Mr. Stevens.
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Mr. STEVENS. I think that is a good summary. But what I would
say is many of these effects were ones that were predicted at the
time that these rules were in development. The ICI said many,
many times that the proposals would have exactly the kinds of ad-
verse effects that my colleague here has said in connection with
municipal finance. And the way the rules are structured, prime as-
sets have declined very precipitously and in their place rising just
about as much have been government securities.

Chairman HUIZENGA. OK. Mr. McCoy, how are municipalities
currently meeting their short-term financing needs? And how has
the 2014 reforms impacted how municipalities handle their cash
management needs?

Mr. McCoy. Sure. Thank you.

I think in terms of short-term products available, there is really
only one other meaningful product that municipalities use. It is an
index-based note. So, for example, we take the SIFMA index or a
percent of LIBOR and put a spread on that. And that can go out
for 2, 3, 4, 5 years, whatever. That is really the only good alter-
native other than issuing short-term notes, which are not what I
would characterize as a long-term financing vehicle. So I think
from the issuance perspective, we have seen a dramatic reduction
of State and local governmental issuers accessing this market.

And then from an investment perspective, as I noted in my testi-
mony, treasurers across the country that invest public funds typi-
cally are held to a fixed NAV construct for those investments. And
with this rule, we have seen them leave this market.

Chairman HUIZENGA. Chairman Clayton, in his letter, says that,
basically, we should just take some more time and collect some
data. I mean, do you have an opinion on this?

Mr. McCoy. I think we are always looking at the data and what
the data tells us. You know, we can’t argue—

Chairman HUIZENGA. It is more of a time element here, right?

Mr. McCoy. Certainly time, yes. We have seen assets in this
complex drop by half, anticipating the rule change and then after
the rule change. So I would argue that we have had enough time,
and we have seen the impacts of the rule change. I don’t think they
are necessary.

Chairman HUIZENGA. OK. With that, I will yield back.

The Ranking Member is recognized for up to 5 minutes.

Mrs. MALONEY. Thank you so much. And I want to welcome all
of the panelists here, particularly Mr. McCoy from the great State
of New York and the MTA, and thank him for his work on com-
pleting the Second Avenue Subway, the best subway in the Nation,
which happens to be in my district. Thank you so much.

I would like to continue on the Chairman’s questioning and ask
you about H.R. 2319. SEC Chairman Clayton, in his response to
myself and Chairman Huizenga, stated that even if we repealed
the NAV requirement from municipal and corporate funds, some
investors might not come back to these funds. He stated, and I
quote: “While some investors might choose to leave government
money market funds and return to prime and municipal funds,
such a shift also might not occur if investors newly appreciate
prime and municipal money market funds’ inherent liquidity and
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principal stability risk and, therefore, choose to remain in govern-
ment money market funds.”

So what do you think of his comments? Do you think that inves-
tors who have left municipal funds would come back if the floating
NAYV requirement was repealed?

Mr. McCoy. I do believe that that is the case. I believe that in-
vestors would take more comfort in this product if they knew that
a dollar was worth a dollar at all times. And, quite frankly, I think
that is what we believe to be a core reason why investors fled this
particular product in substantial ways that they did.

Mrs. MALONEY. OK. Then, Mr. Stevens, the Expanding Invest-
ment Opportunities Act is intended to modernize the offering rule
for closed-end funds so that these funds are treated the same as
normal operating companies like Google and GE. Of course, we
know the SEC could make these changes on their own and decided
not to extend the fast-track offering rules to closed-end funds back
in 2005.

So my question is why did the SEC not include closed-end funds
in the 2005 offering reform rule? Was it just an oversight or are
there differences between closed-end funds and operating compa-
nies that make it difficult to apply the fast-track offering rules to
closed-end funds?

Mr. STEVENS. Thank you for your question, Mrs. Maloney. I don’t
think it is the second of those. I think it is a fairly straightforward
proposition. The SEC at the time said, oh, we will get back to that.
I am speculating now. But sometimes it is very difficult when you
have two different divisions at the SEC with responsibility that
overlaps. In the case of operating companies, that is the Division
of Corporation Finance. In the case of the closed-end funds, it
would be the Division of Investment Management to come together
and converge on a set of changes that will affect regulated entities
in both spaces.

What we do know is that they said they would get back to it.
And 12 years later, they haven’t. And, unfortunately, I don’t think
there is any prospect that they will. I am very sympathetic to the
limited regulatory rulemaking resources that they have and the
many, many competing priorities. So with all the goodwill in the
world, I just don’t think, after a dozen years, we should think that
they will return to the issue, absent some prompting.

Mrs. MALONEY. Thank you.

And, Mr. Gerber, as you know, the Small Business Credit Avail-
ability Act would allow BDCs to double their leverage. This could,
in theory, allow BDCs to lend more to small- and medium-sized
businesses or it could allow BDCs to simply increase their risks.

So my question is what would you use the additional leverage
for? Would you lend to riskier companies or would you lend more
to creditworthy small businesses? What would the impact be?

Mr. GERBER. Well, I certainly can answer for FS Investments,
and it would be the latter. It would enable us to invest in more
companies higher in the capital stack reducing risk, but still main-
taining the returns that our investors have come to expect from
BDCs. And I think it is fair to assume that the rest of the industry
would follow suit. And I say that because capital availability to
poorer performing BDCs will not be the same as it would be for
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higher performing BDCs. In other words, those poor performers
would not be able to do 501 offerings, issuing new equity. They
would not be able to draw down more debt from lenders, from the
banks. So I think it is fair to assume that that would be an indus-
trywide approach. Investing higher in the capital stack, taking on
less risk.

Mrs. MALONEY. Well, I am sympathetic to the testimony of Mr.
Quaadman where he said this would move more credit availability
and investment to smaller-sized companies that often do not get
the attention they deserve.

Thank you very much. My time is up.

Chairman HUIZENGA. The gentlelady’s time has expired.

With that, the Chair recognizes the Vice Chairman, Mr.
Hultgren, from Illinois for 5 minutes.

. Mr. HULTGREN. Thank you, Chairman. Thank you all for being
ere.

Mr. Stevens, if I could address my first couple questions to you
regarding the Expanding Investment Opportunities Act, the draft
legislation that is being sponsored by Mr. Hollingsworth. From
what I understand, this is a fairly simple piece of legislation that
should have strong positive impact for investors and for our capital
markets.

Three questions here, if I could. In general, why do you believe
the number of closed-end funds has declined in recent years? And
then how will expanding investment opportunities in closed-end
funds benefit investors? And then final part of that, can you speak
to the significance of closed-end funds flexibility to invest in less
liquid securities? I know on page 2 of your testimony you talk
about this. And what are some of the examples that come to mind
and how will this contribute to capital formation? A lot there.

Mr. STEVENS. I hope I remember all three of those questions.

Mr. HULTGREN. First one, why closed-end funds have declined in
recent years.

Mr. STEVENS. They compete in the ecosystem of financing with
lots and lots of other alternatives, and including some innovations,
like exchange-traded funds, which are extraordinarily popular now.
They exceed $3 trillion in assets, in ETFs (exchange-traded funds),
in the United States. There is a straightforward quality about
ETFs. Closed-end funds are a slightly more complex vehicle. But I
think the bill that Mr. Hollingsworth has in view, at the margin
at least, provides a modernization for closed-end funds with respect
to the way they can respond to market developments, bring their
new issuances to market, inform their investors, and will make
them at least marginally more competitive.

Now, why is that important? I think it is important because they
occupy, again, a unique space within the framework of regulated
investment companies. They have opportunities to invest in small
enterprises, in stocks and bonds that would not necessarily be ones
that an open-end or a mutual fund company would. They have op-
portunities to leverage their portfolios in ways that mutual funds
would not, and enhance the yield that they offer to investors. And
they have opportunities to provide additional tax efficiencies.

So in the broad array of investment opportunities, they occupy
a specific place, and I think it is a good one. They have been part
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of our industry since 1940. And I think these modest reforms that
are in view here will continue to make them an attractive option
for investors without sacrificing any protections.

Mr. HULTGREN. Thank you.

I want to move on to the money market fund legislation. And
first, Mr. Chairman, I would like to enter a letter into the record
dated December 1, 2016, which is addressed to Speaker Ryan from
the State Finance Officers Association, requesting consideration of
the Consumer Financial Choice and Capital Markets Protection
Act, one of the three bills we are reviewing today.

Chairman HUIZENGA. Without objection.

Mr. HULTGREN. Next, Mr. McCoy, if I can address this to you. I
was wondering if you could speak to the merits of this legislation.
What have the SEC’s money market fund rules meant for your cost
of financing?

Mr. McCoy. Thank you for that question, Congressman. As a
large issuer, we need access to all parts of the yield curve to fi-
nance long-term infrastructure. And what we have observed over
many years of issuing bonds and notes and products into the
money market complex is that our lowest cost of funding has al-
ways been achieved using variable rate products at the short end
of the yield curve, which go right into the money market complex.

Mr. HULTGREN. Thank you.

Mr. Stevens, going back to you. Does the SEC have the legal au-
thority to amend these money market fund rules? And should Con-
gress let the SEC review the data and decide how to move forward
with this rule?

Mr. STEVENS. It would have the authority, Congressman. You
know, I have spent many more than 5 years of my life since 2007
on money market fund issues, through two sets of really extensive
reforms of money market funds. I don’t think, at least from the
perspective of our membership, that there is a lot of conviction
around going through yet another extended process at the SEC.
And I am absolutely convinced that at the SEC they have other
priorities that they would like to be addressing.

Mr. HULTGREN. Thank you.

I will yield back a few extra seconds here as well. So thanks,
Chairman.

Chairman HUIZENGA. Much appreciated by everybody.

So with that, the Chair recognizes the gentleman from Georgia,
Mr. Scott, for 5 minutes.

Mr. ScotT. Yes. Thank you, Mr. Chairman.

Mr. Gerber, let me start with you. But first let me, as one Uni-
versity of Pennsylvania graduate to another, welcome you to the
Financial Services.

MR. GERBER. Thank you, Congressman.

Mr. ScotrT. Get back to Philadelphia, give my regards to the
Wharton School of Finance.

Mr. GERBER. We will.

Mr. Scort. Let me ask you, I have worked on this bill with my
good Republican friend Mick Mulvaney when he was here, he is
now the budget director, that will help the small business develop-
ment corporations that your bill will. And I understand that you,
from my staff, that you and Mr. Stivers have made some changes
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to the bill, improvements to the bill, that address some of the con-
cerns of the consumer advocates. Would you take a moment and
share those with us?

Mr. GERBER. Sure. Sure. Thank you, Congressman.

You are right, when the bill was introduced in the previous Con-
gress, and we had a hearing similar to this one a couple of years
ago on that bill, there were five key provisions in that bill. And
three of those five provisions are no longer in the bill—or are not
reflected in the current discussion draft that Congressman Stivers
has authored.

One of those three that is no longer in there was the subject of
an amendment addressed by Congressman Himes. And that provi-
sion would have expanded the definition of eligible portfolio compa-
nies. So as you know, we have to invest 70 percent of our assets
in private or small cap U.S. companies. And in that 30 percent
bucket, we can invest in non-U.S., large cap, mid cap, and financial
companies. And I think there was bipartisan concern over expand-
ing the definition, particularly with the focus on not wanting BDCs
to invest more in financial companies. That provision is no longer
in the legislation. That has come out. And that was one that caused
concern by consumer groups, investor protection groups, as well as
both Republican and Democratic Members here in the House and
in the Senate.

Mr. ScoTT. Very good.

Let me go to you for a moment, Mr. McCoy, on another bill that
I have worked on prior to that, and that is Congressman Rothfus’
bill, which is the Consumer Financial Choice and Capital Markets
Protection Act, along with my Democratic colleague, Ms. Moore.
And I wanted to make sure that you would share with the com-
mittee some of the issues. There has been an incredible disruption
that I have seen in the marketplace for money market funds, spe-
cifically for the tax-exempt funds. And would you comment on that
in particular and see how this legislation improves that?

Mr. McCoy. Sure. Thank you. You know, as I noted in my testi-
mony, the significant retreat from this product by retail investors
who have typically invested in money market funds, tax-exempt
money market funds, has had an effect to cause State and local
governmental issuers who have historically been very active in that
market to retrench and, as I noted, to go into other products, most
predominantly fixed rate bonds which, of course, carry a higher
cost of interest than a money market product than a variable rate
demand bond. So that has had an effect on our ability to access,
again, what we believe to be is the most efficient part of the yield
curve, again, for building infrastructure.

Mr. Scort. OK. Well, thank you very much.

And, Mr. Chairman, may I make just a brief inquiry to you? And
I want to ask if you would be kind enough, you and Chairman
Hensarling, to—would it be possible for us to move these bills?
They are both bipartisan bills. And I know we are getting to crunch
time at the end of the year. Do you think, working with Chairman
Hensarling and you, that we could get these bills on the floor for
a vote and over to the Senate before Christmas?

Chairman HUIZENGA. The gentleman’s time has expired. No. We
will certainly be giving this full consideration. As you can see, we
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have the hearing today for the purposes of gathering that informa-
tion and working toward that. The fact that there is broad bipar-
tisan support helps any and all issues coming out of this com-
miilsil:ee, and certainly helps over on the other side of the Capitol as
well.

Mr. ScotrT. Yes, sir. Thank you, Mr. Chairman. I appreciate it.

Chairman HUIZENGA. Now the gentleman’s time has expired.

All right. With that, the Chair recognizes the gentleman from Ar-
kansas, Mr. Hill, for 5 minutes.

Mr. HiLL. Mr. Chairman, I wanted to talk to Mr. Stevens a little
bit more about the closed-end funds issue. Thank you for the dis-
cussion you had with my colleague about their competitive position
and compared to ETFs. And one of the strong, I think, issues is
that they can pursue strategies that involve some leverage and dis-
close that.

Would you say that that is really one of the principal advantages
in this ecosystem you are talking about? I mean, from an investor
point of view, the transparency of the data, and reflect a little bit
more on that, both on fixed income and equities.

Mr. STEVENS. Well, the current closed-end fund business is about
maybe 60 percent fixed income investment and about 40 percent
equity. And, yes, I think, Congressman, their ability to use a bit
of leverage in their portfolio is something that is characteristic of
closed-end funds and provides them an opportunity to enhance
their return to their investors. And that, I think, in part, is what
makes them attractive; in a sense, that gives them advantages in
terms of tax management and things of that nature. So, again, it
is a unique characteristic that they have. And we are talking about
a range of different investment options.

But as I said in my testimony, I think there is untapped poten-
tial there. I don’t know how large it is, but untapped to be a source
of financing to small enterprises and for other purposes in the
economy. And that is a good thing, in my view.

Mr. HiLL. And do you think they have an advantage over attract-
ing, as you say, smaller market cap stocks into that—as a collective
format rather than some of their competitors?

Mr. STEVENS. Well, if you think about mutual funds and ETFs,
the nature of their investments, ETFs are largely index products,
so they are looking at, in many instances, large cap issuers and the
like. Mutual funds tend to be larger in terms of their size. And so
just their ability to invest in much smaller businesses, the stocks
and bonds, is going to be constrained in a way that, with a smaller
closed-end fund, would not necessarily be the case.

Mr. HiLL. Yes. Because I think that has, over of the years, really
become a real challenge both in—we have talked in this committee
many times about the cost of being public. But even if you move
that down from very, very high market cap levels to smaller, you
still have the coverage issues and the institutional investor interest
area, even if it is a worthy company. And so we don’t have many
collective places for people to experiment with different market cap
sizes.

And, again, I agree with you on indexing that it, for the most
part, drives the larger more liquid names, as it should be, by defi-
nition of being an index or a near index-type process.
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Do you know of a closed-end fund trend where they really do
seek out smaller market cap names? Have you seen that among
some of your members that have really been a source of looking for
that emerging company that doesn’t fit with a Morningstar style
box that doesn’t have the market cap required by a larger ETF re-
quirement?

Mr. STEVENS. I think those are exactly the investment opportuni-
ties that many of them are seeking out.

Mr. HiLL. So you would say that that business is changing before
our eyes, and you think that these proposals today would make
that a more compelling and easier for them to pursue that strat-
egy?

Mr. STEVENS. It is going to make them be able to get to market
more quickly with respect to new issuance. It is going to facilitate
their communications with the investing public. Now, I don’t think
this is going to be some revolution overnight. But at the margins,
it is modernizing the ways in which they engage in a marketplace.

Mr. HiLL. But I just think this is a really interesting capital for-
mation question.

Mr. STEVENS. I agree.

Mr. HiLL. Because you can’t say that a closed-end strategy per
se can compete with large cap growth international per se, al-
though we have closed-end funds that do that. And so this to me
is an opportunity maybe for the industry to transform itself and
change and adapt, while so many of what we would think is a tra-
ditional collective investment have moved to lower cost different
formats.

Mr. STEVENS. And that is why we support the changes.

Mr. HiLL. Yes. I appreciate the time.

I yield back, Mr. Chairman.

Chairman HUIZENGA. We are on a roll. The gentleman yields
back.

With that, the Chair recognizes the gentleman from California,
Mr. Sherman, up to 5 minutes.

Mr. SHERMAN. I want to add my voice to Mr. Scott’s, that I hope
we move forward on a markup. I would like to thank the Chair for
holding these hearings and hope that it actually leads to a markup,
as the gentleman said, well before Christmas.

I want to first talk about small business development companies,
because if you look at the capital structure of the United States,
we have a lot of systems that move money to large corporations,
to government bonds, to real estate. And yet the national interest,
I think, requires that we are able to have vehicles that move
money to small businesses, and that is where the technological
changes that will give us high GDP growth are going to come from.

I would point out that the discussion draft, Small Business Cred-
it Availability Act, is patterned after a bill that passed through this
committee 53 to 4. And it is my understanding that it is now a
skinnier bill which incorporates, I believe, Mr. Himes’ amendment.
So you have a chance to start with a 54 to 3, depending upon what
Mr. Himes says later. I am not speaking for him. That is a pretty
good starting point.

Mr. Gerber, in his testimony, Professor Bullard states that mar-
kets and regulators lack adequate method for estimating BDC le-
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verage and its effect. The professor sites one industry measure that
suggests that effective BDC leverage is actually several multiples
of the current one-to-one limit. Can you tell us more your under-
standing of this concept of effective leverage?

It seems like we are using a ruler with inches on it to measure
the leverage of banks and other institutions in our society. And the
professor is suggesting that we use millimeters to measure the le-
verage of BDCs. I am all for the metric system, but then we would,
in order to put things in context, also have to use millimeters for
measuring the leverage of all the other financial entities.

So tell me what you—explain this effective leverage, as you un-
derstand it, and how it would allow—how your leverage compares,
whether we are using millimeters or inches, to leverage off other
financial institutions.

Mr. GERBER. Thank you, Congressman. As I stated in my testi-
mony and in one of my answers to an earlier question, BDCs are
required, under the law, to provide a very significant amount of
transparency into our portfolios; far more transparency than the
banks are required to provide with respect to their lending prac-
tices or the portfolio companies to which they lend money; far more
than other capital providers in the capital markets like hedge
funds. So we are already starting off with a very transparent
model.

One of the disclosures that is required of BDCs is that of how
much leverage is being used by the BDC. Financial leverage. I
mean, how much money has been borrowed by the BDC so that the
BDC manager can deploy that borrowed capital alongside the eq-
uity capital. That is fully transparent. That is financial leverage.

I think the effective leverage, and I am using air quotes on that,
the effective leverage factor or formula is one that was designed by
an analyst. And I think it speaks to the transparency of the BDC
model. That analyst was able to take the information that is pro-
vided in our disclosures every quarter to come up with this for-
mula. And I think if you were to talk to that analyst, and I can’t
speak for him, but I think if you were to talk to that analyst what
he would tell you is his formula is not measuring the financial le-
verage in a BDC. It is trying to put a score on the portfolio con-
struction of the BDC by looking at where in the capital stack the
BDC is deploying its assets. And so the lower in the capital stack
any one investment is, the higher the score would be. And then he
makes a bunch of assumptions.

So he just puts a number on mezzanine debt. He puts a number
on CLO debt. He puts a number on equity. But he doesn’t actually
look at the underlying portfolio company to determine how much
debt is on that underlying portfolio company to come up with this
score. So it is a shorthand way to enable BDC investors to compare
BDCs. It is not a measurement of financial leverage. And I think
that is a very important distinction. I would also add—

Chairman HUIZENGA. The gentleman’s time has expired. I'm
sorry. We have got to get to other questions.

Mr. GERBER. Yes.

Chairman HUIZENGA. The gentleman from Maine, Mr. Poliquin,
is recognized for 5 minutes.
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Mr. PoLIQUIN. Thank you, Mr. Chairman. I appreciate it. Thank
you all very much for being here, gentlemen.

I represent rural Maine, and I am very concerned about small
businesses. We don’t have very many large businesses in the State
of Maine. We have got a lot of mom-and-pops and a lot of mid-sized
companies, small companies. And access to capital is absolutely
critical. This is always something that is on my mind. Second of
all is we have a lot of small savers, a lot of small investors who
are looking to save for their kid’s college or technical education or
their own retirement. So cost and transparency is also very impor-
tant when you are looking at various investment vehicles.

Mr. Gerber, if I could ask you a question, and just give you a—
just a couple—just a bit of information here, and you probably al-
ready know this, is that the State of Maine has benefited from
BDC investment to the tune of about $76 million, including invest-
ments in Auto Europe, CashStar, Fiber Materials, Native Maine
operations, tools and technology and what have you. So we are very
grateful for the structure, the investment vehicle that you folks
represent, you represent here on this panel today.

One of my questions is what about valuing the underlying port-
folios? Tell me how this works. If you are a publicly traded BDC,
do you have to mark to market any specific time? And what if you
are not publicly traded? And what if I am an investor? I am wor-
ried about the little guy, the little investor, and I want to partici-
pate in a vehicle that you offer, how often do you folks mark to
market as required by law, and should that change?

Mr. GERBER. Yes, sir. So whether a BDC is nontraded or traded,
it is required under the law every quarter to post the schedule of
all investments in the portfolio. The law also requires a BDC to
mark at least 25 percent of that portfolio every quarter, so 100 per-
cent on the year. Now, at F'S, we happen to do 100 percent of the
portfolio every quarter.

Mr. POLIQUIN. So if I am an investor and a small investor, I am
trying to get access to the information that you are providing such
that I can determine if your investment vehicle is right for me,
then the best I can do is—especially for a BDC that is not traded,
is every quarter get a valuation of my investment?

Mr. GERBER. That is right. And I think it is important to note
that those valuations are handled by third-party valuation firms,
and then have to be approved by a majority of the independent di-
rectors on the board of the BDC. So not only do you have the trans-
parency, but you have a couple of layers of independent protections.

Mr. POLIQUIN. Where does an investment in a BDC fit for a mid-
dle class family in Maine or any other place around the country?
And how would that compare to someone investing in a venture
capital fund, for example?

Mr. GERBER. Sure. So the investment strategies used by BDC
managers are quite different than venture capital strategies. Ven-
ture capital, you are usually taking a position—an equity position
in a startup company.

Mr. POLIQUIN. Qualified investors.

Mr. GERBER. Qualified investors or credit investors in some case,
but usually qualified investors. And usually, that venture capital
firm strategy is to make a bunch of bets knowing that most of them
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will fail and hoping that a couple of them will really hit it. And
so it is a much riskier venture.

With BDCs, we are investing primarily in senior secured debt of
established companies. So you don’t have the risk of a startup and
you don’t have the risk of taking an equity position. Now, that is
not to say that BDC portfolios won’t at times have exposure to eg-
uity and have a percentage of the portfolio in equity investments.
But most BDCs are predominantly investing in senior secured
loans or debt of a private company.

Going back to the beginning of the question about the investor,
why would an investor consider a BDC? It is an opportunity to di-
versify a portfolio. So the way we manage assets and the types of
investments we make tend to be less correlated with the markets
than a publicly traded stock or a publicly traded bond, because we
are investing in private companies.

Mr. PoLIQUIN. Thank you, Mr. Gerber. Thank you very much.

Mr. Stevens, if you could comment a little bit on the fit of a
closed-in fund when it comes to a working class family in our soci-
ety that is looking to save for the future for their nest egg or they
are putting the kids through school or what have you. Where would
a closed-end fund fit, in your opinion, as compared to a BDC?

Mr. STEVENS. Well, we have an investor base of 3 million house-
holds.

Mr. PoOLIQUIN. Right.

Mr. STEVENS. Our understanding is that closed-end fund shares
are not uncommonly held, for example, in an individual retirement
account. That may be a vehicle that can be held longer term for
retirement purposes, again, as a way of diversifying your exposure
to different kinds of assets. And we think that is commonplace
among the investors in these vehicles.

Mr. PoLIQUIN. Thank you, gentlemen, very much for being here.
I appreciate it very much.

Chairman HUIZENGA. The gentleman’s time has expired.

With that, the gentleman from Massachusetts, Mr. Lynch, for 5
minutes.

Mr. LyNCH. Thank you, Mr. Chairman. I want to thank the wit-
nesses for helping the committee with its work this morning.

Mr. Chairman, I ask unanimous consent to submit a letter from
the Office of the Mayor of the city of Quincy, Massachusetts, Tom
Koch, a dear friend of mine, in support of the Consumer Financial
Choice and Capital Markets Protection Act of 2017. That is H.R.
2319.

Chairman HUIZENGA. Without objection.

Mr. LYNCH. Thank you.

Tom Koch is a great pal of mine. We are not necessarily in har-
mony on our thoughts on this bill, but that is because every city
is not run as well as Quincy, Massachusetts. Let me just put that
out there.

And I want to turn to the other—the BDC bill there for a minute.
I was one of the four Members who voted against the BDC last
time. I think the bill has been enormously improved by Mr. Himes’
amendment, the gentleman from Connecticut, but I am still not
there yet.
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Let me just ask Professor Bullard, in your testimony, you cite the
fact that—at least in the earlier iteration of this bill, BDCs were
allowed to invest, I think, 30 percent of the corpus of their funds
in financial institutions. A lot of investment was going into finan-
cial institutions and structured products, collateral loan obligations
and things like that, that weren’t necessarily helping small- and
medium-size operating businesses.

Look, if we were just talking about that, I would be with this bill,
because I do believe that we need access to capital for those
smaller- and medium-size businesses. My problem is that we have
allowed this significant part of this bill to be directed toward, pre-
viously, financial institutions and structured products that allow, I
think, an amplification of the leverage and risk that is involved
here. And, also, it does not help. It does not help those small busi-
nesses and mid-size businesses that we are supposed to be assist-
ing in this bill.

Is there a rebalancing? Is there a rebalancing that could be pos-
sible here, in addition to what Mr. Himes is doing—and I applaud
his good work—to make sure that the lion’s share, or almost the
lion’s share, of good here is really directed to those companies that
need the help?

Mr. BULLARD. Well, I guess I would like to first say that in the
last week of reading through registration statements, I have been
very impressed by the number and diversity of investments in
BDCs. I hadn’t done that reading before, and with the weekend
coming up, I recommend that highly to the members of the sub-
committee.

Mr. LYNCH. Not likely, but thank you.

Mr. BULLARD. But the answer to your question is that it is hard
to know exactly what the right percentage is for a leverage limit.
But one direct response would be simply to require that additional
leverage go 100 percent to the companies for which it is intended
so to not allow doubling of leverage to be used to double the
amount invested in that 30 percent window.

Also in my testimony, I have asked why, given that there may
have been reasons in the 1980s you needed a 30 percent basket,
why not reduce that and also directly provide for more assets to
those economies? And then, third, in looking through the structure
of these BDCs, many, if not most, have significant buffer between
the limit they are allowed, meaning that they have made .5 to .6
ratios as opposed to a 1 to 1. And if a prudential rule of this nature
is structured correctly, that should not be the case.

The way the rule like this should work and works in other con-
text, insurance, banking, similarly in money market funds, is that
you go up to the limit. There is a mechanism that if you are pushed
across it by changing asset values, which Mr. Gerber mentioned in
his testimony, then there should be a grace period. It should be
that you can’t take on additional debt, but that that shouldn’t
cause you, by something outside of your control, to be in violation
of the limit. And I believe there should be a way in order to make
adjustments. It may be the dividend requirement. It may be that
banks are just not very flexible on renegotiating the one-to-one cov-
enant, I guess.

Mr. LYNCH. Right.
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Mr. BULLARD. But if this bill goes through, I think they are going
to have to renegotiate the covenant anyway. So I think there is a
way that would let them get the full benefit of the current one-to-
one. And what that would do is, firms like Mr. Gerber’s and I have
looked at their structure, and the concern is not his type of BDC,
it is the one that is at the far end of the spectrum and is going
to make life a nightmare for his BDC if there is a severe liquidity
event and it fails.

So I would look into that as a way of allowing BDCs to get the
benefit of the leverage limit we intend, and I—

Chairman HUIZENGA. The gentleman’s time has expired.

Mr. LYyNCH. I am out of time. Thank you, Mr. Chairman. Thank
you, Professor Bullard.

Chairman HUIZENGA. With that, the gentleman from Minnesota,
Mr. Emmer, is recognized for 5 minutes.

Mr. EMMER. Thank you, Mr. Chair. I would like to request unan-
imous consent to enter into the record a letter from the Association
of Minnesota Counties, which expresses their support for the Con-
sumer Financial Choice and Capital Markets Protection Act. And
I share their support for the legislation, and thank Mr. Rothfus for
his work on the issue.

Chairman HUIZENGA. Without objection.

Mr. EMMER. Mr. Quaadman, in your written testimony, you men-
tioned that Congress should, quote, “look at creating the legal
framework to allow for venture exchanges in an effort to improve
secondary market trading for small public companies.”

Can you just comment on some of the issues that you see these
small public companies currently face in today’s market structure
and how you think venture exchanges could help?

Mr. QUAADMAN. Yes. Thank you for that question, Mr. Emmer.
I think the two underlying issues that are at the heart of the cap-
ital formation problem here are: One, our liquidity; and two, is re-
search and information. I think one of the things that the venture
exchange could do is to help drive liquidity to those small cap com-
panies. And I think if you look at it in conjunction with the bills
that we are talking about here today, you would take a multi-
faceted approach to try and drive liquidity into those markets.

I think some of the WKSI issues that we are talking about as
well are going to activate other participants. And I think that helps
to get at the liquidity issue. I think we are going to have to do
some other things in terms of trying to drive out research and in-
formation as well.

Mr. EMMER. Thank you very much. And because of our time and
the votes pending, I am going to yield the balance of my time to
my colleague from Ohio, Mr. Stivers.

Mr. STIVERS. I would like to thank the gentleman for yielding.

And I have a yes or no question for Professor Bullard. Professor
Bullard, in preparation for this testimony, did you by any chance
have a chance to talk to Jonathan Bock from Wells Fargo, who is
the analyst who came up with the effective leverage ratio method
that you quoted so extensively in your testimony?

Mr. BULLARD. No, I haven’t, and I am not endorsing that lever-
age ratio.
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Mr. STivERS. Thank you. And I did have a chance to talk to him.
And I got an email through Wells Fargo from him this morning at
7:21.

Mr(.1 Chairman, without objection, I would like to enter it into the
record.

Chairman HUIZENGA. Without objection.

Mr. STIVERS. Thank you.

So I would like to quote from the email that Mr. Bock sent me,
the statement, and I will just quote some excerpts, but the whole
statement will be entered into the record.

He said he wanted to offer some additional color on the effective
leverage statistic in his BDC scorecard, because he is concerned
many of the items are being taken grossly out of context. Those are
his words. He says that, first, effective leverage should not be con-
fused with financial leverage, which is what the bill changes. Effec-
tive leverage is a chance to look at BDCs’ risk profile between each
other based on their asset composition. Then he goes on to say:
This isn’t exact, and in no way is the gauge of financial leverage
taken on by a BDC.

Then he goes on later to say: Also taking a step back, if folks
would like to talk about imbedded leverage risks with BDCs and
pass it off as financial leverage, then those same individuals might
want to reexamine all bank and REIT balance sheets whose lever-
age would skyrocket.

And, in fact, Mr. Chairman, I would like to enter into the record
an analysis of some banks using the effective leverage ratio, the
lowest of which would be 49, the highest of which would be 93.

Chairman HUIZENGA. Without objection.

Mr. STIvERS. Thank you.

It then, Mr. Bock goes on to say: The major point missed is that
investors, through this analysis and BDC transparency, have ac-
tual ability to understand the overall risk composition of each BDC.
Banks don’t offer that same kind of transparency. Then he says,
last, folks arguing that effective leverage is too high, then in
quotes, thus, this isn’t a reason to look at the bill, missed the fact—
and closed quotes. Missed the fact that increasing leverage—the le-
verage constraint will actually make effective leverage ratios fall,
not rise. At the current leverage constraints, several BDC man-
agers are actually reaching for risk owning low-quality subordi-
nated securities, CLO, or sub-debt, to try to hit yield bogeys for in-
vestors.

So I will stop there on that and yield back the balance of my
time. I look forward to my time later to talk more.

Chairman HUIZENGA. The gentleman from Minnesota?

Mr. EMMER. I yield back.

Chairman HUIZENGA. The gentleman from Minnesota yields
back.

With that, the Chair recognizes the gentleman from Connecticut,
Mr. Himes, for up to 5 minutes.

Mr. HimMES. Thank you, Mr. Chairman. And thank you to all of
you for being with us.

And I would like to say a special thank you to Mr. Stivers. I was
one of the lonely opposition votes to the Mulvaney bill in the last
Congress, really exclusively because of the leverage that one might



24

imagine in that 30 percent bucket where investments in financial
companies, in particular, are permitted. Not inconceivable that a fi-
nancial company could have 10X, 15X leverage itself, you double
that, you get into some pretty heady numbers. And I opposed it on
that basis.

And T really thank Mr. Stivers for making the change, including
the one I proposed in the amendment, which I offered and with-
drew. So I guess my neighbor in Massachusetts is not quite there,
but I am supportive of the bill in its revised form.

Professor, you, in your testimony, write something, though, that
is interesting to me because of my concern about that leverage and
the 30 percent bucket. In your written testimony, you say it is not
clear that that 30 percent basket serves any purpose in modern fi-
nancial markets. This of course, was established when BDCs were
created initially.

What I would love to do with my remaining time, I am going to
go to you and Mr. Gerber. I think that is an interesting question,
and it certainly catalyzed my leverage concerns in the last Con-
gress. So I wonder if I could give each of you a minute to reflect
on the public good associated with that 30 percent basket. And, ac-
tually, Professor, let me, since Mr. Gerber is in the business, let me
ask him to start, and then you can respond to what Mr. Gerber
has—anyway, Mr. Gerber.

Mr. GERBER. Thank you, Congressman. I think as a threshold
matter it is important to note that that 30 percent basket doesn’t
just cover financial companies; it covers large cap, mid cap U.S.
companies, it covers non-U.S. private, small cap, mid cap, large cap
companies, as well as financial companies.

How an individual BDC manager chooses to use that 30 percent
bucket is a different issue, but I just think it is important to recog-
nize that, in that basket, you could have a very diverse set of as-
sets, not just financial companies. I think that is an important
point, number one.

Number two, that basket is often used for the benefit of investors
because there is an opportunity to use that basket to help generate
yield. And part of our mission is to deliver strong returns to our
investors. And so while very limited, because only in that 30 per-
cent bucket there is an opportunity to use that effectively to gen-
erate returns for investors.

I would say, number three, that just because a company is a fi-
nancial company doesn’t mean it doesn’t have value in the broader
capital markets. We have financial company assets in our port-
folios. We believe they are good companies. They are operating
companies. They run lending businesses. They are lending to small-
er businesses than we lend to, whether it is through equipment
leasing programs, factoring programs, or just doing smaller deal
sizes than we can do because of our scale. And those underlying
1I;ortfolio companies play a very important role in the capital mar-

et.

So I would say there are benefits to investors and there are bene-
fits for the capital markets in giving us the ability to deploy assets
in that 30 percent bucket which, again, are not all necessarily fi-
nancial companies.

Mr. HIMES. Great. Thank you.
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hProfessor, let me give you my remaining 90 seconds to reflect on
that.

Mr. BULLARD. I guess the short finance answer would be if inves-
tors want the additional yield from the 30 percent, they should get
it from a vehicle that is designed to provide that. If BDCs want to
compete effectively with each other, they should compete on the
basis of their BDC investments, not depending on whether the
BDC invests a lot or a little of the 30 percent in small- and mid-
size companies.

So from an efficiency point of view, it is much more efficient, un-
less there is some reason that they needed this release valve, which
is probably what in 1980 this was intended to provide. And given
the liquidity of current markets and the ability of very, very large
BDCs to find the investments they need, it seems to me highly un-
likely that there would be any serious impediment to their ability
to do that, and it would enhance their status, essentially, as what
has become a unique asset to reduce that percentage.

Mr. HIMES. Great. Thank you. That was more to satisfy my own
curiosity. So I appreciate the reflections, and yield back the balance
of my time.

Chairman HUIZENGA. The gentleman yields back.

The Chair recognizes the gentleman from New Jersey, Mr. Mac-
Arthur, for 5 minutes.

Mr. MACARTHUR. Well, thank you, Mr. Chair.

Let me talk for one moment before I ask a question. Let me talk
as a businessman, which I was for 30 years, instead of a Congress-
man, which I have only been for 3. I have lived in the world of de-
pending on both BDCs and closed-end mutual funds. I bought my
company with the help of a closed-end mutual fund that was trying
to transform itself into an operating company. It would have been
a lot easier had I been able to invest without what we had to go
through. And at one point, the use of a BDC was really essential
for me in growing the company. And that company, with one office
and a hundred people, grew over 15 years to 6,000 people and 100
offices. You can’t do that without capital. Can’t do it.

And so I want to mention three things that I think are useful.
One is just a reminder that business people rely on tranches of cap-
ital, both debt and equity capital, not one source. And so I think
it is incumbent on us, with good public policy, to try to facilitate
as many of those available tranches as possible.

Second, companies evolve. And what I needed in an early stage
small company was quite different than what I needed as a mid-
market company.

And, last, is there is simply no way for public policymakers and
regulators to anticipate all of the things that business people can
imagine. And so we should create the most flexibility, the most
openness, and try to facilitate a good match-making environment
where investors can make investments in all different kinds of op-
portunities, and business people can find all different kinds of cred-
it—or capital, both through the credit markets and the equity mar-
ket. So I support these reforms because I think they all tend to-
ward that.

My question is on one that is a little different, and Mr.
Quaadman, it is for you. You mentioned in your written testimony
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that you supported an increase in Tier 2 reg A-plus offering limits.
You supported something over the current $50 million. And the
Treasury Department recently published the report also recom-
mending that we increase those limits. There was a provision of
choice, which bumped it up to $75 million. And I think that is
going to be coming back as a standalone.

I just wanted to ask you how you thought that increase from $50
million to $75 million would help small businesses access capital
and what the results might be, from your perspective?

Mr. QUAADMAN. Thank you, Mr. MacArthur. And, also, I would
also just add, in your preamble, I would also add in international
operations as well also have a different capital structure that busi-
nesses would need.

In terms of bumping up the reg A-plus, we were very supportive
of the JOBS Act provision. We thought this is a way to help make
it easier for small business to access capital to get deals done. To
do that, I know, even with the bump up to $50 million, it has
been—I think people are still finding their sea legs there. But,
again, in terms of driving liquidity, we thought that the $75 million
number was important.

We did also participate with the Treasury Department on a spe-
cific roundtable on capital formation in the runup to that report.
And this was a matter of discussion that we had as well. So this
is an important way to help inject more liquidity and deal-making
for small businesses to acquire the capital that they need to grow.

Mr. MACARTHUR. I appreciate that. In the interest of giving an-
other member a chance to weigh in, I will yield back my remaining
time.

Chairman HUIZENGA. The gentleman yields back.

With that, the gentleman from Illinois, Mr. Foster, is recognized
for 3 minutes.

Mr. FOSTER. Yes. Thank you, Mr. Chairman. And I will try to be
brief.

Professor Bullard, would you be more inclined to support a bill
that allowed closed-end funds to be treated as well-known seasoned
issuers if they were also restricted to be reporting companies under
the 1934 act?

Mr. BULLARD. Well, that is a great question because it really hits
on my differences, I think, with Mr. Stevens. He noted properly
that closed-end funds are heavily regulated under the Investment
Company Act regulatory regime. It is not clear why, with respect
to offering rules, he wants to take them out of that regime and to
put them in a regime where they don’t belong.

For example, he made a comparison to closed-end funds filing
quarterly reports as if they were similar to the 10-Qs filed by oper-
ating companies. Well, I would say if I—maybe if I sent a Christ-
mas card to the SEC chairman every year, I might be considered
to be filing annual reports, but I think that is about as close to fil-
ing a 10-K as a closed-end fund’s quarterly report is to a real 10-

'So I think the place to do closed-end fund reform, and I would
agree with many of the reforms that Mr. Stevens probably wants
to accomplish, would be within that Investment Company Act regu-
lation.
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Mr. FOSTER. Thank you.

Now, Mr. Stevens, I am uncertain that the Investment Company
Act disclosures adequately inform and update the markets to the
point that they really justify a well-known seasoned issuer’s status.
Could you explain how current specific disclosures provide a contin-
uous understanding of closed-end funds so that shelf-offering would
be fully and adequately disclosed?

Mr. STEVENS. Well, I am astonished at Professor Bullard’s com-
parison here. The SEC has developed reporting obligations based
upon the nature of the activities of the reporter. Closed-end funds
are investment pools. They are not operating companies. They don’t
have the kinds of activities, the range of activities, that an oper-
ating company would. So subjecting them to the same standards of
an operating company is nonsensical. If there is a need for further
reporting by closed-end funds or other registered investment com-
panies, I am not aware of it, but the SEC can always enhance
those reports.

I think, frankly, there is no absence of information about closed-
end funds or other registered investment companies in the United
States that is desired by the market. And the only reason then to
use the well-known seasoned issuer and the kind of streamlining
that has been provided to public operating companies is that these
closed-end funds are also subject to the Securities Act of 1933. So
they are within that regime. In fact, we always say in my space,
we are subject to every one of the Federal securities laws. Public
operating companies are not subject to the 1940 Act.

So I just think that the Chairman of the SEC, Mary Joe White,
when she looked at this kind of treatment—in this case it was for
the kind of closed-end fund that my colleague here, Mr. Gerber, is
talking about, business development companies, but it could apply
more broadly. She said making these changes, in her view, does not
involve any compromise of investor protections. That is where we
are.

Mr. FOSTER. Thank you. My time is up, and I yield back.

Chairman HUIZENGA. The gentleman’s time has expired.

The gentleman from Ohio, Mr. Davidson, is recognized for 3 min-
utes.

Mr. DAVIDSON. Thank you, Chairman. Thank you all for your tes-
timony.

And, Mr. Quaadman, thank you for your advocacy across the
country for small and medium businesses, and thanks for the focus
on business development corporations.

Mr. MacArthur addressed some of the same things I would say
as a businessman, and the importance of options. One option is no
option, when it comes to capital and lots of other things. But with
limited time, I want to say, could you address the impact the
Volcker Rule has had on venture capital investment in the middle
of the country? And, in addition, do you see a significant public pol-
icy reason for prohibiting financial institution investment into ven-
ture capital?

Mr. QUAADMAN. Yes. The Volcker Rule has caused a retrench-
ment of many different forms of capital formation that we would
normally have expected to see financial institutions engaged in. It
has made it much harder and more difficult for CFOs to access the



28

debt and equity markets. So our hope is, as has been called for by
the Treasury Department, that the regulatory agencies are going to
take another look at the Volcker Rule.

Venture capital has been under some stress from Volcker and
from other areas as well. We believe that the capital formation re-
port from the Treasury Department is actually putting forth some
interesting recommendations for how to deal with this. We also
have some concerns with some legislation that has been proposed
in the past with beneficial ownership disclosure, that that is going
to place another inhibitor on venture capital as well, which is one
of the reasons why we have also opposed that.

Mr. DAVIDSON. Thank you. And I yield.

Chairman HUIZENGA. I am sorry. I was managing the members.

OK. I am sorry, did the gentleman yield back? The gentleman
yielded back.

All right. With that, the gentleman from Indiana, Mr. Hollings-
worth, is recognized for up to 3 minutes.

Mr. HOLLINGSWORTH. Well, good morning. I appreciate everybody
being here, and I appreciate all the comments that were made
early on, especially the compliments on the discussion draft that I
am working on. I certainly won’t take my full 3 minutes. I know
much of this waterfront has been covered, especially by my partner
in working in this, Mr. Foster, a few minutes ago.

But I just wanted to hit, again, Mr. Stevens, if you wouldn’t
mind commenting on, is there anything about this particular piece
of legislation that you feel greatly endangers investors or otherwise
dramatically reduces the amount of disclosure burden that we are
putting on closed-end funds currently as I have proposed it so far?

Mr. STEVENS. To your first question, does it pose risks for inves-
tors? We would not be supporting it at the ICI if we believed that
it was posing additional risk for investors, so no.

Mr. HOLLINGSWORTH. I was operating under the—I am asking
the question I know the answer to philosophy.

Mr. STEVENS. I am sorry?

Mr. HOLLINGSWORTH. I said I am operating under the old law-
yer—I am asking a question I know the answer to philosophy.

Mr. STEVENS. All right. And your second question is what bene-
fits does it provide?

Mr. HOLLINGSWORTH. Yes.

Mr. STEVENS. It streamlines the issuance process. It allows
closed-end funds to get to market more promptly in response to
market conditions.

Mr. HOLLINGSWORTH. Right.

Mr. STEVENS. It facilitates their ability to communicate with the
marketplace and with the investing public.

Mr. HOLLINGSWORTH. Right.

Mr. STEVENS. And hopefully, find a greater interest in the invest-
ment opportunities it is bringing to the market.

Mr. HOLLINGSWORTH. Right.

Mr. STEVENS. And I think those are all very favorable from the
point of view of investors.

Mr. HOLLINGSWORTH. Yes.

Mr. STEVENS. And from the point of view, ultimately, of getting
capital to work in our economy, creating jobs and economic growth.
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Mr. HOLLINGSWORTH. Absolutely. And I think that is exactly the
push that I have been making, right. The world is certainly not
slowing down, opportunities come up and go away very, very quick-
ly. I want these closed-end funds to be able to capture those oppor-
tunities.

And as for what was said before about whether closed-end funds
are an appropriate vehicle or not for individual investors, I leave
it up to those investors to make those decisions versus bureaucrats
in D.C., or even legislators in D.C., deciding for people all the way
across this country that might use these vehicles for specific pur-
poses in fulfilling their financial needs.

And with that, I will yield back, Mr. Chairman.

Chairman HUIZENGA. The gentleman yields back.

With that, the gentleman from Ohio, Mr. Stivers, is recognized
for 3 minutes.

Mr. STIvERS. Thank you, Mr. Chairman. And I will be fairly brief
too, because I know Mr. Rothfus wants to go.

My question is for Mr. Gerber. Mr. Gerber, can you explain why
leverage is important and how you will use that to get more capital
to businesses that want to expand, as well as to make better re-
turns for your investors? And if you want to also talk about why—
reenforce, again, how financial service firms allow you to help busi-
nesses that are below—help BDCs, help firms that are below their
threshold for lending to get capital to smaller business, that would
be great.

Mr. GERBER. Sure. So I will take those in order. And thank you,
](Olcﬁlgressman, not only for the question, but for your work on this

ill.

In terms of the role that BDCs play in the capital markets, I
mentioned in my testimony that most BDCs are deploying capital
in the middle market, and that is a fast growing sector, very impor-
tant from a job creation perspective. As I mentioned, from 2011 to
2017, more than 100 percent growth in job creation. So that is a
very important role that BDCs play. And as my colleague, Mr.
Quaadman, mentioned in his testimony, we are doing it at a time
where other capital providers are not. So I think from a capital
markets perspective, BDCs play an increasingly important role.

In terms of what we can do for our investors, again, as I men-
tioned earlier, it is an opportunity for us to deploy capital in ways
that other investment vehicles do not, thereby giving investors an
opportunity to invest differently and to build a more diversified
portfolio with exposure to assets that aren’t as correlated to the
market as, say, a mutual fund would be.

To your question around how we can help smaller financial com-
panies. I mentioned, in response to a question from the gentleman
from Connecticut, there are portfolio companies within BDC port-
folios that are able to lend to smaller businesses. We have them in
our portfolio. And so as you scale as a BDC, it is harder to do
smaller deals. It is just an issue of resources. And so larger BDCs
tend to do larger deals. But if we can invest in portfolio companies
that have the ability to do smaller deals or lend in ways that we
don’t lend, it is an opportunity for us to fund companies that are,
in and of themselves, performing an important role in the capital
markets.
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Mr. STIVERS. Thank you very much.

And with my remaining 14 seconds, I will just say that Mr.
Rothfus, who is about to ask questions, has done great work on
H.R. 2319 that will help get—help allow a stable net asset value
for a lot of folks who need that in their investment requirements.

I yield back the balance.

Chairman HUIZENGA. The gentleman’s time has expired.

With that, our guest today, Mr. Rothfus, is recognized for 3 min-
utes.

Mr. RotHFUS. Thank you, Mr. Chairman. And thank you for al-
lowing me to participate in today’s hearing.

I would like to just take a couple of minutes here and talk about
my bill, H.R. 2319, the Consumer Financial Choice and Capital
Markets Protection Act of 2017. And I would note the broad-based
support we have gotten from across the country with over 200
groups and community leaders in support of this legislation.

I would like to offer for the record two letters, November 2, 2017,
one from the Association for Financial Professionals, the other from
the Association of School Business Officials International, to the
committee.

Chairman HUIZENGA. Without objection.

Mr. RoTHFUS. Also, an October 3, 2012 article by Mr. Bullard on
money market funds and life on support. I would like to offer that
to the record as well.

Chairman HUIZENGA. Without objection.

Mr. ROTHFUS. Real quick, Mr. McCoy, to your earlier point
whether we need to study this issue and the impact of this rule any
further. We know what happened, right? $1.2 trillion has moved
out of the private and mutual fund sector into the treasuries?

Mr. McCoy. That is correct. Yes. We have seen investors vote
with their money and leave, yes.

Mr. ROTHFUS. There are cost benefits to any regulatory change,
Mr. McCoy. Have the costs of this rule been justified?

Mr. McCoy. I certainly believe so. It is an interesting question.
I haven’t totally focused on that, but I believe so.

Mr. RoTHFUS. In what sense? You are seeing an increase in bor-
rowing rates for municipalities.

Mr. McCoy. We absolutely are. We are seeing an increase—in-
creased costs to issue variable rate debt into the money market
funds, and that is filtered through our ability, State and local gov-
ernment’s ability, to finance infrastructure at the lowest possible
costs.

Mr. ROTHFUS. And, again, where has this money gone, out of the
muni funds and out of the corp funds, where has it gone to?

Mr. McCoy. Typically, it has gone into fixed rate bonds or, as I
noted, there is an alternative product out there, a floating rate
note, that is not eligible to be invested by 2a—7 funds, but that par-
ticular product does allow municipalities to participate at the short
end of the yield curve where we get the best cost of funds.

Mr. RoTHFUS. Do you know whether money market funds that
hold treasuries are immune to fluctuations and principal value?

Mr. McCoy. I do not.

Mr. RotHrUS. Mr. Quaadman, would they be—if you have a
money market mutual fund holding just treasuries—let’s say there
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is a fund out there that has a million dollars in treasuries and
somebody goes out, buys a million treasuries, starts to do this fund.
Interest rate today is 1.43 percent, and the interest rate goes up
tomorrow, what happens to the principal value in that money fund?

Mr. QUAADMAN. I would have to consult with some of our mem-
bers and get back to you. I had not thought through that question.
But let me do that and let me get back to you, if you want to—

Mr. RoTHFUS. Well, it makes sense that the principal value is
going to fluctuate and it is going to go down. And while that Treas-
ury bill a year from now, if it is a 1-year bill, is going to be worth
a thousand bucks a bill, it is going to be stable in that sense, but
it is going to change in principal value—

Mr. QUAADMAN. Yes.

Mr. ROTHFUS. —because of the fluctuation.

Mr. Chairman—

Chairman HUIZENGA. The gentleman’s time has expired. And we
are going to miss a vote here if we don’t move quick.

So I would like to thank our witnesses for their testimony today.

Without objection, I would like to submit the following letter
from Government Finance Officers Association and a number of
others in support of Mr. Rothfus’ bill.

Chairman HUIZENGA. Without objection, all members will have 5
legislative days within which to submit additional written ques-
tions for the witnesses to the Chair, which will be forwarded to the
witness for their responses. I ask you all to please respond as
quickly as you are able.

And, without objection, all members will have 5 legislative days
within which to submit extraneous materials for the Chair for in-
clusion in the record.

This hearing is adjourned.

[Whereupon, at 10:53 a.m., the subcommittee was adjourned.]
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Chairman Huizenga, Ranking Member Maloney, members of the Subcommittee,
it is an honor and a privilege to appear before the Subcommittee today. Thank you for
this opportunity. Iam the Founder and President of Fund Democracy, a nonprofit
advocacy group for investors, and a Professor of Law at the University of Mississippi
School of Law.

This testimony discusses aspects of three bills before the Subcommittee: the
Consumer Financial Choice and Capital Markets Protection Act of 2017; the Expanding
Investment Opportunities Act; and the Small Business Credit Availability Act. In
summary, the third bill recognizes that business development companies (“BDCs”) are a
form of special purpose investment company, both in terms of their unique status as
reporting companies under the Exchange Act and their important role in providing credit
to small- and mid-sized U.S. companies. The U.S. Securities and Exchange Commission
has also recognized that BDCs are a different kind of investment company and,
accordingly, has granted carefully crafted no-action relief from certain offering
requirements and restrictions.

T agree that the SEC’s positions should be codified to allow BDCs to incorporate
filings by reference, clarify their ability to conduct shelf registrations and grant automatic
effectiveness to registration statements that reflect only nonmaterial changes. However,
Congress should reconsider amending the legislation by simply requiring the SEC to
adopt and/or amend its rules. Otherwise, there is a risk that the effect of the bill will be to
create conflicts and ambiguity in what is currently a delicately balanced set of complex,
interlocking rules.

The foregoing reforms identify actual problems that have been appropriately
raised by the industry and refined and vetted in Congressional hearings, notwithstanding
that the problems would be more efficiently and effectively resolved by requiring guided
SEC rulemaking. In my opinion, the remaining BDC offering reforms in the bill, and
especially the closed-end fund (“CEF”) offering reforms in the Expanding Investment
Opportunities Act, do not reflect a considered solution to identified problems in offering
regulation. These offering reforms generally cut and paste rules adopted under the
Securities Act that were specifically designed for operating companies and apply them

wholesale to two type of investment companies for which they are a poor fit. Under the
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bills, the set of rules under which BDC and CEF offerings are conducted, and that are the
actual source of any problems that the industry may have with securities offerings, would
remain unchanged. This approach would create parallel regulatory regimes for BDC and
CEF offerings that would create needless complexity and confusion.

This is especially true for closed-cnd funds. Closed-end funds are registered
investment companies; BDCS, in contrast, are reporting companies, a kind of hybrid
issuer. Reporting companies such as BDCs are subject to the full set of annual reports,
quarterly reports and other filing requirements that apply to other operating companies.
Closed-end funds are not subject to these rules. They are not hybrid issuers, but pure
bred registered investment companies. Nor do CEFs serve a particular purpose in making
capital available to what Congress views as an underserved capital market. There is no
understanding that CEFs should receive special breaks, or a parallel offering regime, as a
kind of quid pro quo. Unlike operating companies, which directly increase net social
wealth, CEFs serve no ultimate end other than as facilitators of capital formation. Any
perceived parallel between CEFs and BDCs does not reflect reality. There are good
reasons that CEFs are less popular investment vehicles than mutual funds and exchange-
traded funds, and thosc reasons are not regulatory. And if therc are regulatory concerns,
they should be addressed by dealing with their source, which lies in the rules under which
they currently operate.

The bills would increase the amount of leverage that BDCs may use, which would
make more capital available to the capital market they serve, but if this, alone, were a
sutficient reason to increase the current 1:1 leverage limit, then there would no reason to
have a leverage limit at all. Raising the limit — indeed, lowering the limit or setting any
limit — can only be assessed if the costs and benefits of different levels of leverage are
understood and should be implemented only if the benefits of any change exceeds the
costs. 1 have previously testified before this Subcommittee on the importance of
assessing the costs and benefits of regulatory reforms, and if incorporation by reference
may be allowed for prior testimony as proposed for BDC filings, then I ask for such
treatment of that testimony.

I have not mastered the literature on BDC leverage or conducted an cmpirical

analysis of BDC portfolios, but my limited preparation for this hearing has revealed
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significant potential problems with the proposal to double the BDC leverage limit. And
the paucity of literature and empirical analysis on BDC leverage is the first problem that
the Subcommuittee should consider. We have recently experienced the effects of
inadequately regulated risk-taking and the systemic threat that it may pose. Over the last
15 years, market declines have substantially undermined Americans’ confidence in the
markets. Allowing BDCs to double their leverage will necessarily significantly increase
the risk that one or more BDCs will fail in the wake of significant market decline.
Putting more BDCs in a position to become worthless as a result of a significant market
drop may throw fuel on that fire.

As discussed further below, BDCs present a number of problems that Congress
should consider before permitting BDCs to double their leverage. One problem is that
we lack an adequate method of estimating BDC leverage and its effect. One industry
measure suggests that effective BDC leverage is actuaily many multiples of the ostensible
1:1 limit. Needless to say, this means that BCDs’ current risk disclosure may be grossly
inadequate, and their estimates of their portfolio values’ sensitive to market declines
grossly understated. Additionally, it is not clear that current law allows BDCs to use the
full leverage that the 1:1 ratio appears to permit. Congress should consider the reasons
that BDCs typically keep a substantial buffer in place that keeps their regulatory leverage
well below what is supposedly allowed. Other concerns are that many BDCs invest
substantial assets in investments that arc not consistent with their mandate and they
charge extremely high fees. Finally, if Congress wishes to increase BDC investments in
small- to mid-sized firms, it should consider substantially reducing the 30 percent of
assets that BDCs may invest in other companies. It is not clear that the 30 percent basket
serves any purpose in modern financial markets.

As for a prior proposal to allow BDCs to invest half of their assets in financial
services firms that are not eligible portfolio companies, I note the irony that while
Congress secks to make more capital available to small- and mid-sized companies, this
proposal would make less capital available to such companies. The financial services
firm proposal contradicts the very raison d’etre for BDCs, and it does so by diverting
capital to firms that often provide services very similar or identical to the services

provided by BDCs. If Congress belicves that a social benefit that would be served by a
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special purpose entity that invests half of its assets in financial services firms and half of
its assets in small- and mid-sized companies, then it should create such an entity rather
than destroy the already diluted identity that BDCs have spent almost 4 decades
cultivating. It should also keep in mind that financial services firms do not create wealth

by allocating capital, they only secondarily facilitate capital formation as intermediaries.

I. Doubling the BDC Leverage Limit

The bills would allow BDCs to increase their leverage ratio from 1:1 to 2:1. This
would, as intended, make more capital available for BDCs to invest in the short-term.
However, I am not aware of any reasoned basis for changing a decades-old standard, and
there are many reasons why allowing increased leverage would be imprudent. Increased
leverage is likely to have adverse long-term effects on the industry as a result of
increased incidence of BDCs’ incurring outsized losses or failing. It will pose significant
risks for shareholders and abrogate the terms under which they made their investments.
Current risk levels are poorly disclosed, and the leverage ratio itself is a crude measure

that fails to reflect the reality of BDC leverage and the complexity of modern finance.

As discussed below, T have significant concerns regarding the proposal to allow
BDCs to double their leverage. My concerns, due to the limited time available to prepare
this testimony, are not, in all cases, fully formed, but they reflect genuine problems in the
BDC industry that should be a much higher priority for Congress than granting BDCs

more freedom to take greater risk.
(a) High BDC Fees

One concern is that BDCs are characterized by extremely high fees. The BDC
registration statements that I reviewed show expense ratios consistently above 5.00
percent and, in some instances, significantly higher. For example, the manager of the
largest BDC charges a management fee, income incentive fee, capital appreciation fee,

and administrative fee.'! The BDC’s fee table that appears below” shows that total

! Sample BDC Prospectus at 19 (“We [BDC A] may invest, to the extent permitted by
law, in the equity securities of investment funds that are operating pursuant to
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expenses, excluding interest on borrowings, are almost 6.5 percent of net assets:

Stockholder transaction expenses (as a percentage of offering price): e
Sales Ioad o N IReetta L

Offeringexpenses 0 0 e )y
Uplo §15

Dividend reinvestment plan expenses e o Transaction Fee - (3}
_Total stockholder transaction expenses paid Gl 3
Annual expenses (as a percentage of consoﬁdated net amts attmhutabie m

common stock)(5): ) s
Basemanagemmfass . . : i o e e DRAteY
Tncome based fees and s,a;nwi gams incentive fe:f,s 171%0)
Interest payments on borrowed funds L a0y
Other expenses 149909y
‘Acquired fund foes and expenses L s oy
Total annual expenses 9.64%(11)

This table does not show certain expenses. For example, it does not include

certain exceptions to the Investment Company Act and in advisers to similar
investment funds and, to the extent we so invest, will bear our ratable share of any
such company's expenses, including management and performance fees. We will
also remain obligated to pay the base management fee, income based fee and capital
gains incentive fee to our investment adviser with respect to the assets invested in
the securities and instruments of such companies. With respect to each of these
investments, each of our common stockholders will bear his or her share of the base
management fee, income based fee and capital gains incentive fee due to our
investment adviser as well as indirectly bearing the management and performance
fees and other expenses of any such investment funds or advisers”). 1 would be
happy to provide specific citations for this and other filings cited below to interested
members.

21d at16.
3 These data assume that underwriters do not purchase any of their overallotment.

+The 0.61 percent ascribed to acquired funds represents those fees spread across
the BDC's total net assets, i.e., over assets that are not invested in the acquired funds.
The actual fees charged on the part of the BDC's net assets invested in the acquired
funds would be up to 2.5 percent of assets and 25 percent of profits. Id. at 19
("Certain of these Acquired Funds are subject to management fees, which generally
range from 1% to 2.5% of total net assets, or incentive fees, which generally range
béthateib1 5% and 25% of net profits.”). Atthe end of 2016, the BDC had $2.236
billion invested in “Investment Funds and Vehicles,” which represented 43.05
percent of its net assets at that time. This category comprised 21.2 and 25.2 percent

6
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underwriters fee that was paid in the offering made via this prospectus (0.70 percent of
the $750 million offering, or about 0.07 percent of net assets). Nor does it show the
commission that would be paid on a purchase of common shares or the associated
offering expenses (4.43 percent and 0.21 percent, respectively, in the BDC’s 2014 $235

million common stock offering, or about 0.16 percent of current net assets).’

The table also shows that the manager collects management fees on assets that
someone else is managing. For this BDC, this double dipping amounts to 0.61 percent of
the BDC’s total net assets* — this fee would alone match the entire expense ratio for a
reasonably priced mutual fund. The funds in which the manager invests the BDC’s assets
charge management fees ranging from 1.00 to 2.50 percent and performance fees ranging
from 15 to 25 percent of net profits.” After those fees are paid, the BDC’s manager

collects those fees again.® Adding insult to injury, the manager may even collect fees on

3 These data assume that underwriters do not purchase any of their overallotment,

*The 0.61 percent ascribed to acquired funds represents those fees spread across
the BDC's total net assets, i.e,, over assets that are not invested in the acquired funds.
The actual fees charged on the part of the BDC's net assets invested in the acquired
funds would be up to 2.5 percent of assets and 25 percent of profits. Id. at 19
(“Certain of these Acquired Funds are subject to management fees, which generally
range from 1% to 2.5% of total net assets, or incentive fees, which generally range
between 15% and 25% of net profits.”). At the end of 2016, the BDC had $2.236
billion invested in “Investment Funds and Vehicles,” which represented 43.05
percent of its net assets at that time. This category comprised 21.2 and 25.2 percent
of BDC A’s total assets at the end of 2015 and 2016, respectively. It appears thata
large part of these investments were in two affiliated investment vehicles, The
prospectus does not indicate whether the adviser itself collected any fees in
connection with those investments.

Sid.

¢ Id. (“We [the BDC] may invest, to the extent permitted by law, in the equity
securities of investment funds ... and, to the extent we so invest, will bear our
ratable share of any such company's expenses, including management and
performance fees. We will also remain obligated to pay the base management
Jee, income based fee and capital gains incentive fee to our investment adviser
with respect to the assets invested in the securities and instruments of such
companies.” (emphasis added)).
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income that the BDC never receives.”

While it may be more expensive to manage a BDC portfolio than other portfolios,
this does not explain BDC expense ratios. There are bank loan funds and mutual funds
that invest in very small companies that have expense ratios that are a fraction of BDC
expense ratios. There are CEFs that have portfolios that appear to be quite similar to a
typical BDC portfolio that have much smaller expense ratios. In some cases, BDC
sponsors offer a similar CEF but charge substantially less to their CEF than they charge

to their BDC.

In some cases, BDC expenses are significantly increased by fees paid to other
investment vehicles. It is not clear how allowing BDCs to invest in other investment
vehicles fulfills their purpose. For example, as noted above, the BDC that incurs 0.61
percent of net assets in fees on funds in which it invests appears to have approximately
one-quarter of its assets invested in underlying investment vehicles. Some of these
underlying investment vehicles are affiliated with the BDC manager. It appears that the
BDC manager may itself be collecting fees in connection with the management of the

underlying fund, thereby exacerbating what already constitutes substantial double

dipping.

When a BDC makes a public offering, the fees can easily exceed 10% of the
amount invested. For example, a BDC recently conducted an initial public offering that
included a 4.00 percent commission, a 1.00 percent maximum contingent deferred sales

charge, 1.00 percent in offering expenses, an annual 1.33 percent trailing commission, a

7 Id. at 36 (“The income based fees payable by us [the BDC] to our investment
adviser that relate to our pre-incentive fee net investment income is computed and
paid on income that may include interest that is accrued but not yet received in

cash. If a portfolio company defaults on a loan that is structured to provide accrued
interest, it is possible that accrued interest previously used in the calculation of such
fee will become uncollectible. Qur investment adviser is not under any obligation
to reimburse us for any part of the income based fees it received that were based
on accrued interest that we never actually receive.” (emphasis added)).

8 The BDC represented that the distribution fee would comply with Rule 12b-1
under the Investment Company Act, but such compliance is not required (and for
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2.75 percent management fee, a 0.37 percent incentive fee, and a 0.85 percent fee
representing other expenses. The estimated shareholder expenses for a one year
investment were $109 of every $1,000 invested (10.9%) and, if the shares were sold after
one year, $115 of every $1,000 invested (11.5%). And this fund was not investing in
equities, where it is conceivable (albeit highly unlikely) that investment returns could
make up for such large first-year expenses, but in debt, where making up for expenses, if

ever, would take many years.
(b)  Outdated Leverage Measure and Undisclosed Leverage Ratio

A second concern is that the 1:1 leverage ratio is woefully outdated and
potentially misleading. When Congress adopted the CEF 1:1 leverage for BDCs, it did so
at a time when understanding the capital structure of a company did not require a finance
PhD. Almost 40 years later, complex capital structures may have rendered the 1:1
leverage limit meaningless for both BDCs and their portfolio companies. While BDCs
purport to adhere to this limit, their actual leverage ratios not only may be substantially

higher, but many multiples higher that 1:1.

- Industry professionals have recognized the misleading nature of the BDC 1:1

leverage limit. In the words of banking analysts:

In our view, the raw leverage measure (debt/equity) doesn’t tell the whole
story as the loans that BDCs hold have various degrees of implicit
leverage.’

mutual funds, a 12b-1 fee cannot exceed 1.00 percent). See generally LPL to Limit
Fees on Non-Traded REITs and BDCs, thediwire.com (June 7, 2017) {limiting annual
trailing commissions to 1 percent) available at https://thediwire.com/ipl-to-limit-
fees-on-non-traded-reits-and-bdcs/.

9 Wells Fargo 4Q17 BDC Scorecard at 14. The “implicit leverage” includes, for
example, the leverage embedded in the capital structure of the BDC’s portfolio
companies. To illustrate, a $100 million 15t lien senior secured loan to a portfolio
company presents far less risk than a $100 million subordinated unsecured loan, all
other factors being equal. A BDC that routinely invests in the latter rather than the
former will have a higher effective leverage ratio and be a riskier investment.
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For example, a widely used industry publication found that some BDCs currently have
effective leverage in excess of 5:1 — more than 9 times that of the least leveraged BDC
considered.”® As recently as 2015, the publication found BDCs with leverage in
excessive of 7.5:1, with 12 of 25 BDCs evaluated boasting leverage in excessive of 4:1.'!
Effective leverage ratios ranging from 4:1 to 7.5:1 (if not higher) suggest that the 1:1
leverage limit is misleading and SEC disclosure requirements are grossly inadequate. It
also means that BDC illustrative disclosure of the effect of a market decline on share
value grossly understates the amount of potential losses. Before Congress considers
allowing BDCs to increase their leverage, it should ensure that the BDCs’ current level of

risk is accurately estimated and adequately disclosed. Neither is currently the case.
(c) Effect of Doubling BDC Leverage

A third concern is that doubling the leverage allowed to BDCs will significantly
increase the incidence of large losses and BDC failures. To illustrate, the table below
shows how portfolio losses in a leveraged BDC would translate into much higher investor
losses. This is the ineluctable effect of leverage, and the losses in the table would be

substantially higher, of course, if the BDC were allowed to double its leverage.

10 Wells Fargo 4Q17 BDC Scorecard at 16 (showing, as of Sep. 11, 2017, effective
leverage for 25 BDCs ranging from 0.56 to 5.20).

1 Wells Fargo 4Q15 BDC Scorecard at 12. Two days ago, an equity research firm
released a statement on the BDC that had the 7.5+:1 effective leverage ratio in 2015
that stated:

Stock likely headed lower on severe credit weakness, NAV
degradation, and dividend cut. Announced dividend reduction from
$0.45 to $0.30/share appears warranted given credit induced
earnings stress. The Board has begun to explore strategic
alternatives including the sale of certain assets as well as the potential
benefit of partnering with another organization.

Baird Equity Research {Nov. 2, 2017) {emphasis added).
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Assumed Retern
. on Portfolio
S Bapeasesi(Iy i i8R0 R s S%o 0% 00 18%
Corresponding
Return 1o
Common
Stockholders(2) ~28.93% -20.20% ~11.48% ~275% 597% 1469% 2342%

As noted, this table probably understates the losses that would be incurred if all sources
of effective leverage were considered, such as the relative priority of loans to portfolio
companies, and it does not include a truly significant market decline (e.g., 30 percent).
In addition, the SEC should require that this table be presented in a bar chart, as is
required for mutual funds, in order to make it intuitively understandable. The same table

appearing above is shown as a bar chart below.
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In fact, it is likely that raising the leverage ratio will more than double BDCs’ risk
level. The interest rate that a BDC pays on borrowing (or dividend preference on
preferred shares) is based, in part, on the degree of risk presented by the BDC. When a
BDC increases its riskiness by increasing its leverage, it will necessarily incur a higher

cost of capital in the form of higher interest rates and/or dividend preference terms. For

11



45

example, banks, which typically make loans to BDCs subject to a 1:1 leverage limit,"?
will charge a higher interest rate to BDCs that may exceed the 1:1 limit. When a BDC
pays more in interest, it must make riskier (subordinated) loans and/or loans to higher
risk borrowers in order to maintain the same level of income and distributions to
shareholders. While in good economic times shareholder returns will be even more
inflated, in a downturn, BDCs are far more likely to fail. A decline in the value of a

BDC’s portfolio of only one-third may be sufficient to wipe out the fund.
(d)  Investing in Non-Eligible Companies

A fourth concern is that some BDCs are not investing consistent with their
statutory purpose. I have not had time to do an empirical analysis of BDC portfolios, but
it appears that some BDCs have invested heavily in collateralized debt obligations
(“*CLOs™)."* These securities are not typically sold in the narrower capital markets in
which small— and mid-size company debt is bought and sold. Rather, CLOs are funded
by a large variety of investors and exhibit no lack of liquidity. The CLO market is not
the market that BDCs were intended to serve. It also appears that the larger BDCs may
be buying small pieces of debt tranches in which a wide variety of investors participate.

Again, this is not the market that BDCs were intended to serve.

While the 30-percent basket that BDCs may fill with ineligible investments may
have provided flexibility needed many decades ago, it is not clear why it is needed today.
The most direct way to increase BDC lending to small- and mid-sized companies would
be to reduce the 30-percent basket to 20 or 10 percent. The market for BDC shares is
well-established, including the market perception that BDCs are a particular type of asset
and that BDCs compete against other BDCs. I am not aware of any compelling evidence
that BDCs still need the 30 percent basket, but this question needs study. Reducing this

percentage may make the BDCs that are truly committed to this market more competitive

12 Wells Fargo Equity Research at 3 (Nov. 2, 2015) (“many bank credit facilities to
BDCs have 1:1 debt/equity covenants™).

13 Wells Fargo 4Q15 BDC Scorecard at 14 (BDC with a 2015 effective leverage ratio
of “has a large portion of CLO equity, which in itself has higher amounts of
leverage.”).

12
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with those BDCs that are not.
(e) Reasonable Shareholder Expectations

A fifth concern is that raising the leverage limit abrogates the deal that
shareholders struck when they invested in a BDC. Investors bought their shares on the
basis of a statutory leverage limit that the BDC could not alter. Now they will be
confronted with having to sell their shares, possibly at a discount to net asset value that
has grown larger in response to the BDC’s increase in risk, thereby incurring an
immediate tax, or stay in a fund that does not match their investment needs and
experiences a significant decline in dividends. Non-traded BDC shareholder will not

even have the opportunity to sell their shares.

The bills” leverage provision does not adequately protect shareholders’ rights.
For publicly-traded BDCs, no shareholder approval is required, so shareholders will
have no say in whether a fundamental term of their investment is changed. Even with
shareholder approval, as would be available for non-traded BDCs, dissenting
shareholders will not even have the rights afforded to shareholders under corporate law.
Although the BDC is required to offer to repurchase 25 percent of its shares for four
quarters, there appears to be no requirement that shareholders be paid net asset value.
Shareholders of BDCs that change such a fundamental investment policy should be
allowed to vote on the change, and dissenting shareholders should have the immediate

option of redeeming their shares at net asset value.
b Alternative Options

A sixth concern is that there may be a more appropriate way to allow BDCs to
increase their leverage. It appears to be common practice for BDCs to keep a significant
buffer between their regulatory leverage ratio and the 1:1 limit. This does not appear to
reflect the fear that the BDC will violate the limit not by over-borrowing, but by
experiencing a decline in asset values that causes its ratio to exceed 1:1. The leverage
limit appears to require only that the BDC refrain from additional borrowing until is it

back under the limit. It appears that BDCs are not permitted to pay dividends when

13
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above the 1:1 limit, which might explain the buffer. If this is the case, then it may be
appropriate, in my view, to permit them to pay dividends when over the limit as long as
the dividends are paid out of income. If a BDC is over the limit, the receipt and
immediate distribution of income would not adversely affect the BDC’s starting leverage
position. It may also be that the term structure of BDC borrowing results in a need to
rollover short-term debt, and the leverage limit would be temporarily violated pending
the liquidation of the expiring loan. If so, that problem could be fixed by allowing a
grace period, up to a higher leverage limit perhaps (e.g., 1.2:1) during which debt could
be rolled over as long as the BDC’s leverage was no higher after the rollover than it was
before. If the problem is bank loan covenants, the Subcommittee should inquire as to

why these covenants are not structured along the lines above.

In short, the nature of a leverage limit in many contexts — banking, insurance,
money market funds, etc. — is such that compliance generally should be able to be
achieved without having to maintain a large buffer. Otherwise, the leverage limit is not
actually the limit. A 1:1 leverage limit becomes a de facto 0.7:1 limit. I recognize that
this discussion may be missing the reason for the buffers, but my sense is that there
should be a way to allow BDCs to use the full limit prescribed by Congress. This alone

would free up additional capital for investment.

1. Offering Rules

In 2005, the SEC adopted rules that were generally designed to liberalize
securities offerings by operating companies and not designed for investment companies.
Investment companies are regulated under a separate set of rules that are specifically
tailored to such entities. For this reason alone, allowing CEFs and BDCs to rely on rules
designed for operating companies is generally not an appropriate approach to securities

offering reform.

The 2005 reforms were generally designed to address the problem of company
communications being restricted or prohibited when the company is “in registration.” A
company is generally deemed to be “in registration” if it is planning to issue securities.

Under the Securities Act, a company is generally prohibited from making any offers of
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securities, orally or in writing, unless a registration statement has been filed with the
SEC. The term “offer” is interpreted broadly — so broadly, in fact, that the pre-
registration period is known as the “quiet period.” Oral offers are permitted after a
registration statement has been filed, but written offers (confusingly called

“prospectuses”) continue to be subject to restrictions.

The 2005 reforms addressed limits on communications that might be deemed to
be offers by creating safe harbors for certain communications. The safe harbors are
designed for operating companies, not investment companies, and they are further
divided between rules for initial offerings and rules for offerings by reporting (public)
companies (and further for reporting companies by size). For example, Rule 169 allows
non-reporting issuers to release factual (i.e., not forward-looking) information prior to
filing a registration statement if they routinely release the same type of information in the
same manner. Rule 168 allows reporting companies to release factual and forward-
looking information prior to filing a registration statement if they routinely release the
same type of information in the same manner. Rule 163 allows well-known seasoned
issuers (“WKSIs”) to make offers prior to filing if the offer qualifies as a “free writing
prospectus” and includes a cautionary legend. Rule 163A allows companies to release
any type of information more than 30 days prior to filing a registration statement
provided that the communication does not refer to the securities offering and the
company takes reasonable steps to prevent dissemination of the communication within 30

days of the offering.

Mutual funds, closed-end funds and BDCs (and certain other types of issuers) are
subject to different offering rules that are designed to reflect the differences between
operating companies and investment companies. This presents the most significant
concern regarding the proposed offering reforms. Closed-end funds and BDCs would
become subject to two separate offering regulatory regimes and, apparently, be allowed
to pick and choose which would apply. More to the point, they would be able to evade
requirements that are specifically designed for non-reporting issuers such as registered
investment companies by opting for a set of rules that were not written with investment

companies in mind.
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As noted above, the proposed offering reforms are particularly inappropriate for
CEFs. Unlike BDCs, CEFs are not reporting companies. They do not file the reports that
operating companies file under the Exchange Act. They file reports and use registration
statements that are designed to reflect their nature as investment pools. The ICI has
suggested that quarterly reports filed by CEFs are similar to quarterly reports filed by
operating companies.™ 1 think the ICI protests too much. Let’s consider this comparison.
The quarterly report filed by CEFs, Form N-Q, is nothing more than a certified list of
portfolio holdings. Operating companies file Form 10-Q, which requires a discussion of
legal proceedings (Item 1), risk factors (Item 1A), unregistered sales of equity securities
and use of proceeds (Item 2), defaults upon senior securities (Item 3), and any other item
that would be required to be disclosed on Form 8-K, which in turn requires disclosure of
Creation of a Direct Financial Obligation or an Obligation under an Off-Balance Sheet
Arrangement of a Registrant (Item 2.03), Triggering Events That Accelerate or Increase a
Direct Financial Obligation or an Obligation under an Off-Balance Sheet Arrangement
(Item 2.04), Costs Associated with Exit or Disposal Activities (Item 2.05), Material
Impairments (Item 2.06), Notice of Delisting or Failure to Satisfy a Continued Listing
Rule or Standard; Transfer of Listing (Item 3.01), Unregistered Sales of Equity Securities
(Item 3.02), Material Modification to Rights of Security Holders (Item 3.03), Changes in
Registrant’s Certifying Accountant (Itern 4.01), Non-Reliance on Previously Issued
Financial Statements or a Related Audit Report or Completed Interim Review (Item
4.02), Changes in Control of Registrant (Item 5.01), Departure of Directors or Certain
Officers; Election of Directors; Appointment of Certain Officers; Compensatory
Arrangements of Certain Officers (Item 5.02), Amendments to Articles of Incorporation
or Bylaws; Change in Fiscal Year (Item 5.03), Temporary Suspension of Trading Under
Registrant’s Employee Benefit Plans (Item 5.04), Amendments to the Registrant’s Code
of Ethics, or Waiver of a Provision of the Code of Ethics (Item 5.05), Change in Shell
Company Status. Submission of Matters to a Vote of Security Holders (Item 6.01);

Shareholder Director Nominations, ABS Informational and Computational Material.

4 See ICI Testimony at 3 (“Like most publicly traded operating companies, closed-
end funds file annual and semi-annual reports as well as quarterly reports. Each of
these reports includes certifications from the principal executive officer.”).
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Change of Servicer or Trustee (Item 6.02), Change in Credit Enhancement or Other
External Support (Item 6.03), Failure to Make a Required Distribution (Item 6.04),
Securities Act Updating Disclosure (Item 6.05), Static Pool (Item 6.06), Regulation FD
Disclosure (Item 7.01). A CEF’s Form N-Q and an operating company’s Form 10-Q are
both filed quarterly. Any similarity ends there.

The comparison is also made to the registration process for mutual funds and
interval funds on the one hand, and CEFs on the other.”” Both mutual funds interval offer
their shares for redemption, and both redeem shares at their net asset value. These entail
registration and transactional burdens that CEFs do not approach. The idea that the
registration burdens of mutual funds and interval funds is somehow lighter than it is for
CEFs is ludicrous. Closed-end funds have been unsuccessful despite the significantly
lower regulatory costs that they incur relative to other open-end investment vehicles. The
CEF structure is simply not a structure that shareholders prefer; lipstick-on-a-pig offering

reforms will do nothing to change that fact.

Closed-end funds are exempt from certain requirements that apply to reporting
companies and would continue to be exempt under the proposed reforms. Unlike BDCs,
CEFs register under the Investment Company, where Congress placed a set of
requirements regarding the issuance of shares by mutual funds, closed-end funds and unit
investment trusts that it designed for those types of issuers. The only logical arena within
which to amend CEF offering rules is within the existing framework under which they
are regulated. I am not aware of a similar package of proposals to that framework having
been presented, the preference apparently being for the more lax environment that cherry-
picked operating company rules offer. The application of operating company offering
rules to CEFs seems to reflect a last-minute atlempt to piggy back on changes being

proposed for BDCs, which are fundamentally different in their regulation and purpose.

15 Id. at note 7 {noting eligibility of mutual funds and interval funds for immediate
effectiveness). This is not to say that nonmaterial CEF filings should not be made
immediately effective. Rather, they should be regulated within the set of rules that
were designed for registered investment companies.
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Some appear to believe that CEFs are entitled to offering reform because they have not
been very popular with investors. This reasoning is hard to follow. Closed-end funds do
not, in and of themselves, represent a public good that Congress should seek to make
more popular. The regulation of BDCs reflects a conscious decision by Congress to
increase a particular type of investing, in part by loosening certain Investment Company
Act provisions. Closed-end funds are nothing more than a legal structure used for the
intermediation of investment dollars. It does not make sense to lower the leverage limit
that applies to closed-end funds simply to make them more popular when they are less
popular for good reason. Closed-end funds are poor cousins to mutual funds and, more
recently, their upstart nephews, exchange-traded funds, because they often trade at large
discounts to the net asset value, they charge high fees, and their managers are less
accountable to the marketplace because their shares are not redeemable. Their
unpopularity has nothing to do with offering restrictions and is not a rational basis for
creating an artificial advantage for them relative to mutual funds, exchange-traded funds,

separate accounts, collective investment trusts and hedge funds.

In contrast, there is merit in some of the concerns that appear to have prompted
the proposal for wholesale application of operating company offering rules to BDCs.
This largely reflects the fact that BDCs, unlike CEFs, are reporting companies, and
Congress made them reporting companies as part of a regulatory structure that it designed
to facilitate investment in small- and mid-sized companies. Their status as reporting
companies already creates at least a regulatory congruence with operating company
regulation that does not exist for registered investment companies such as CEFs. The
same type of information, at the same time intervals, is made available under Exchange
Act reporting by BDCs as for operating companies that rely on operating company
offering rules. Furthermore, the SEC has permitted BDCs to engage in the same
practices that the key proposals appear to be designed to codify. And BDCs, unlike

CEFs, are investment vehicles that serve a specific policy goal.

Along this reasoning, in my view BDCs should be afforded three benefits that
properly reflect their reporting company status. First, they should be able to incorporate

documents by reference. As noted, as reporting companies BDCs are subject to the kind
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of continuous reporting that applies to operating companies, which are already permitted
to incorporate by reference. Second, BDC registration statements that contain no
material changes should become automatically effective upon filing'® (I would reconsider
this position if the SEC demonstrated that its review during delayed effectiveness has
uncovered abuses relating to nonmaterial changes). Third, BDCs should be allowed full
use of Rule 415°s shelf registration provisions, although not under the ill-fitting guise of a
Form N-2 Registration statement."” As the SEC has previously allowed, they should be

subject to the same standards that apply, for example, to eligible Form S-3 filers.

In each case, however, it is not appropriate for Congress to specify the
administrative law means by which the practical goals described above are achieved.
Rather, Congress should simply instruct the SEC to adopt and/or amend rules as needed
to accomplish these goals. Granted, the SEC’s rulemaking paralysis may necessitate
tying this instruction to a deadline after which the new standard becomes self-executing.
But I am confident that allowing the SEC to determine how to navigate the most efficient
way to accomplish these goals will result in rules that work better than legislated reforms

for the industry and shareholders alike.

HI.  Proposed 50 Percent Limit for BDC Investments in Financial Firms

Prior versions of the bills would have permitted BDCs to invest up to 50 percent

(or more) of their assets in financial firms that are not eligible investments. As this

16 The SEC has essentially permitted automatic effectiveness under certain no-action
letters. See Nuveen Virginia Premium Income Municipal Fund (Oct. 6, 2006);
Pilgrim American Prime Rate Trust (May 1, 1998).

17 The Offering Rules Provisions create the impression that CEFs and BDCs are not
currently allowed to conduct shelf offerings under Rule 415. In fact, CEFs and BDCs
routinely conduct shelf registrations under Rule 415. For example, as recently as 2014,
almost every BDC (79 out of 88) conducted at least one shelf offering under the rule.
There has been no practical impediment to BDCs’ conducting shelf offerings. For over
two decades, CEFs and BDCs have relied on SEC no-action letters that permit them to
conduct shelf offerings under Rule 415. The actual effect of the proposed shelf offering
reforms would be to allow CEFs and BDCs to circumvent the long-established, carefully
considered conditions under which the SEC has already allowed shelf offerings by these
funds.
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proposal may resurface, I am compelled to wonder why Congress would choose to make
BDC less likely to serve their legislative purpose and more likely to lose the interest of
sharcholders. The rcason for reduced regulation of BDCs is to make additional capital
available to small- and mid-sized operating businesses. Allowing BDCs to increase their
investments in financial firms would do the opposite. Every dollar that a BDC invested
in a financial firm is a dollar that would be denied to the intended beneficiaries of BDCs’

regulatory regime.

One BDC witness has illustrated precisely this point. He stated that, due to the
existing 30% limit on investments in financial firms, “a BDC investing in a growing
leasing company might have to curtail useful lending because of a limit that in context
feels quite arbitrary.” In other words, the BDC would not be allowed to divert more
assets to a financial business that was doing what the BDC is supposed to do: make

capital available to small- and mid-sized businesscs.'®

Permitting BDCs to invest 50% of their assets in financial services firms may
destroy BDCs as a unique asset. Imagine a period in which financial firms perform well,
while small- and mid-sized firms perform poorly. The market will view BDCs that hold
a large percentage of financial stocks as better-performing “BDCs,” while the rest are
viewed, unfairly, as poorly-performing “BDCs.” In fact, their relative performance

would have little to do with their identity as BDCs. That term will have essentially lost

8 For example, the Jargest BDC has an $88.4 million investment (representing 1.7%
of the fund’s assets) in 10t Street LLC. See Sample BDC Prospectus at F-25. The
webpage for 10t Street LLC describes it as having been founded “with the goal of
providing capital to companies in the lower middle market.” At
http://www.tenthstreet.com/ (last visited Oct. 29, 2017). See also id. (“For over a
decade, Tenth Street has been giving transaction support to equity sponsors by
providing mezzanine debt and equity co-investments. Now investing out of a
seventh fund, Tenth Street has raised almost $400 million in committed capital and
provided it to growing companies in the lower middle market.”). The website for
another of the BDC'’s investments -- Imperial Capital Private Opportunities --
describes itself as “a Toronto-based private equity fund manager that focuses on
investment opportunities in healthcare, business services, and consumer products
in the Canadian and American mid-market.” At http://imperialcap.com/ (last
visited Oct. 29, 2017).
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any real significance. The effect will be to strip all meaning from the concept of the BDC
clection — a concept that is likcly already being substantially eroded under the current 30

percent limit. If BDCs arc not held to their purpose, there is no reason to have BDCs.

IV.  Money Market Fund Reforms

1 testified before this Subcommittee on money market fund reforms before they
were adopted by the SEC. My views have not changed, but circumstances have. Dozens
of money market funds have closed, hundreds of billions of dollars of credit that had been
extended to busincsses have been diverted to the U.S. government, and institutional
investors looking to find a short-term home for their cash have been forced to reevaluate

their longstanding preference for money market funds.

Notwithstanding such adverse effects, I cannot support the current proposal
absent an empirical analysis of the after-effects of the money market fund rulemaking.
Just as the original rules were adopted with an inadequate understanding of their effect,
Congress should not rush turn back the clock without know the effect of doing so. The
SEC intends to analyze the effect of the reforms, and I believe, in light of what [ viewed
as an errant perspective the first time around, that the agency might benefit from direct
instructions from Congress as to the rclevant questions that it should answer.'® In short,
my position is similar to Chairman Clayton’s, who has opined that “it’s too carly to say

we’re wrong.” 1 recognize that it’s too carly to say 1 was right.

19 This should include an analysis of the current status of the SEC's longstanding,
extra-judicial practice of granting ad hoc, last minute, oral no-action relief to MMFs
that were at risk of imminent failure. 1 refer the Subcommittee to the comment
letter I submitted to the SEC eight months prior to the collapse of the Reserve Fund
that warned that the developing credit crisis warranted immediate action to protect
MMFs, including specifically a re-evaluation of the staff’s ill-advised no-action
practices. Indeed, the SEC’s excessive reliance on no-action positions, and
concomitant failure to codify their positions, is one reason that the pending bills
have been proposed. SEC rulemaking paralysis continues to be a significant
problem at the agency, as I have also discussed in prior testimony before the
Subcommittee.
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I am also concerned about the bill’s restrictions on banking regulators’ ability to
take emergency action in the event of another severe liquidity event. While we might
believe today that such action is inappropriate, we might take a different view upon the
onset of another financial crisis. By analogy, the Delaware courts have held that it is not
consistent with a corporate director’s fiduciary duty to adopt a poison pill to frustrate a
hostile takcover that no future board member can change. Such poison pilis,
appropriately named “dead hand” provisions, are impermissible because they prevent
future board members from taking steps that they deem to be in the best interests of
shareholders. 1t is a dangerous practice to remove emergency powers from the set of

tools we have to mitigate financial crises.

1 understand that tying banking regulators’ to the mast, so to speak, may signal to
investors that MMFs will not be bailed out in the future. However, I doubt very much
that this will influence investors’ behavior or attitudes. And this approach may backfire
in the event that banking regulators are unable to prevent a full-blown run on MMFs,
which may lead to the systemic meltdown we recently so narrowly avoided. Treasury
bailouts are not all bad, or cven “bailouts.” It is worth recalling that the U.S. Treasury
pocketed more than $1 billion insurance premiums paid by MMF sharcholders without

aying a single penny in claims.
t=1

There are structural checks that Congress could use to ensure proper oversight of
banking regulators’ exercise of emergency powers without making those powers
practicably unavailable. A common approach is to make the exercise of power
contingent on certain findings being made, which could be required of the heads of
multiple agencies (this is the approach that Congress used after the 1980s banking crisis
to impose tighter discipline on FDIC decisions on whether to allow weak banks to remain
in business). Banking regulators could be required to submit proposed actions to a
process that allowed Congress - perhaps initially through a designated committee, which
then could pass a recommendation for further action by the full body - to intercede
without preventing the prompt action that is sometimes needed to right the ship before it

sinks. It is almost always more workable to authorize emergency action in advance while
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providing for a shut-off valve, than to prohibit emergency action that must be

legislatively restored to be used in an emergency.
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Introduction to FS Investments

Chairman Huizenga, Ranking Member Maloney and members of the Subcomumittee, thank you for giving
me the opportunity to testify today. My name is Mike Gerber and 1 am an Executive Vice President with
Franklin Square Holdings, L.P., d/b/a FS Investments (“FS”), and also serve on the Board of Directors of
the Small Business Investor Alliance, the premier membership organization representing Business
Development Companies (“BDCs”).

FS, founded in 2007 in Philadelphia, Pennsylvania, manages alternative investment funds. Our mission is
to enhance mainstream investors’ portfolios by providing access to asset classes, strategies and asset
managers typically available only to wealthy individuals and large institutional investors. In serving our
primarily retail (individual) shareholder base, we also strive to set the industry standard for best practices,
with a focus on transparency, investor protection and education for investment professionals and their
clients. We manage five BDCs, one closed-end fund, two interval funds and one mutual fund. In all, we
manage more BDC assets, in both traded and non-traded BDCs, than any other manager in the industry.’

A Brief History of BDCs

A BDC is a type of closed-end investment fund that was created by Congress through the enactment of
the strongly bi-partisan Small Business Investment Incentive Act of 1980.% Congress® stated objective in
creating BDCs was to encourage the establishment of new capital vehicles that would invest in, and
increase the flow of capital to, small and mid-sized companies in the United States.’ As such, the
Investment Company Act of 1940, as amended (the “1940 Act™), generally requires BDCs to invest at
least 70% of their total assets in the securities of “eligible portfolio companies,” which the 1940 Act
generally defines as private U.S. operating companies and public U.S. operating companies with market
capitalizations of less than $250 million.* Consistent with Congress’s goal of providing support to small
and mid-sized U.S. companies, the 1940 Act also requires BDCs to make available significant managerial
assistance to such portfolio companies.” In complying with these regulatory requirements, BDCs provide
a significant level of capital and assistance to small and middle market U.S. companies. In fact, today, 93
BDCs from across the industry have more than $90 billion invested.®

In addition to helping fill a void in the capital markets for small and middle market companies, BDCs are
highly regulated, transparent investment vehicles that provide individual investors access to an asset class
which historically had been available only to wealthy individuals and institutional investors such as
university endowments, foundations and pension funds. This access provides an important opportunity to
all investors as a generator of current income within a portfolio.

BDCs Are Highly Regulated and Transparent Investment Vehicles

BDCs are among the most highly regulated investment vehicles in the marketplace and, because of the
rabust public disclosures required of BDCs under the Securities Act of 1933, as amended (the “Securities
Act™), the Securities Exchange Act of 1934, as amended (the “Exchange Act™), the 1940 Act and the rules

!FS currently manages five BDCs with aggregate assets under management of approximately $18.2 billion as of June 30, 2017.
FSIC, our first fund which launched in January 2009, listed its sharcs of common stock on the NYSE in April 2014

% Small Business Investment Incentive Act of 1980, Pub. 1.. No. 96-477, 94 Stat. 2275 {1980); see also S. REP. No. 96-958
(1980); HL.RREP. No. 96-1341 (1980). The Act was approved by the U.S. House by a vote of 395-1 and by unanimous consent in
the U.S. Senate.

* See S. REP. No. 96-958, at 1. 3 (1980}

* See 15 U.8.C. § 80a-2(a)(46), -54.

* Id. §80a-2(2)(48)(B).

® SBIA BDC Council, www.bdesworkforamerica.ore.
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and regulations promulgated by the U.S. Securities and Exchange Commission (the “Commission™)
thereunder, the activities of BDCs are fully transparent to regulators, investors, portfolio companies and
the general public. Specifically, BDCs register their securities under the Securities Act on Form N-2,
which requires extensive disclosures regarding, among other things, the issuer, the securities bejng
offered, the issuer’s investment objectives and strategies, risk factors relating to the issuer’s securities and
business and the issuer’s financial condition. Additionally, BDCs are required to register a class of
securities under the Exchange Act and, as such, are required to file periodic and other reports with the
Commission thereunder, including proxy statements and Forms 10-K,, 10-Q and 8-K. Contained in every
10-Q and 10-K is a schedule of all of our investments, along with details regarding the investments such
as the name of the portfolio company, the size of the loan or equity position, interest rates, and current fair
value for each investment. As a result, BDC investment portfolios are marked-to-market in the financial
statements and disclosed to investors quarterly. The Exchange Act also imposes reporting requirements
on BDC directors, officers and principal stockholders with respect to their ownership of and transactions
in the BDC’s securities.

These extensive and comprehensive disclosure requirements provide regulators, investors and portfolio
companies with an exceptionally high leve! of transparency into BDCs and, in our opinion, serve to assist
investors in making informed investment decisions, minimize conflicts of interest and ensure that BDCs
act in the best interests of their investors.

fn addition to the robust disclosure requirements imposed on BDCs by the federal securities laws, BDCs
are subject to significant substantive regulation under the 1940 Act and the rules and regulations of the
Commission thereunder. Key elements of these 1940 Act protections include extensive regulations
governing, among many other things, portfolio composition, determination of the fair value of
investments {which must be completed by the BDC’s board of directors at least quarterly), share pricing,
director gualifications and independence, transactions with affiliates, bonding, capital structure, the
approval of underwriting agreements and advisory agreements, the payment of distributions to investors,
custody of assets and codes of ethics. Finally, investment advisers to BDCs must register with the
Commission under the Investment Advisers Act of 1940, which imposes a fiduciary obligation on the
adviser to act in the best interest of the BDC.

In addition to regulatory oversight by the Commission through the application of these federal laws, non-
traded BDCs are also subject to regulatory oversight by the securities commissions or similar governing
bodies of cach of the 50 states and the U.S. Territories through the review of their public securities
offering documents and the imposition of suitability standards for investor participation in those
offerings. Finally, broker-dealers involved in the distribution of BDC securities are subject to regulation
by the Financial Industry Regulatory Authority, Inc., which provides an additional level of protection for
investors.

Taken together, these and various other regulations applicable to BDCs make BIDXCs one of the most
transparent and highly regulated investment vehicles available to investors today.

BDCs Are Critical Middle Market Lenders

While BDCs are an important source of capital for small businesses, they have become a critical source of
capital for middle market businesses as well.” Nearly 200,000 U.S. businesses comprise the middle
market, which is responsible for one-third of America’s private sector gross domestic product.® Middle

73Q 2017 Middle Market Indicator, National Center for the Middle Market.
3 fd.
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market businesses, defined as those with annual revenue between $10 million and $1 billion, employ
nearly 48 million people,” or one out of every three workers in the private sector.’”

Middle market firms are the engines of the U.S. economy. American Express and Dun & Bradstreet
report that, despite accounting for just 1% of commercially active companies in America, the middle
market created over half of all new jobs since 2011."" In fact, the middle market generated 103.3% job
growth between 2011 and 2017 compared to 52.3% for large firms and just 7.4% for small businesses
over the same period.”” Similarly, over the last year, middle market firms increased hiring by 6.4%, while
large firms grew headcount by 2.8% and small firms grew by only 1.2%."* Importantly, middle market
growth is increasingly benefiting underrepresented populations and geographies. Since 2011, the numbers
of women-owned and minority-owned middle market companies have grown by 119.6% and 85.8%,
respectively. " Middle market growth has also been particularly robust in legacy industrial states such as
Ohio and Michigan, which were hit hard during the Great Recession but have seen triple-digit growth in
their middle markets due to a resurgence in manufacturing and wholesaling over the last six years."
Capitalizing on this small manufacturing renaissance, the number of middle market firms exporting their
goods and services has quadrupled over the last six years.'® Behind the scenes, the recovery of the middle
market in Ohio and Michigan was made possible by BDC investments in these states totaling over $1.6
biltion and $1 billion, respectively.’”

The success of this middle market growth story is fueled by investment, and the demand for capital
among middle market companies is still increasing. In its most recent middle market indicator survey, the
National Center for the Middle Market reported that 42% of middle market companies expect to add more
jobs in 2018."® The National Center for the Middle Market estimates this will translate into another 6.0%
revenue expansion across U.S. middle market firms over the next year.' A record 70% of middle market
firms surveyed by the National Center for the Middle Market reported that they would immediately invest
extra cash rather than save it, with capital expenditures and employee training and development topping
the list for investment.” Despite this obvious need and the importance of a healthy and growing middle
market to the overall U.S. economy, bank lending to small and mid-sized businesses dropped 38%
between 2006 and 2015.2' Middle market lenders, like BDCs, must be positioned to fill the void left by
banks and provide the capital necessary to fuel the middle market’s continued growth.

With the mandate of investing at least 70% of their total assets in U.S. small-cap and private companies,
BDCs are uniquely positioned to provide the capital middle market firms need to continue to grow

revenue and create new U.S. jobs.

The “Small Business Credit Availability Act”

FS believes the discussion draft of the “Small Business Credit Availability Act” includes modest,
common-sense amendments that would enable BDCs to enhance their ability to provide capital to small

o Hd.

10 jd.

1 Middle Market Power Index, August 2017, American Express Global Corporate Payments and Dun & Bradstreet.
2.

13 3Q 2017 Middle Market Indicator, National Center for the Middle Market.

' Middle Market Power Index, August 2017.

15 Jd

o 1d.

17 $BIA BDC Council, www bdesworkforamerica.ore.

¥ 3Q 2017 Middle Market Indicator, National Center for the Middle Market.

19 [d

2 Jd.

' <Big Banks Cut Back on Loans to Small Business™ Ruth Simon. The Wall Street Journal. November 26, 2015,
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and mid-sized U.S. companies while maintaining the strong regulatory oversight and transparency that
separate BDCs from other non-bank lenders in the marketplace. FS believes the “Small Business Credit
Availability Act,” if enacted into law, would allow BDCs to more effectively fill the funding gap created
as banks back away from the middle market, and thereby continue to support a key driver of economic
growth.

Asset Coverage Requirement Changes

First, the Act would amend Section 61 of the 1940 Act to decrease the asset coverage requirement
applicable to BDCs from 200% to 150%. This change would modestly raise the leverage limit for BDCs
from the current 1:1 debt-to-equity ratio to just a 2:1 debt-to-equity ratio. FS strongly supports this
proposed amendment because we believe it is a modest change that would allow BDCs to provide more
capital to small and mid-sized U.S. companies in a responsible manner, while maintaining the
transparency and investor protections that have made BDCs appealing investment options.

FS also believes that, relative to other lenders in the marketplace, a 2:1 debt-to-equity ratio remains
conservative. Banks are currently levered in the high single digits to the mid-teens® and non-bank asset-
based commercial lenders, private debt funds and hedge funds can employ as much leverage as the
market will bear, far exceeding bank leverage ratios in many cases. In addition to these elevated levels of
leverage, traditional banks, hedge funds and other non-bank lenders do not regularly disclose any specific
details of their loan portfolios, providing far less transparency to investors than BDCs. We also note that
Small Business [nvestment Companies, or “SBICs,” which are functionally and regulatorily close cousins
of BDCs, have been operating safely and profitably at 2:1 leverage since 1958 and SBIC loans are backed
by a federal government guarantee. Moreover, the U.S. Small Business Administration reported in
January that, on average, the SBIC Program creates approximately one job for every $16,000 invested.®
Similar data is not available for BDCs, but assuming BDCs’ investment-to-job-creation ratio is similar to
that of SBICs, the potential for job creation from this legislation is immense. BDCs are seeking to follow
the proven leverage model of SBICs, with its proven job creation results, and with zero cost to taxpayers.
It is with this backdrop that we see the proposal to allow BDCs to go to a 2:1 debt-to-equity ratio as a
responsible, modest update to BDC regulation.

Importantly, BDCs could use the additional leverage to construct portfolios that are safer for investors. In
the current low interest rate environment and under the current 1:1 leverage limitation, BDCs typically
choose between two general investment strategies. The first strategy is to seek yield by investing deeper
in the capital structure of a portfolio company. Such an approach creates more risk in the event the
portfolio company experiences difficulty as there is less capital behind a BDC’s investment to absorb
potential losses. The second strategy is to accept lower yields by investing higher in the capital structure
of a portfolio company. This approach actually lessens inherent risk given the position of a BDC’s
investment in the portfolio company’s capital structure, but also reduces returns to the BDC’s investors.
An increase to the permissible debt-to-equity ratio would open up a third option. With slightly more
leverage, BDCs could invest in assets higher in the capital structure that generate less yield, but apply the
additional leverage to this strategy to compensate investors for the lower inherent risk and generate
comparable returns. For all three of these reasons, FS supports this key element of the discussion draft
currently before the subcommittee.

% Based on the Federal Deposit Insurance Corporation (“FDIC™) Definition of Tier 1 leverage: Tier 1 (core) capital as a percent
of average total assets minus ineligible intangibles. See htp://www.bankregdata.cony/, based on data from the Federal Reserve
Board (“Fed”), the FDIC and the Office of the Comptroller of the Currency (“OCC™). See also, the FDIC Quarterly Banking
Profile at https://www, fdic. eov/bank/analytical/gbp/201 Fjun/gbp. pdf.

2 “Measuring the Role of the SBIC Program in Small Business Job Creation,” U.S. Smalt Business Administration, January
2017, available at: hitps://www.sha govisites/default/files/articles/SBA_SBIC Jobs Report.pdf.
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FS also supports the provisions in the discussion draft requiring any BDC that plans to adopt the reduced
asset coverage requirement to obtain board approval and then either obtain shareholder approval or
undergo a one-year waiting period following notice of board approval before making a practical change to
the application of leverage limits. Additionally, we support the requirement that non-traded BDCs offer
quarterly liquidity to all security holders as of the notice date of such board approval. We believe this
one-year “cooling off” period to allow investors in traded and non-traded BDCs to exit their investnients
before the BDC exceeds the existing 1:] threshold addresses input we received through feedback from
congressional members and the Commission.

FS believes certain elements about the application of the leverage provisions of the proposed legislation
should be highlighted. First, we do not believe that every BDC would choose to, or be able to, take
advantage of the reduced asset coverage requirement. For those BDCs that wish to take advantage of the
reduced requirement, there are several natural governors in place that may limit the amount of additional
leverage they may employ and, in some cases, prevent them from employing any additional leverage at
all. We also believe that BDCs will not move to the maximum allowable leverage of 2:1 because of a
number of existing regulatory and market-driven constraints.

The first natural governor on leverage is the cushion BDCs maintain between actual leverage and the
leverage limit because of their floating net asset values ("NAV”). BDCs" NAVs fluctuate as a result of
market and other conditions, including the requirement to fair value investment assets on a quarterly basis
and, as such, so do their leverage ratios. For this reason, most BDCs currently employ leverage in the
0.55:1 to 0.80:1 range, well below the regulatory maximum of 1:1.* FS agrees with the industry analysts
and rating agencies when they assert that BDC managers will maintain a similar buffer, around 1.65:1, if
the statutory limit is increased to 2:1.%

The second natural governor on leverage is the compliance regimes established by bank regulators. In
order to access leverage, BDCs typically have bank partners that are willing and able to lend to them and
agreements in place that permit the additional use of leverage. On that latter point, according to Fitch
Ratings Inc., most credit facilities currently in place for BDCs include a financial covenant requiring the
maintenance of a 200% minimum asset coverage ratio.”® Therefore, in order to employ leverage above
1:1, BDCs currently subject to these covenants would be required to amend their credit facilities to reduce
the asset coverage requirement to 150%. This amendment process for existing leverage facilities, and the
establishment of any new facilities, would require banks to analyze BDC portfolios, BDC management
teams and all of the other considerations that go into a bank’s decision to extend credit to a BDC.”

Yet another natural governor on the use of leverage by BDCs is the rating agencies. Rating agencies
review the underlying portfolios of BDCs when assigning credit ratings. BDCs that invest in highly
leveraged assets, most notably assets that are deeper into a portfolio company’s capital structure, while
increasing their overall leverage ratios, will have a more difficult time maintaining an investment grade
rating.”® Needless to say, BDCs with poor (or no) credit ratings will struggle to secure additional leverage.

Finally, institutional and retail investors, and the analysts that provide investors with research, serve as
natural governors on leverage. Analysts and investors, particularly institutional investors, pay close

# The BDC Almanac — Episode 111, Wells Fargo Equity Research, January 22, 2014.

32 1d; see also, Fitch Wire: “Leverage Limit Increase Could Differentiate BDC Ratings,™ Fitch Ratings, January 7, 2014,

® 1d.

7 In particular, the asset quality and market risk provisions of the “CAMELS” ratings used by the Fed, the FDIC and the OCC to
rate banks based on the performance of their loan portfolios. The acronym “CAMELS™ refers to the six components of a bank’s
condition that are assessed: Capital adequacy, Asset quality, Management, Earnings, Liquidity and Sensitivity to market risk. See
TDIC Quarterly Banking Profile. hupsy/www. fdic. cov/bank/analyvtical/ghp/201 Ziun/abp.pdf.

®d.
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attention to the performance of BDCs. Beyond looking at returns, the transparent nature of BDCs allows
investors to frequently review a BDC’s leverage ratio and portfolio composition. If analysts and investors
consider a BDC’s leverage levels to be inappropriate, and the demand for shares in that BDC declines, the
BDC will likely have to de-lever to maintain a leverage ratio that is both compliant and more palatable to
investors.

For all of these reasons, FS supports the proposal to reduce the asset coverage requirement from 200% to
150%. We believe this is a conservative and responsible change that would allow BDCs to provide more
capital to small and middie market U.S. companies, maintain low leverage ratios relative to other lenders
in the marketplace, and provide the opportunity to continue to generate returns to individual investors
while lowering the inherent risk of a portfolio.

Offering and Proxy Rule Reforms

Second, the proposal would direct the Commission to amend certain rules and forms promulgated under
the Securities Act and Exchange Act to allow BDCs to use the more streamlined securities offering and
proxy provisions that are already available to many other public companies. Specifically, these changes
would make BDCs eligible for “Well-Known Seasoned Issuer” status and, therefore, eligible to file
automatic shelf registration statements, and permit BDCs to incorporate by reference reports and
documents previously filed with the Commission into their registration statements and other public
filings. These changes would help BDCs reduce administrative, legal and printing costs, and in turn, save
money for investors. Moreover, these changes would streamline and reduce duplicative filings that must
be reviewed by SEC staff, thereby increasing regulatory efficiency and freeing up regulatory resources for
more productive purposes. Importantly, this change would not make BDCs any less transparent than they
are today. This provision of the bill has broad support and FS is in favor of including it in the legislation.

Refinements to FL.R. 3868 (114™

The current discussion draft of the “Small Business Credit Availability Act” is notably shorter than its
predecessor, H.R. 3868, introduced in the 114™ Congress. In addition to the leverage and offering reform
provisions discussed above, H.R. 3868 contained three other provisions that have been excised from the
discussion draft. The excised provisions would have: (1) allowed BDCs to issue preferred stock; (2)
allowed BDCs, under certain circumstances, to own securities issued by, and other interests in the
business of, registered investment advisers; and, (3) expanded the definition of “eligible portfolio
company” to permit BDCs to significantly increase exposure to investments in certain financial
companies.”” The BDC industry expressed concerns about a number of these provisions. Despite the
inclusion of these provisions in H.R. 3868, FS and the BDC industry broadly were supportive of the
leverage increase and offering reform provisions included in that bill, which was approved by the House
Financial Services Committee in the previous Congress by a vote of 53-4, and are even more supportive
of those two provisions standing alone as in the discussion draft.

Conclusion
BDCs offer a critical source of capital to smail and middle market U.S. companies. The proposed “Small

Business Credit Availability Act” would position BDCs to play an even more substantial role in
supporting these job-creating businesses. FS believes that middle market companies in particular will

* Specifically, those financial companies exempted from the 1940 Act under paragraphs 3(c)(2) through 3(c)(6) and 3(c)(9).
Under current BDC law, such investments (along with those in paragraphs 3(c)(1) and 3(c)(7)) are considered non-qualified,
meaning they do not qualify under the mandate that requires BDCs to invest at least 70% of their assets in private or small-cap
operating companies. The proposal would treat these financial company investments as qualified assets, but limit them to no
morc than 50% of the BDC's total assets.
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continue to grow and drive the U.S. economy and that the time is right to modernize the regulation of the
BDC sector to help support that growth. Key aspects of this draft legislation would allow BDCs to further
increase capital flows to America’s small and medium-size companies, spurring economic growth and job
creation while maintaining the BDC’s position in the marketplace as a highly regulated, transparent
investment vehicle.

We thank Representative Stivers for his efforts in crafting this legislation and Representative Moore for
her efforts to improve on previous drafts, as well as Chairman Huizenga and Ranking Member Maloney
for their efforts to help modernize the BDC industry. FS and the SBIA and its members stand ready to
work with all the members of this subcommittee to advance this modernization effort. Again, we
appreciate the opportunity to testify today and would be pleased to answer any questions.
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Chairman Huizenga, Ranking Member Maloney and distinguished members of the Capital
Markets, Securities and Investment Subcommittee, thank you for holding today’s hearing on
legislative proposals to improve small businesses” and communities’ access to capital. My name
is Pat McCoy and | serve as the President of the Government Finance Officers Association
{GFOA). My remarks here today are in my capacity as President of GFOA and not of the
Metropolitan Transportation Authority in New York where | serve as the Director of Finance.
GFOA represents over 19,000 public finance officers from State and local governments, schools
and special districts throughout the United States. This includes about 2,500 Michigan and
1,500 New York national GFOA and state GFOA members.

GFOA is dedicated to the professional management of governmental financial resources by
advancing fiscal strategies, policies and practices for the public benefit, including issues related
to issuing tax exempt bonds and investing public funds. On behalf of the GFOA and its
members, | appreciate the opportunity to provide comments at this hearing on H.R. 2319, the
Consumer Financial Choice and Capital Markets Protection Act of 2017.

Specifically, | will describe how money market funds have been utilized effectively to both
manage liquidity for public sector investments and provide a reliable source of working capital
to fund public services and finance infrastructure investment and economic development. | will
also describe the impact of the U.S. Security and Exchange Commission’s (SEC) change of net-
asset-value {NAV) accounting methodology for money market mutual funds (MMMF) from
stable to floating.

State and local governments access the capital markets and issue short term debt for a variety
of reasons. This important legislation would allow governments to continue this access without
increasing costs for taxpayers. | am particularly interested in these issues as a finance officer
with a large and diverse portfolio of over $38 billion of tax exempt bonds outstanding. Variable
rate debt structured with hard puts has historically been a reliable low risk investment choice
for money market funds and it has also been a very low cost method of financing as compared
to issuing fixed-rate bonds. GFOA has published best practice guidance on the use of variable
rate debt to ensure that it is used appropriately.

Overall, money market funds are a widely-used cash management tool for individuals as well as
for state and local governments. According to Federal Reserve data?, state and local
governments hold over $183 billion of assets in money market funds. In addition, money
market funds themselves are key purchasers of municipal securities ~ historically, they have

! See https://www.federalreserve.covireleases/zl/current/z1.pdf, page 84.
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been the largest purchasers of short-term tax exempt debt. Therefore, the impact of the SEC
rule on governments is real and it affects not only large governmental entities like mine, but
also small communities throughout the country.

While we have supported and continue to support initiatives that both strengthen money
market funds and ensure that investors are investing in high-quality securities, we applaud
Representatives Rothfus, Stivers and Moore for introducing legislation which focuses on
addressing the unintended consequences of the SEC’'s 2014 amendments to Rule 2a-7 that
require institutional, non-government MMFs to price their shares at a floating net asset value
(NAV}, and to allow those funds to return to a fixed NAV.

The original objectives of the floating NAV rule were to protect investors in money market
funds by preventing runs that hamper access to short-term capital, shield taxpayers from future
financial bailouts, and promote general market stability. Those objectives were effectively
addressed in the 2010 Amendments to Rule 2a-7. GFOA supported the amendments which
dramatically increased the credit quality of the assets held in MMFs, required money market
funds to have a minimum percentage of their assets in highly liquid securities so that those
assets can be readily converted to cash to pay redeeming shareholders, and increased
transparency by requiring funds to regularly calculate their “shadow prices” {i.e., their
portfolios’ per-share values at market prices).

Despite the success of the 2010 reforms, the SEC adopted additional amendments toc Rule 2a-7
in July 2014. Among other things, those amendments require institutional prime and tax-
exempt funds to use a floating NAV.

The SEC’s reasoning was that a floating NAV would provide investors with a more frequent and
accurate assessment of the value of a fund’s assets. Under previous rules, institutional prime
and tax-exempt MMFs were allowed to round their share price to $1.00, so long as the actual
value of a share does not fall below $0.9950 (“break the buck”). The SEC’s change from fixed to
floating was predicated on the belief that investor awareness of the actual value of the fund’s
assets will make investors less likely to redeem shares in times of economic distress.

Throughout the rulemaking process, GFOA and public finance officers throughout the country
submitted analysis showing that a floating NAV would do little to deter heavy redemptions
during a financial crisis but would, instead, impose substantial costs on state and local
governments. That is exactly what has come to fruition.
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Between January 2016 and July 2017, tax exempt MMFs assets under management fell by 50
percent, from $254 biltion to $135 billion?, dramatically shrinking an important market for
municipal debt. At the same time, municipalities issuing variable rate demand bonds saw their
borrowing costs nearly double the Federal Reserve’s rate increases over the same period. Many
state and local governments determined that issuing variable rate debt to MMFs was
excessively costly, and opted to issue higher cost fixed-rate bonds. These increased costs are
shouldered by taxpayers and ratepayers.

In addition to the impact that the SEC’s 2014 actions had on governments accessing the capital
rmarkets, there are also implications for the investments that state and local governments use
to protect public funds. Many governments have specific state or local statutes and policies
that require them to invest in financial products with a stable NAV. The policy reason for this is
to ensure that public funds are appropriately safeguarded. MMFs with a stable NAV are a
commonly used vehicle by state and local governments for managing operating cash. This
important legislation would lift an unnecessary obstacle that has steered state and local entities
into very low yielding U.S. government backed funds or other aiternatives from what was
already a safe and highly liquid market.

By allowing all MMFs — prime, tax-exempt and government funds accessible to both retail and
institutional investors — to offer a stable NAV, H.R. 2319 would allow state and local
governments to once again utilize suitable investments defined by state and local elected
officials, rather than by the SEC.

GFOA is working with a coalition of stakeholders to advance H.R. 2319 and we have submitted
our most recent letter of support for the record. Thank you again for considering this
important legislation. We look forward to working with you and supporting your efforts to help
state and local governments on this and other regulatory and financial matters of mutual
interest.

2 See: hitps://www.federalreserve.gov/releases/efa/exempt-money-market-funds-investment-holdings htm Money
Market Mutual Funds: Investment Holdings Detail, Figure 4




69

Statement of the U.S. Chamber of Commerce

ON: Legislative Proposals to Improve Small Businesses’
and Communities’ Access to Capital

TO: House Committee on Financial Services,
Subcommittee on Capital Markets, Securities and
Investment

BY: Thomas Quaadman, Executive Vice President, Center
for Capital Markets Competitiveness, U.S. Chamber of
Commerce

DATE: November 3, 2017

1615 H Street NW | Washington, DC | 20062

The Chamber’s mission is to advance human progress through an ecenomic, politica! and social system
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The U.S. Chamber of Commerce is the world’s latgest business federation,
representing the interests of more than 3 million businesses of all sizes, sectors, and
regions, as well as state and local chambers and industry associations. The Chamber is
dedicated to promoting, protecting, and defending America’s free enterprise system.

More than 96% of Chamber member companies have fewer than 100 employees, and
many of the nation’s largest companies ate also active members. We ate therefore
cognizant not only of the challenges facing smaller businesses, but also those facing
the business community at large.

Besides representing a cross-scction of the American business community with
respect to the number of employees, major classifications of American business—e.g.,
manufacturing, retailing, services, construction, wholesalers, and finance—are
represented, The Chamber has membership in all 50 states.

The Chamber’s international reach is substantial as well. We believe that global
mterdependence provides opportunities, not threats. In addition to the American
Chambers of Commerce abroad, an increasing number of our members engage in the
export and import of both goods and services and have ongoing investment activities.
The Chamber favors strengthened international competitiveness and opposes attificial
U.S. and foreign barriers to international business.

33
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Chairman Huizenga, Ranking Member Maloney and members of the
Subcommittee on Capital Markets, Securitics, and Investment: My name is Tom
Quaadman, executive vice president of the Center for Capital Markets
Competitiveness (“CCMC”) at the U.S. Chamber of Commerce {“Chamber™).

The Chamber commends the continued wotk of both this subcommittee and
the full Financial Services Committee to modernize our nation’s securities laws and
create opportunities for American households, businesses and investors. Over the
last seven years, the Financial Services Committee has advanced dozens of pieces of
bipartisan legislation, many of which have been enacted into law. Most notably, the
Jumpstart our Business Startups (“JOBS”) Act, signed by President Obama in April
2012, has successfully helped a number of business go public in addition to creating
more ways for businesses to raise capital through private channcls.

The 2008 financial crisis and the ad-hoc legislative and regulatory response that
followed the crisis made clear that the financial regulatory system in the United States
is badly out of date and in need of serious reform. Elements of our regulatory
framework date as far back as the Civil War, and many agencies that were created in
response to a particular historical event have struggled to meet the modern needs of
an economy as dynamic as the United States. It is little wonder that instead of a
strong rebound to the 2008-2009 financial crisis—which typically occurs after a severe
financial downturn—our cconomy has meandered along between one and two percent
growth over the last decade.

The time to pursue pro-growth policies is now. The historically weak recovery
has left millions behind in our economy, exacerbated our national deficits and debt,
and resulted in an alarmingly low number of business startups as compared to
previous recoveries. While fundamental tax reform remaing the Chamber’s top
priotity to spur growth and opportunity, we belicve that Congress and regulatory
agencies should pull every lever possible to modernize our regulatory systems for the
21 Century.

To put our economic potential into perspective, if the economy moved from
2% to 3% annual growth, that would mean doubling gross domestic product (GDP)
per capita 12 years faster (23 years vs. 35 years); it would also reduce our annual deficit
by over $3 trllion over the next decade. If our economy went from 2.5% growth to
3% growth, average annual incomes would rise by $4,200 and 1.2 million jobs would
be created over the next decade. That is the top-level perspective, but underlying
these macro statistics is the opportunity for millions of Americans to create a better
life for themselves and their families.
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It is also worth noting that not only has the post-crisis recovery been
historically weak, it also been remarkably uneven from a geographic standpoint. An
illuminating 2016 report from the Heonomic Innovation Group showed that while
certain pockets of the country have rebounded economically, others continue to
struggle. For example, 50% of the net national businesses created from 2010-2014 are
located across only fwenty counties in the United States, despite these counties only
representing 17% of the U.S. population. Moreover, neatly three in five counties saw
morte businesses close than open from 2010 to 2014, The overall level of business
creation is well below previous recovery levels: while the rebound from the recession
of 2001-2002 saw 400,500 businesses created, the post-crisis number has only been
166,500.!

The Chamber believes that it is by no means a coincidence that these anemic
economic numbers have coincided with a massive expansion of the regulatory state,
particularly in the wake of the 2008 crisis. Modernization of our financial regulatory
structure is sorely needed, and we appreciate this opportunity to have the voice of the
Chamber’s members heard in this important debate.

1. Modernizing our Financial Regulatory Structure

In September 2016, the Chamber released a reform plan entitled Restarsing the
Growth Fngine: A Plan to Reform America’s Capital Markets (Restarting the Growth Engine
Plan), which has over 100 recommendations for creating a regulatory system that
embraces stability and growth. The Chamber was pleased to see that the Financial
CHOICE Act approved by the Financial Services Committee during the 114"
Congress included a number of the recommendations in the Restarting the Growth
Engine Plan, including but not limited to:

e Structural and managerial reforms to the Securities and Exchange Commission
(SEC), as well as streamiining SEC enforcement authorities to ensure fair
treatment and due process during the course of investigations.

e Congressional oversight of the regulatory policy functions for all financial
regulators through the appropriations process.

* Recognition that several provisions of the Dodd-Frank Wall Street Reform and
Consumer Protection Act, including addressing arbitrary thresholds for
regtonal and mid-size banks, capital, liquidity, and other requirements, are

' “I'he New Map of Economic Growth and Recovery™ Eeonomic Tnnovation Group, May 2016
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creating a severe drag on the economy and damaging the health of the capital
markets.

e Structural and authority modifications to the Financial Stability Oversight
Council (FSOC), as well as greater transparency requirements for U.S.
participants in Financial Stability Board (FSB) decisions and actions, as well as
the actions of other international standard sctters and regulators that report to

the I'SB.

¢ Repeal of the Volcker Rule, as it has created impediments for non-financial
businesses to enter the debt and equity markets. The Volcker Rule has placed
market participants operating in the U.S. at a global competitive disadvantage.

& Incorporation of several bills that passed this Committee or the full House of
Representatives during the 114™ Congress. These bills would help foster
capital formation by expanding opportunities for investors and ensuring that
regulators focus on the need of small and growing businesses.

The Chamber has been especially supportive of Tide X of the CHOICE Act,
which would modernize securities regulation in a manner similar to the JOBS Act.
We would also note that there were several recommendations in the Restarting the
Growth Engine Plan that were not included in the previous version of the CHOT
Act. As the Financial Services Committee continues its important work during the
115" Congress, we look forward to collaborating with you on many of these
important issues.

2. Legislative Proposals
a. Small Business Credit Availability Act (Discussion Draft)

One of the unfortunate developments in the wake of the financial crisis has
been the difficulty for small and medium-sized businesses to obtain the capital and
liquidity they need to grow and serve Main Street America. While large corporations
often times face their own financing challenges, the obstacles that smaller firms face
are particulatly acute. Given the slow rate of business creation in the wake of the
crisis, it 15 no exaggeration to say that the very survival of thousands of businesses
depends on the ability of our capital market to serve them.

In 2016, the Chamber released a report, Financing Growth: The Impact of Financial
Regulation (“Financing Growth Report”) which highlighted the financing challenges



74

faced by the middle market, and the need for businesses to have access to a variety of
financing mechanisms. For example, 79% of the 300 professionals surveyed in the
report have seen their business affected by changes in the financial services markets,
and as a result nearly one-fifth of respondents had delayed or cancelled planned
investments. And 20% of all small and midsize companies said they use four or more
financial institutions to issuer commercial paper, raise debt, or access trade financing.

Business development companies (“BIDCs”) are a critical source of financing
for small and middle matket companies. BDCs offer a unique fotrm of financing with
certain attributes similar to private equity, venture capital, or hedge funds, butina
registered, highly-regulated and transparent investment vehicle. BDC lending has
become increasingly popular as the credit cycle and regulatory reaction to the financial
crisis have made accessing debt financing more challenging. Importantly, BDCs are
actually mandated to invest 70% of their asscts in small and medium-sized U.S.
operating businesses.

Since their creation in the 1980s BDCs have been highly regulated entities,
where oversight can occur either at the regulatory level, or indirectly through the types
of financing that BDCs are able to access in order to finance their investments. BDCs
also tend to provide investors with a higher yield and, because they are publicly
registeted, ate open to non-accredited investors. In fact, there are now 93 BDCs total
with over 50 publicly traded in the United States, affording ample opportunities for
investors to participate in the growth of middle market companies.

Investment vehicles such as BDCs are all the more important given the above-
referenced geographic unevenness of the economic recovery. While credit has
tightened and business creation has languished in some parts of the country, BDCs
have made sizeable investments throughout the Rust Bele and other areas that have
not enjoyed a strong recovery from the 2008 crisis. For example, BDCs have made
investments of $1.6 billion in Ohio, $1.06 billion 1n Michigan, and $1.8 billion in
Teanessee.”

The Small Business Credit Availability Act would increase the capital available
to BDCs and increase their ability to provide small and medium-sized businesses with
the funding they nced to grow. For example, the legislation would allow for a modest
increase in the use of leverage available to BDCs which would ultimately permit them
to deploy more capital to portfolio companies. Additionally, the legislation would
allow some BDCs to be treated as “well-known seasoned issuers” under the securities
laws which would allow them to issue securities more efficiently, and reduce some of

2 Small Business lovestor Aliiance BDC Modernization Agenda for the 115% Congress
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the unnecessary cost burdens that are ultimartely passed on to portfolio companies or
INVEStors.

Additionally, we believe that the Small Business Credit Availability Act also
strikes an appropriate balance by allowing BDCs to expand without compromising
mnvestor protection. The SEC would maineain full oversight of BDCs to ensure that
transparency, efficiency, and competition remain hallmarks of the matket.

The Chamber strongly suppozts the Small Business Credit Availability Act and
urges the Committee to take up the legislation as soon as possible.

b. Expanding Investment Opportunities Act (Discussion Draft)

The Chamber also supports the Expanding Investment Opportunides Act,
which would allow certain qualifying closed-end funds to be eligible for status as a
well-known seasoned issuer (WISI) and therefore subject to a host of filing and
proxy requirements that would allow them to operate more efficiently. For example,
by allowing certain funds to achieve WKSI status, they would be cligible to use ‘short
form’ registration statements, as well as communications mechanisms with their
shareholders that they are cusrently prohibited from using.

At mid-year, closed end funds held over $270 billion in assets,” providing an
attractive investment option for investors and serving as an important liquidity
provider for issuers of securities. But the SEC’s rules regarding closed end funds have
not kept pace with rules governing securities offerings by other public companies.
Closed end funds were largely excluded from the SEC’s 2005 securities offering
reform initiative. This asymmetry has created an unnecessary and expensive
regulatory burden for closed end funds, which must regulatly petition the SEC and its
staff for exemptive relief to permit such funds to engage in capital-raising activities
that other public companies can do automatically without the need for special relief.
We believe these additional regulatory hurdles also stifle capital formation in the
closed end fund industry. CCMC supports the Expanding Investment Opportunities
Act as a sensible response to this situation. We believe if enacted the bill would place
closed end funds on even footing with other public companies and stimulate capital
formation in that sector without harming investors.

c. Consumer Financial Choice and Capital Markets Protection Act of
2017

3 hups:/ /www.ich.org/research/srats /closedend/cef g2 17
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Main Street businesses rely on a vatiety of instruments to meet their short term
financing and liquidity needs, including lines of credit from financial institutions as
well as the U.S. commetcial paper matket. The nature of many businesses places a
significant importance on obtaining short term financing-without it, orders may have
to be cancelled, production could ground to a halt, and inventories could run low or
become depleted. The importance of vibrant, competitive, and liquid short term
financing markets for Main Street businesses cannot be overstated.

Regrettably, the post-ctisis onslaught of dozens of new rules designed to
strengthen the health of the financial system have in many cases made it more difficult
for businesses of all sizes to obtain the short-term hquidity and financing that is so
vital to their long-term health. These rules have included the Volcker Rule, the
liquidity coverage ratio (.LCR), net stable funding ratio (NSFR), as well as a host of
other Basel capital rules that have made it more difficult for banks and other financial
service providers to serve business. Indeed, 76% of respondents to the Chamber’s
Financing Growth Report believe that “the regulations on the financial services sector
will not help theit companies” outlook over the next two to three years.”

This is why the Chamber has long called for the financial regulators to conduct
a study of all major post-ctisis regulatory initiatives in order to determine the full
impact of these rules not just on the health of the banking system, but on the ability
of nonfinancial companies to obtain credit. Fortunately, we are beginning to see
recognition on behalf of regulators that these rules have come at a significant cost.
The President’s executive order catlier this year regarding core principles for
regulating the U.S. financial system was 2 welcome start, as was the Office of the
Comptroller of the Currency (OCC) announcement in August that it was beginning to
conduct a review regarding the impact of the Volcker Rule.

One significant post-crisis regulatory development was adoption by the SEC of
new rules for money market funds that went into effect on October 14, 2016. Along
with corporate treasurers and many other market participants, the Chamber expressed
significant concerns during the rulemaking process that the new rules would
significantly impact the ability of corporate treasurers to manage liquidity and to raise
cash in the commercial paper market. Specifically, we believed that the requirement
for prime money market funds to float their net asset value (“NAV”) and have it
reported to the nearest hundredth of a cent would significandy hamper investments in
such funds and also make recordkeeping much more complicated. Additionally, the
imposition of liquidity fee and redemption “gate” provisions in the rules have also
created significant deterrents for institutional investors to patticipate in institutional
prime funds, as these provisions could limit liquidity duting times of market stress and
create the potential for loss of principal.
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As the Chamber testified at a hearing of this subcommittee last year, during the
12 months prior to the October 2016 implementation date, prime fund purchases of
corporate commercial paper declined significantly, while 2 number of institutional
prime funds have also closed during the same time period. This has created further
pressure upon corporate treasurers and businesses that have historically relied upon
the hiquidity provided prime institutional money market funds. A recent Treasury
Strategies report stated that prime moncy market funding for businesses dropped
from $460 billion to $88 billion from 2015 to 2017. This has caused a shift to bank
funding which leads to smaller businesses getting crowded out of bank lending,

As with any major regulation, the Chamber strongly believes that agencies
should first identify the problem, limit unintended consequences and address a
specific issue in a targeted manner. We have advocated for regulators to review
regulations after a certain period of time to determine if the problem is being
addressed and to identify and correct unintended consequences.

We also appreciate legislative efforts such as H.R. 2319, the Consumer
Financial Choice and Capital Matkets Protection Act of 2017, which highlights an
tssue of importance to the funding of businesses. We look forwatd to working with
this subcommittee to address these issues.

Additional Efforts to Spur Capital Formation

The Chamber believes that the Committee should look at additional ways to
build upon the success of the JOBS Act and help more companies access the capital
markets. While the JOBS Act was a positive step forward, in some ways it is not
reaching its full potential. For example, as the Chamber pointed out in testimony
carlier this year, the “Regulation A+ market (created by Title TV of the JOBS Act)
has not taken off in the manner that Congress envisioned, and many deals still lack
underwriters. Reg A+ offering compliance has proven to be costly relative to the
amount of secutities allowed under the current exemption. Congress should consider
increasing the current $50 million threshold in order to incentivize more market
participants to use this valuable exemption.

Additionally, while the JOBS Act did a great deal to ease the burdens related to
the offering of securides, it did relatively little to address secondary market trading
issues for small public companies. In order to create a competitive and liquid trading
envitonment for these companies, Congress should look at creating the legal
framework to allow for “venture exchanges,” based on legislation from H.R. 4868 in
the 114" Congress, the “Main Street Growth Act” We believe that creating venture
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exchanges and allowing issuers to choose where they want to list would provide a
positive alternative to today’s market structure that often times favors large, liquidly
traded companies over smaller ones.

Looking Forward
We appreciate the work of the Capital Matkets, Securities and Investment
subcommittee on these important bills and issues. The Chamber is prepared to work

with the subcommittee on a bi-partisan basis to achieve the reforms necessary to help
American businesses and their customers.

10
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EXECUTIVE SUMMARY

Ciosed-End Fund Legisiation

1C1 fuity supports Representative Hollingsworth’s discussion draft of the “Expanding
frvestment Opportunities Act.” The legisiation would modernize the offering and
proxy rules for closed-end funds, enabling them to utilize already existing offering and

communications rules that traditional operating companies have relied on since 2005.

By simplifying the closed-end fund offering process and liberalizing existing restrictions
on communications, the legislation would reduce unnecessary regulatory burdens that
raise costs for investors. In turn, this would enhance the ability of closed-end funds to

act as a source of financing in the economy.

Specifically, the legisiation would require the Securities and Exchange Commission
(“SEC”) to amend its rules within one calendar year ta provide several technical, but
tangible, benefits to closed-end funds and their shareholders!

o Closed-end funds that meet the criteria of a “well-known scasoned issuer”
(naving at teast $700 million common equity outstanding and having timely
made required filings for the preceding 12 calendar months) could register and
offer additional shares more quickly through the “automatic shelf registration”

process to take advantage of current market conditions.

o Closed-end funds that meet the criteria of a “seasoned issuer” (having at least
$75 mittion in common equity outstanding and having timely made required
filings for the preceding 12 calendar months) could incorporate information

from subsequent filings into their registration statements automatically.

o Closed-end funds that meet the conditions of several existing safe harbors could
rely on those safe harbors to communicate with investors and potential

investors more freely during a registered offering.

o Ciosed-end funds and, ultimately, their shareholders could save on the costs of

prospectus delivery under certain conditions.
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Business Development Company Legistation

*  Congress created business development companies {“BDCs”) as a specialized type of
closed-end fund whose principal activities consist of investing in, and offering to
provide “significant managerial assistance” to, small, growing, or financially troubled
operating companies, BDCs are regulated under the Investment Company Act of 1940,
but Congress provided BDCs with greater operating ftexibility than other closed-end
funds or rmutual funds.

e Congress already has granted BDCs more flexibility to utilize leverage than other
registered investment companies. Consistent with that approach, the BDC legisiative
proposal would lower the asset coverage requirement for senior securities, /.e, debt and

preferred stack, to 150 percent from 200 percent. We do not object to this change.

e |Cl supports the proposed offering and communications reforms for BDCs for the
same reasons |C1 supports the proposed offering and communications reforms for

closed-end funds.
Money Market Fund Legistation

s The Securities and Exchange Commission has modernized and strengthened the
regulatory requirements for money market funds from time to time as circumstances
have warranted—most recently in 2010 and 2014 in response to the 2008 financial

crisis.

e The 2010 ang 2014 SEC reforms add tayers of transparency and redundant safeguards
that more than adequately address any risks that may have existed in 2008.

e The Consumer Financiat Choice and Capitai Markets Protection Act of 2017 (“H.R.
23197} would rescind many of the 2014 reforms including the requirement that prime
institutional and tax-exempt institutional money market funds float their NAVs,
Altthough some 1Cl members have expressed strong interest and support for the bill,
other members believe that a third round of regulatory changes to money market funds
is neither appropriate nor desirabie.

e Asaresult of these strongly differing member views regarding H.R. 2319, IC! takes no
position on the proposed fegislation,
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Statement of Paut Schott Stevens
}. Introduction

My name is Paul Schott Stevens. | am President and CEQO of the Investment Company Institute
(“ICI"), the leading association representing regulated funds globatly, including mutual funds,
exchange-traded funds, closed-end funds, and unit invesument trusts in the United Seates (“registered
funds™), and similar funds offered to investors in jurisdictions worldwide. ICI seeks to encourage
adherence to high ethical standards, promote public understanding, and otherwise advance the interests
of funds, their shareholders, directors, and advisers. ICI's members manage total assets of US$20.9
triltion in the United States, serving more than 100 miltion US sharehoiders, and US$6.6 trillion in
assets in other jurisdictions. T hank you, Chairman Huizenga, Ranking Member Maloney, and
members of the Subcommitree for inviting me to testify on “Legislative Proposais to Improve Smali
Businesses’ and Communities” Access to Capital.”

In addition to serving as the vehicles through which more than 100 million Americans save for
retirement or pursue other important financial goals, registered funds play an important role in the US
economy. 1 hey channel capital from fund investors to the markets which, in turn, stimulates economic
growth and job creation, | he injection of capital through fund investments benefits underlying
businesses that rely on the markets as an important source of financing. T he underlying businesses
utilize the capitat to hire employees, fund their enterprises, and develop new technologies, sparking
continued innovation and growth.

My testimony focuses on Mr. Hollingsworth’s discussion draft of the “Expanding Investment
Opportunities Act,” legislation that would modernize the offering and proxy rules for one type of
registered fund—closed-end funds (“Discussion Draft”). Notwithstanding the benefirs these funds
provide to investors and the capital markets, the last several years have seen a steady decline in the
number of closed-end funds and new closed-end fund offerings. By simplifying the closed-end fund
offering process and liberalizing existing restrictions on communications with investors before and
during an offering, the legislation would reduce unnecessary regulatory burdens that raise costs for
investors. T hese changes, which would conform closed-end fund offering rules to those for traditional
operating companies, could encourage new closed-end fund offerings and lead to a concomitant
increase in the long-term capital these funds supply to comparnies in which they invest. For these
reasons, 1C1 strongly supports this legistation.

In the sections that follow, | first provide background information on closed-end funds and their
comprehensive regulatory framework (Section {1}, | then describe how the Discussion Draft would
change the current requirements for closed-end fund offerings and communications, and explain the
benefits of these changes for closed-end funds and their shareholders and, by extension, capital
formation {Section H1). | conciude with brief comments on pending legislative proposals concerning
business development companies and money market funds {Section V).
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H. Background on Registered Closed-End Funds

To provide context for ICI's views, it is important to understand what closed-end funds are and how
they are reguiated.

A closed-end fund, like other types of investment companies, is a pooled investment vehicle that is
professionally managed in accordance with the fund’s investment objectives and policies. Generally, a
closed-end fund is created by issuing a fixed number of common shares to investors during an initial
public offering. Subsequent issuances of common shares can occur through secondary or follow-on
offerings. A closed-end fund may raise additional capital by issuing debt securities and one class of
preferred stock in addition to common shares. The holders of the common stock experience a gain or
loss depending on whether the fund earns a rate of return on its assets that is higher or tower than the
amounts that it pays to the holders of its debt securities and preferred stock.

Afrer a fund’s initial public offering, investors generally buy and sell shares of a closed-end fund in the
open market (typically on a securities exchange such as the New York Stock Exchange), rather than
directly from or to the fund. Some closed-end funds, however, may adopt share repurchase programs or
periodically make tender offers for shares. The market price of a closed-end fund share fluctuates like
that of other publicly traded securities and is determined by supply and demand in the marketplace. In
contrast to a mutual fund, which must stand ready to meet shareholder redemptions on a daily basis
and therefore must invest mostly in liquid assets, a closed-end fund has the flexibility to invest a
significant percentage of its assets in less liquid securities. For example, a closed-end fund may invest in
securities issued by small private companies and fong-term tax-free investments.

The flexibility that closed-end funds have to invest in these types of assets and to issue debt securities
and preferred stock allows closed-end funds to!

® provide enhanced income and cash flow (through investrments in longer term or less
liquid higher yielding assets);

& maximize after-tax efficiency (through investments in certain tax-free investments);
and

e broaden diversification (through investrments in specialized asset classos).

Registered closed-end funds are comprehensively regulated under the federal securities laws and related
Securities and Exchange Commission (“SEC”) regutations, which serve to protect the interests of fund
investors. Closed-end funds, iike publicly traded operating companies, are subject to the Securities Act
0f 1933 (1933 Act™), which governs the way public offerings are conducted. Closed-end funds file
registration statements with the SEC on Form N-2 to register the offering of their securities under the
1933 Act and to register as investment companies under the [nvestment Company Act of 1940
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(“Investment Company Act”). The Form N-2 contains three parts, including a prospectus, which
includes required disclosures about the fund.

In addition, closed-end funds are subject to regulation under the Securities Exchange Act of 1934
(“Exchange Act”). Like most publicly traded operating companies, closed-end funds file annual and
semi-arinual reports as well as quarterly reports‘1 Each of these periodic reports includes certifications
from the principal executive officer and the principal financial officer. Like operating companies,
closed-end funds also are subject to the proxy and tender offer provisions of the Exchange Act.

In contrast to publicly traded operating companies, closed-end funds are subject to further substantive
regulation under the lnvestment Company Act. The lnvestment Company Act restricts, among other
things, a closed-end fund’s ability to use leverage, offer new shares below net asset value, engage in
affiliated transactions, and imposes strict requirernents on the custody, diversification (for a diversified
closed-end fund) and transparency of fund assets. | he Investment Company Act also requires a
registered closed-end fund to have a board of directors with a specified proportion of directors that are
independent of the fund’s manager.? In addition, it requires registered closed-end funds to have a chief
compliance officer who oversees the day-to-day operations of the fund under a board-approved fund

compliance program and policies.

With their ability to provide enhanced income and cash flow, closed-end funds serve as an important
retirement savings and investment vehicle for retail investors. As of June 2017, there were 533 closed-
end funds with totat assets of $271 billion. We estimate that approximatety 3 mitlion retail investors
rely on closed-end funds to help meet their investment needs.

1. Importance of the Closed-End Fund Discussion Draft

Despite their numerous benefits, the number of closed-end funds has declined steadily over the last
several years. Since 2007, the number of closed-end funds has dropped 19 percent {from 662 funds at
year-end 2007 to 533 funds in June 2017). tn agdition, the number of new closed-end fund offerings
has dropped. In 2007, there were 42 new closed-end fund issuances; in 2016, there were oniy eight.
That is an 81 percent decline.

The Discussion Draft would help reverse these trends by reducing the burdens of certain requirements
under current SEC registration and communications regulations that apply to closed-end funds.
Existing requirements impose substantial costs on closed-end funds and their shareholders without
commensurate investor protection benefits. Closed-end funds offer and sell their shares in the same

! Closed-end funds file annuat and semi-annual shareholder reports on Form N-CSR and file quarterly reports on Form
N-Q. Operating companies make periodic fitings on Form 10-K and Form 10-Q.

?{n practice, most boards have 75 percent or more independent members.

3 This is based on the last full year of data. See Antoniewicz, Rochelle, and Julicth Saenz. 2016. “The Closed-End Fund
Markert, 2016” ICI Rescarch Perspective 23, no. 2 {April) at Figure 7.

23
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manner as securities issued by traditional operating companies, yet their offer and sale are subject to
additional requirements. T he Discussion Draft would cure this unjustified regulatory disparity by
applying the same rules to ciosed-end funds and operating companies. 1 o take advantage of the
additional flexibility provided by the rules, a closed-end fund would have to meet the same conditions
of the rule that operating companies must meet. Those requirements would apply /n addition tothe
extensive investor protection provisions of the Investment Company Act and other federal securities

laws,

In 2013, when former SEC Chair Mary Jo White evaluated legistative proposals nearly identical to the
Discussion Draft that would put business development companies, one form of closed-end fund, on par
with other operating companies for both offerings and communications, she noted that “[ijn my view,
these provisions do not raise significam investor protection concerns.” We wholeheartedly agree that
these offering and communications reforms do not raise significant investor protection concerns. We
therefore believe that now is the time for Congress to act to modernize the regulatory framework for
closed-end fund offerings and communications.

The Discussion Draft addresses the current, unsatisfactory situation. It directs the SEC, within one year
of the legislation’s enactment, to amend certain rules and registration forms to permit closed-end funds
to operate under the streamliined registration process—and additional flexibility around public
communications—that operating companies have been able to take advantage of for more than a
decade. T he cost savings associated with these changes would be passed on to fund shareholders, making
these important investment vehicles more attractive than they are today.

The section of my testimony below begins with a description of the closed-end fund registration process
and how the Discussion Draft would simplify it. [t then describes how closed-end funds currently
communicate with the public about their offerings and how the Discussion Draft would encourage
them to provide even more information. Finally, it concludes with a brief discussion responding to
potential concerns that the Discussion Draft raises.

A. Current Registration Process for Closed-End Funds

As mentioned above, a closed-end fund generally is created by issuing a fixed number of common shares
to investors during an initial public offering, Depending on market conditions, a registered closed-end
fund after its initial public offering might determine that it is an opportune time to invest more assets
into the market. In these circumstances, certain closed-end funds can utilize a streamlined process
known as “shelf registration,” which involves filing a “shelf registration statement” with the SEC to
register and pubtlicly offer additional securities to raise additional capital for investment.®

* See Letter from Mary Jo White, Chair, Securities and Exchange Commission, to The Honorable Jeb Hensarting,
Chairman, Financial Services Committee, US House of Representatives, dated October 21, 2013 (providing the Chair’s
views on substantially identical business development company tcg:slanon}‘

* Ruie 415 under the 1933 Act permits issuers to utilize shelf registration statements. Aithough Rute 415 does not expressty
extend to closed-end funds because the Rule only applies to Form S-3 and not Form N-2, two SEC staff no-action letters

-4
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To use a shelf registration statement, the closed-end fund must meet the criteria of a “scasoned issuer,”
which essentiatly requires that the closed-end fund have at least $75 million in common equity
outstanding and have made timely periodic filings with the SEC for the preceding 12 calendar months.
Assuming the fund meets such criteria, the closed-end fund can offer additional shares to the public by
filing a new shelf registration statement on Form N-2 to register the shares. Once the SEC staff declares
the registration statemert effective, the closed-end fund then can sell shares from the shelf registration
statement as market conditions dictate for a period of up to three years. During this three-year period,
the closed-end fund must make additional post-effective amendment filings to the shelf registration
statement to include updated financial statements, to the extent necessary so that the incorporated
financial statements are never more than 16 months old ®

This offering process has its drawbacks. First, the closed-end fund must wait for the SEC staff to declare
the shelf registration staternent effective before the fund can sell any additional shares. It can take
several ronths for the SEC staff to provide comments, if any, on the registration statement, for the
closed-end fund to respond to them, and for the SEC staff to declare the registration statement
effective. | he time this entire process takes can affect the timing and success of an offering.

Second, the process of filing a post-effective amendment to the shelf registration statement to
incorporate a fund’s updated financial statements into the registration statement could cause issues if
the SEC staff review is not compieted and the post-effective amendment is not declared effective by the
time the financial statements become “stale” (/.e, are more than 16 months old).”

Many traditional operating companies do not face these issues. In 2005, the SEC adopted rules that
significantly modernized the registration, communications and offering processes for them.® These
reforms have been extremely successful as evidenced by the many operating companies that rely on
therm. The 2005 SEC Rule permits traditional operating companies that qualify as “well-known
seasoned issuers,” or “WKSIs,” to utilize an automatic shelf registration process. As their name suggests,
automatic shelf registrations become effective automatically without SEC staff review and comment.

permit closed-end funds meeting required conditions to rely on the rule using Form N-2. See Nuveen Virginia Premium
Income Municipat Fund (pub. avail. Oct. 6, 2006),’ P»Igrrm America Prime Rate Trust (pub‘ avaif. May 1, 1998),

®“Incorporation by reference” is the act ot including an additional document within another document by refercncing the
additional document. Issuers utilize incorporation by reference to include the substance of previous and future fitings ina
registration statement without attaching those filings as part of the registration statement,

7 This stands in sharp contrast to the treatment afforded to open-end funds and closed-end interval funds, Operi-end funds
may rely on Rute 485 under the 1933 Act. which provides that a post-effective amendment filing shall become effective
immediately if the amendment is filed solely to update financial statements, among other things. Closed-end interval funds
may rely on Rule 486 under the 1933 Act, which provides similar efigibility for immediate effectiveness, A closed-end
interval fund is a closed-end fund that, pursuant to Rule 23¢-3 under the Investment Company Act, periodically offers to
repurchase shares from its shareholders.

8 See Securities Offering Retorm, SEC Release No. 33-8591 (July 19, 2005), 70 Fed. Reg, 44722 (Aug, 3, 2005} {“2005 SEC

Rule™), available at https.//wwwsec.aov/rules/final/ 33-8597 fr peif.

.5
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To qualify asa WKSH, generatly an issuer must have at least $700 million in common equity
outstanding and have timely filed required reports for the preceding 12 calendar months. In addition,
the issuer within the past three years must not have engaged in conduct, or be subject to a conviction,
decree, or order, that would make it irxeligib{e‘.9

The 2005 SEC Rule also permits operating companies that qualify as “scasoned issuers” {generally,
issuers that have at least $75 mittion in common equity outstanding and have timely filed required
reports for the preceding 12 calendar months) to utilize a technique known as “forward incorporation
by reference.” T his means that such issuers can incorporate information from future filings into a
registration statement without having to amend the registration statement to reference the specific
filing from which the information will be derived,

The 2005 SEC Rule, however, excluded registered closed-end funds from the reforms. Instead, the SEC
indicated that the parallel regulatory framework for registered investment companies also should be
updated. A dozen years later, no similar reforms ever have been proposed. Nor is there any prospect that

they will be proposed in the future, considering the SEC’s crowded rulemaking agenda.

Although the frameworks governing operating company filings and closed-end fund filings may be
separate, as described earlier, in substance they are substantially the same. We strongly support the
Discussion Draft, because it would aliow closed-end funds and their shareholders to benefit from the
same cost saving reforms that operating companies have enjoyed for more than 12 years, and potentially
spark additional closed-end fund offerings that would contribute to capital formation.

B. Reforms to the Registration Process

The Discussion Draft would address the drawbacks of the current registration process by reforming
closed-end fund offerings in two respects. First, closed-end funds would be able to utilize “automaric
shelf registrations” ro offer additional shares if they qualify as “well-known seasoned issuers,” or
“WKSIs.” As of December 2016, we estimate that there were 93 closed-end funds that could qualify as
WHKSlIs. This is approximately 18 percent of all closed-end funds (93/530 totat closed-end funds).
Giving qualifying closed-end funds the ability to use this process would help those funds better evaluate
and assess the market for their offerings. It would enable them more readily to access the capital markets
without facing the risk of a delay that could suspend or terminate the offering.

Second, closed-end funds that qualify as “seasoned issuers” would be permiteed to “forward incorporare
by reference” information into their registration statements. As of December 2016, we estimate that
there were 473 closed-end funds that could qualify as seasoned issuers. T his is approximately 89 percent
of all closed-end funds (473/530 total closed-end funds). As a resut, closed-end funds would not need
to file a post-effective amendment simply to amend their existing registration statement to include

© An issuer would be ineligible, for example, if within the past three years it filed a bankruptcy petition or had an involuntary
bankruptey petition filed against it, was convicted of a felony or certain misdemeanors, entered into a judicial or
governmental decree relating to certain violations of law, or was subject to an SEC stop order.

G-
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updated financial staternents. Permitting closed-end funds to incorporate by reference in this manner

would save time and money by eliminating unnecessary filings and associated costs.

By way of illustration, consider the contrast between the registration process for additionat shares
currently applicable to a hypothetical large, seasoned closed-end fund with an active shelf registration
statement, on the one hand, and that of an operating company of similar size and experience, on the
other. Assume that both companies have a public equity float of at teast $700 mitlion and have made
timely filings with the SEC for the past year. The fiscal year for both companies ends on December 37
Neither company has engaged in conduct within the past three years that would make it ineligible to
rely on certain rules.

To use a shelf registration statement for the sale of securities, the audited financial statements therein
rmust not be more than 16 months old. Accordingly, for the ciosed-end fund, the fund’s lawyers must
draft a full registration statement as a post-effective amendment to the shelf registration, file the same,
await SEC staff comments, and resoive them. T his process could entail multiple filings. Then, the SEC
staff must declare the post-effective amendment effective, and do so before the 16-month period expires
in order for the fund to be able to sell securities registered on the shelf without interruption. T his
process entails not only substantial delays, but also legal and audit fees. T he fund’s attorneys, for
example, may charge fees for preparing each post-effective amendment and responding to SEC staff
comments. Each time the audited financial statements near the end of their 18-month lifespan, the
closed-end fund repeats the process.

In contrast, an operating company does not have to file a post-effective amendment to its registration
statement because it simply files its annual report with the SEC, as the law requires, and the financial
statements therein are automatically incorporated by reference in the shelf registration statement.
There are no additional legal or audit fees associated with a filing, and there is no additional time that is
spent for the review process.

Set forth in Appendix A is a more detailed, technical explanation of the registration process
amendments the Discussion Draft would require the SEC to make to current rutes under the 1933 Act,
the proxy rules, Regulation FD, and Form N-2 under the Investment Company Act.

C. Current Communications Process for Closed-End Funds

The federal securities laws regulate public securities offerings and impose certain requirements upon the
“offer” of a security. The term “offer” is interpreted broadly and covers several types of communications
regarding the security. 1 here are very specific requirements as to what information can be
communicated prior Lo the fiting of a registration statement, during the period between the filing of the
registration statement and its effective date, and after its effective date. Generally, when a security is
publicly offered, the issuer of the security must provide required disclosures about the security to
investors in the form of a full or “staturory” prospectus. Given the broad interpretation of the term
“offer,” the federal securities laws provide several exceptions to the statutory prospectus requirements
when the issuer or others make public communications about the security. Many of these exceptions

.7
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take the form of “safe harbors” under which a company, upon meeting certain conditions, can provide

information without having to deliver a statutory prospectus.

A closed-end fund primarily relies on Rule 482 under the 1933 Act to provide a broad range of
communications without having to deliver the statutory prospectus. Rute 482 does not impose any
limits on the types of information that may be included in the communication but, in certain instances,
does require specific legends and, when performance advertising is included, does require certain
disclosures. A closed-end fund may rely on Rute 482 only after it files a registration statement and must
file all Rule 482 communications with the SEC or FINRA. For purposes of the federal securities laws, a
Rute 482 communication is a prospectus, but it is deemed to be an “omitting” prospectus because it
does not include all information a statutory prospectus must corntain,

Absent a safe harbor or similar exception, Section 5(b)(2) of the 1933 Act requires a closed-end fund
that sells its securities during an offering to provide a purchasing investor with its statutory prospectus.

D. Reforms to the Cormmmunications Process

The Discussion Draft would provide a closed-end fund with greater flexibility regarding its public
communications. By making available to closed-end funds these additional safe harbors that operating
companies have relied on for years, the legislation could reduce the number of Rule 482 filings a closed-
end fund is required to make (and the attendant costs), reduce Hability risk, and facilitate the issuance
of communications during the period prior to filing a registration statement. T he safe harbors aiso
would provide legal protections to broker-dealers when issuing research reports on the closed-end fund.
Finatly, the safe harbors would allow a closed-end fund and uitimately, its shareholders, to save on the
costs of prospectus delivery under certain conditions.

Together these reforms would facilitate greater availability of information to investors and the market
and eliminate barriers to communications that have been made increasingly outmoded by technological
advances. Providing investors and the market with more information could make closed-end fund
offerings more attractive and spur additional investments. Eﬁminating these barriers also could reduce
expenses for closed-end funds and their shareholders, again spurring additionai interest.

A more detailed description of the communications safe harbors under the 1933 Act that would
become available to closed-end funds under the Discussion Draft is included in Appendix B.

E. Response to Potential Concerns

As noted above, former SEC Chair White weighed in on earlier legistative proposals nearly identical to
the Discussion Draft (but pertaining to business development companies). She concluded that the
provisions “do not raise significant investor protection concerns.” Nonetheless, we understand that
possible concerns have been raised regarding the Discussion Draft. Closer examination indicates that
none is well placed.
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The first concern is that closed-end funds that utilize automatic shelf registrations could register new
offerings without a full SEC staff review. While this is true, similar treatment for operating companies
appears to have worked well for over a decade. Moreover, all closed-end funds that would utilize these
provisions already will have filed a registration statement that the SEC staff has reviewed and declared
effective. Under the Investment Company Act, any change to an investment policy that a fund has
designated as fundamental would require shareholder approval, so the fund could not unilaterally
change such policies. |n addition, the Sarbanes-Oxley Act of 2002 requires the SEC staff to review each
reporting company at least once every three years, though the SEC staff review a significant number of
companies more frequently. 1 he SEC staff routinely comments on previousty made filings and, at
times, requires registrants to amend their filings in response to such reviews. | he SEC staff also can
issue stop orders to halt any ongoing offering. Fina!ly, closed-end funds——like all other issuers—
continue to be subject to the antifraud provisions of the securities laws. | he SEC can bring actions
against issuers for any false or misleading statements or omissions in the registration statement.

We understand that the question of SEC staff review may relate more specifically to closed-end funds
that are not traded on a public exchange and invest in very specialized, less liquid assets (e,g,, funds of
hedge funds).'® In this regard, the SEC staff already has implemented its own set of restrictions,
requiring that registered closed-end funds that are funds of hedge funds only sell their shares to
“accredited investors” and in minimum initial amounts of no less than $25,000. Accredited investors
are investors who earned income that exceeded $200,000 (or $300,000 with a spouse) in each of the
prior two years and reasonably expect the same for the current year or have a net worth of over $1
million either with or withour a spouse (excluding the value of the person’s primary residence).
According to the SEC, the category of “accredited investor” is “intended to encompass those persons
whose financial sophistication and ability to sustain the risk of loss of investment or ability to fend for
themselves render the protections of the [1933 Act’s] registration process unnecessary.”” Nothing in
the Discussion Draft would change the SEC staff-imposed accredited investor requirement {or
minimum initial investment), and we believe that, under these circumstances, those investors do not
need the protections of a furtner SEC staff review. Moreover, as discussed above, to be eligible to utilize
an automatic shelf registration, any non-exchange-traded closed-end fund would need to meet the
WKSI quatifications. '

The second concern involves whether the one-year period that the Discussion Draft affords the SEC to
amend the rules is a sufficient timeframe in which to propose and adopt changes. If new rules are not
adopted within that period, then a closed-end fund shall be entitled to treat the changes as having been
completed. We understand that one year is a tight rulemaking timeframe, but believe that such a

* Closed-end interval funds typicatly are not exchange traded, but they do not appear to be the subject of concern, Thesc
funds operate pursuant to Rule 23¢-3 under the Investment Company Act.

W See Reguiation D Revisions, Exemption for Certain Employee Berefit Plans, SEC Release No. 33-6683 (Jan. 16, 1987), 52
Fed. Reg. 3015,

2 With respect to any other type of non-exchange-traded closed-end fund (other than an interval fund or a fund of hedge
funds), we have not identified any such fund that would meet the WKSI qualifications.
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requirement is necessary and appropriate in the circumstances. When it adopted the 2005 SEC Rute,
the SEC expressed the view that, because closed-end funds and other registered investment companies
are subject to a separate framework governing communications with investors, “it would be more
appropriate to consider investment company issues in the context of a broader reconsideration of this
separate framework.”" Since the 2005 SEC Rule was adopted, the SEC has had more than 12 years to
consider a parallel framework for closed-end funds, but has not done so. We appreciate that the SEC
constantly must determine how to aliocate its limited resources among numerous competing (and
changmg) priorities. T his unavoidable reality may well explain why the SEC has not yet returned to this
matter. But it also suggests the odds are that the agency never will do so—absent direction from
Congress and a time limit such as that prescribed in the Discussion Draft. [t is for this reason that we
support Congressional direction in this area.

IV.  Proposats on Business Development Companies and Money Market Funds
A. Business Development Companies

Congress created BDCs as a specialized type of closed-end fund whose principal activities consist of
investing in, and providing “signiﬁcanc managerial assistance” to, small, growing, or financially troubled
domestic businesses, As originally conceived, Congress intended for BDCs to be publicly offered
venture capital funds and to stimulate small business growth through their capital investments and
“significant managerial assistance.” BDCs have grown in popularity since their creation in 1980 and
through their growth have provided needed financing and support to small and mid-sized businesses,
which can use this financing to fund job creation and new capital projects that boost economic growth.

Like other closed-end funds, BDCs are subject to substantial regulation under the federal securities
taws. The primary regulations, under the Investment Company Act, require BDCs to provide
“signiﬁcant managerial assistance,” which involves providing guidance and counsel about the
management, operations, or business objectives and policies of their portfolio companies or exercising a
controlling influence over the management of policies of portfotio companies.” Congress did not
intend BDCs to be passive investment vehicles like mutual funds. The [nvestment Company Act
accordingly requires a BDC to invest at teast 70 percent of its portfolio assets in cash {or high quality,
short-term debt securities), securities issued by financially troubled businesses, or certain securities

issued by “cligible portfolio companies” (generaily, small private companies).

Given their specialized investment focus, Congress provided BDCs with greater operating flexibility
than other closed-end funds or mutual funds. BDCs are subject to portions of the Investment
Company Act and are not required to register as investment companies. T he Investment Company Act
does, however, impose the same restrictions on their custody of assets as other investment companies

2005 SEC Rule, supranote 8, 70 Fed, Reg. at 44735,

¥ In addition, BDCs are subject to the reporting requirements under the Exchange Act and therefore must file annuat and
quarterly reporting requirements.
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and imposes different but significant restrictions on a BDC’s transactions with affitiates, among other
things. T he Investment Company Act also requires that a majority of the BDC’s directors or general
partrers be independent of the BDC'’s manager. Congress did, however, permit BDCs to incur greater
leverage than other types of investment <:ompanies15

Congress already has granted BDCs more flexibility to utilize leverage than other registered investment
companies. Consistent with that approach, the BDC legislative proposal would lower the asset
coverage requirement for senior securities, /., debt and preferred stock, to 150 percent from 200

percent. We do not object to this change.

The BDC iegistative proposal also includes provisions that would enable business development
companies to rety on the same offering and communications reforms that we support for closed-end
funds. Because business development companies are one form of closed-end fund that would be
required to meet identical criteria or conditions of the reforms before utilizing them, we support the
proposal for the same reasons we support the proposal for closed-end funds generally.

B. Money Market Funas

Since the early 1970s, money market funds have been a steady, predictable mainstay of finance. Todayl
over 54 million retail investors, as well as corporations, municipalities, and other institutional investors,
entrust some $2.7 trillion to money market funds as low-cost, efficient cash management tools that
provide a high degree of liquidity, stability of principal value, and a market-based yield. Money market
funds also serve as an important source of direct financing for state and local governments, businesses,
and financial institutions, and of indirect financing for households. Without these funds, financing for
all of these institutions and individuals would be more expensive and less efficient.

Money market funds owe their success, in large part, to the stringent regulatory requirements to which
they are subject under the federal securities laws—including, most notably, Rule 2a-7 under the
Investment Company Act. The regulatory regime under Rule 2a-7 has proven to be effective in
protecting investors interests and in sustaining their confidence in money marker fands as a valuable
tool for managing cash. 1 he SEC has modernized and strengthened the ruie from time to time as
circumstances have warranted (most recently in 2010 and 2074, as discussed below).

In light of money market funds’ experience in the financial crisis, and with the industry’s scrong
support, the SEC in 2010 approved far-reaching rule amendments that enhanced an already-strict
regime of money market fund regulation.'® The amended rules made money market funds more

' The Investment Company Act requires that BDCs retain 200 percent asset coverage for senior securities { /e, debt
securities and preferred stock)‘ For other closed-end funds, the asset coverage requirement is 300 percent for debt securities
and 200 percent for preferred stock.

¥ Money market funds in fact were the first part of the US financial system to be reformed in the wake of the financial crisis.
See Money Market Fund Reform, SEC Retease No. 1C-29132 (February 23, 2010), 75 Fed. Reg. 10060 (March 4, 2010).
Taking the initiative to respond quickly and aggressively to the events of falt 2008, ICl formed the Money Market Working
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resitient by, among other things, imposing new credit quality, maturity, and liquidity standards and
increasing the transparency of these funds,

The SEC amended Rute 2a-7 again in 2014, The 2014 SEC rules, which took effect on October 14,
2016, 1argely centered around two principal reforms.'” T he first reform requires prime institutional and
tax-exempt institutional money market funds to price and transact in their shares using “floating” net
asset values ("NAVs”). The new rules also require these funds to calculare their NAVs to four decimal
places. {(For a fund with a NAV of $1.00, that means calculating the NAV to one-hundredth of a
penny— i.e, $1.0000.) Government money market funds'? and retail money market funds'® may

continue to seek to maintain a stable NAV using amortized cost vatuation and/or penny rounding.

The second principal reform enables, and in certain cases requires, all non-government money market
funds (/.e., all prime and tax-exempt funds, whether institutional or retail) to impose barriers on
redemptions (so—cal ted liquidity fees and gates) during extraordinary circumstances, subject to
determinations by a money markert fund’s board of directors. Specifically, the new rules give a money
marker fund’s board the flexibiliry ro impose liguidity fees of up to 2 percent, redemption gates {a delay
in processing redemptions for up to 10 business days), or both if the fund’s weekly liquid assets have
dropped below 30 percent of its total assets. If a fund’s weekly liquid assets fall below 10 percent of its
total assets, the SEC rules require the fund o charge redeerning investors a fee of 1 percent of their
redemption, unless the fund’s board determines either that no fee, or a lower or higher fee (not to
exceed 2 percent), would be in the best interests of the fund.

The 2014 amendments required funds to make a number of significant operational changes on a very
aggressive timeframe. T hanks to substantial effort, planning, and execution within the industry, funds
were prepared L0 meet the new requirements on time and, as a result, the transition went srmoothiy.
When coupled with the 2010 SEC reforms, these new rules add layers of transparency and redundant
safeguards that more than adequately address any risks that may have existed in 2008. Indeed, so far-
reaching were these last two rounds of reforms that today’s money markert fund industry, as indicared in
the chart below, is dramatically different from that of 2008.

Group to study the money market, money market funds, and other participants in the money market, and the financial crisis
of 2007-2008. The March 2009 Report of the Money Market Working Group addressed these topics and advanced wide-
ranging recommendations for the SEC to strengthen money market fund regulation. See Investment Company Act, Report
of the Money Market Working Group {March 17, 2009), available at htwps.//www.ici.ora/pdt/por 08 mmwa.pdt. The

SEC’s 2010 amendmients incorporated many of the report’s recommendations.

V7 See Money Market Fund Reform, Amendrments to Form PF, SEC Release No. 1C-31166 (Juty 23, 2014), 79 Fed. Reg.
47736 (August 14, 2014),

® Government money market funds invest at least 99.5 percent of their total assets in cash, government securities, and/or
repurchase agreements that are collateralized by cash or government securities.

9 Retait money market funds have policies and procedures reasonably designed to limit all beneficial owners of the fund to
natural persons.
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Assets Migrated from Prime Money Market Funds and Tax Exempt Money Market Funds into
Gaovernment Money Market Funas in 2015 and 2016
Total net assets, billions of doliars, week-ended Wednesday, January 7, 2015~ October 25, 2017
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As the chart shows, in the two years leading up to the October 2016 effective date for the 2014 reforms,
large sums shifted from prime money market funds——both institutional and retail—to government
money market funds. According to weekly data, from January 7, 2015, to October 25, 2017, assets in
prime institutional money market funds dropped $740 bition. Over the same period, assets in
government institutional money market funds rose by a very similar amount, $785 biltion.

A similar, though more muted, shift occurred in retail share classes of money market funds. From
January 7, 2015, to October 25, 2017, assets in prime retail money market funds dropped $266 bitlion.
In addition, over the same period, assets in tax exempt money market funds—the vast majority of
which are held by retail investors—fell $137 bittion. Over the same period, assets of government retait
money market funds rose by $398 bitlion.

H.R 2319

The Consumer Financial Choice and Capital Markets Protection Act of 2017 (H.R. 2319) would
rescind many of the 2014 reforms including the requirement that prime institutional and tax-exempt
institutional money market funds float their NAVSs. In recognition of the importance of money market
funds to the global economy and to investors, [Cl and its members have closely monitored H.R. 2319
and other efforts to change money market fund regulatory requirements.
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Some 1CI members have expressed strong interest and support for the bill, believing that it will restore
investor choice and increase low-cost financing in the capital markets for business and municipal issuers
without amending Rule 2a-7. These members contend that H.R. 2319 wouid not require any industry
participant to change its current products. Rather, it would permit a sponsor to elect to continue to use
a fioating NAV under Rule 2a-7 for its non-government institutional money market funds or instead to
use amortized cost accounting to maintain a stable value for ail its funds.

Other ICH members urge that a third round of regulatory changes to money market funds is neither
appropriate nor desirable. They contend that their customers are content with the broad set of money
market fund investing options still available, that further changes run the risk of making the product
more confusing and less attractive, and that the money markets have adjusted to the reforms.

As a result of these strongly differing member views regarding H.R. 2319, IC1 takes no position on the
proposed tegistation.

| appreciate the opportunity to share these views with the Subcommittee, [Cl 1ooks forward to
continued engagement with Congress on these important matters.
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Appendix A: Registration Process Rule Amendments

Representative Hollingsworth’s discussion draft of the “Expanding Invesement Opporrunities Act”
(“Discussion Draft”) wouid amend the following rules under the Securities Act of 1933 (1933 Act”),
the proxy rules, Regulation FD, and Form N-2 under the Investment Company Act of 1940 to improve
the registration process for ¢losed-end funds.

Rute 405 under the 1933 Act (Well-Known Seasoned lssuer Status)

Under current Rule 405, “well-known seasoned issuers” or “WKSIs” enjoy a streamlined registration
process that gives them the flexibility to take advantage of market conditions when offering securities.
Specifically, WKSIs can file “automatic shelf registrations” that become effective immediately upon
filing without the SEC staff’s review and comment. This enables WKSIs to issue additional shares or
other securities more quickly, allowing them to take advantage of current market conditions. To qualify
as a WKSI, generally an issuer must have at least $700 million in common equity outstanding and have
timely filed required reports for the preceding 12 calendar months. In addition, the issuer within the
past three years must not have engaged in conduct, or be subject to a conviction, decree, or order, that
would make it ineligible.”? Closed-end funds currently are not eligibte for treatment as VWKSls.

The Discussion Draft would amend Rule 405 to allow closed-end funds to take advantage of it. | he
amendments would: {1} delete the current exclusion of registered investment companies from the
definition of WKSI: and (2) add Form N-2 {the form on which closed-end funds register securities
with the SEC) to the definition of “auromatic shelf registration statement.” (That definition specifies
which SEC registration forms a WKS! is permitted to use.)

Notably, closed-end funds that would qualify for WKSI status aiready will have filed registration
statements that have been through the SEC staff review process. T he staff thus would have examined
these funds’ investment objectives, assets, risk disclosures, and other matters that might affect
shareholder interests.

Rule 415 under the 1933 Act (Shelf Registration)

Rule 415 governs so-called “shelf registrations.” The Discussion Draft would amend Rule 415 in two
ways. First, it would require the rule to state explicitly that the shelf registration process is available to
any closed-end fund. Closed-end funds already utilize this process in retiance on two SEC staff no-
action letters,”! but it is entirely appropriate for the SEC to codify this time-tested regulatory treatment.
This would be a technical but important change.

% An issuer would be ineligible, for example, if within the past three years, it fited a bankruptcy petition or had an
involuntary bankruptcy petition filed against it, was convicted of a felony or certain misdemeanors, entered into a judicial or
governmental decree relating to certain violations of taw, or was subject to an SEC stop order.

# See Nuveen Virginia Premium Income Municipal Fund {pub. avail. Oct. 8, 2006); Pilgrim America Prime Rate Trust
{pub, avait. May 1,1998).
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Second, it would delete the requirement that a registrant using Form N-2 must furnish the
undertakings required by ltern 34.4 of Form N-2. Those undertakings obligate a closed-end fund,
among other things, to file a post-effective amendment to its registration statement to (a) update the
fund’s financial statements, (b) reflect marerial changes occurring subsequent to the registration
statement’s effective date, or (¢} include material information as to the fund’s plan of distribution not
previously disclosed in the registration statement. Filing a post-effective amendment (which woutd be
subject to SEC staff review and comment) in the context of a shelf registration would eliminate the
benefits of forward incorporation by reference, discussed below. Moreover, operating companies that
qualify to use forward incorporation by reference do not need to rmake these undertakings.

Form N-2 {Forward Incorporation by Reference

Currently, to incorporate information from other filings (such as shareholder reports) into its
registration statement, a closed-end fund must amend its existing registration statement after the filings
are made to specifically reference those filings. In other words, the fund must file a post-effective
amendment to the registration statement, which entails SEC staff review and comment.

The Discussion Draft would amend Form N-2 to allow a closed-end fund that meets the criteria to be
considered a “seasoned issuer” to incorporate by reference into its registration statement annual and
semi-annual shareholder reports that the fund files subsequent to the time the registration statement is
declared effective. | o qualify as a “seasoned issuer,” an issuer must have at teast $75 miltion in common
equity outstanding and have made timely periodic filings with the SEC for the preceding 12 calendar
months.

This amendment would greatly reduce the time and expense involved in preparing and updating closed-
end fund registration statements. And it would provide these benefits without diminishing investor
protection. Under the legislation, closed-end funds would be required to indicate in their prospectus if
they incorporate any rmaterial by reference, and to provide a legend indicating where and how such
materials can be obtained,

Rule 497 under the 1933 Act (Prospectus Fiting Obtigations)

Rute 497 governs the filing of investment company prospectuses and requires funds to fite final
prospectuses. The Discussion Draft would amend Rule 497 to simplify a closed-end fund’s prospectus
filing obligations. Under the amendments, a fund would be required to file only those prospectuses that
contain substantive changes from, or additions to, & prospectus previously filed with the SEC as part of
a registration statement—rather than “every form of prospectus” that differs in any way. These changes
would conform a closed-end fund’s prospectus filing obligations to those for operating companies.

Ruie 418 under the 1933 Act {Reports of the Registrant)

Rule 418 requires issuers to provide to the SEC “promptly upon request” reporrs or memoranda
relating to broad aspects of the business, operations or products of the registrant, which have beery
prepared within the past twelve months, but exempts operating companies that meet certain criteria
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from this requirement.” T he Discussion draft would amend the rule to provide closed-end funds that
meet the same criteria with an exception from this requirement, treating closed-end funds the same as
similar operating compasties.

Rule 14a-107 under the Securities Exchange Act of 1934 (Proxies)

Rute 14a-107 allows operating companies that meet certain criteria® to incorporate by reference into
proxy statements previousty filed documents, such as annual reports. The Discussion Draft amends the
proxy rules to extend to closed-end funds that qualify the same benefits that operating companies
already enjoy.

Rute 103 of Requiation FD (Reporting of Non-Pubtic Information

Regutation FD requires issuers (including closed-end funds) disclosing any materiat non-public
information to certain persons atso to disciose the information to the public, Public disclosure must be
made simultaneously, in the case of an intentional disclosure, and promptly, in the case of a non-
intentional disclosure. Rule 103 provides that any failure to make such disclosures should not affect
whether an issuer has complied with its reporting obligations under the Securities Exchar\ge Act of
1934. The Discussion Draft amends Rute 103 of Regutation FD to extend to closed-end funds this
technical retief, which currently is limited to operating companies,

% The exception extends o a wider range of entities than just WKSIs and seasoned issuers. 1t applies to any issuer that: (a)
has equity securities listed and registered on a national securities exchange; (b) has not sold securities amounting to more
than one-third of its outstanding securities in certain offerings over the provious 12 calendar months; and (¢} is not a shelt
company and has not been a shell company for at feast 12 caiendar months.

% These criteria are the same as those described in the preceding footnote.
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Appendix B: Communications Process Rule Amendments

Representative Hollingsworth's discussion draft of the “Expanding Investment Opportunities Act”
(“Discussion Draft”) would amend the foliowing rules under the Securities Act of 1933 (1933 Act”) to
improve the communications process for closed-end funds.

Rules 164 and 433 (“Free Writing Prospectuses”)

Rules 164 and 433 permit an operating company to utilize the “free writing prospectus” safe harbors. A
“free writing prospectus” is any written communication deemed ro be an offer of a security thar does
not meet the full requirements of a statutory prospectus set forth under the 1933 Act (including any
television or radio broadcasL)\

Rule 164 permits an issuer to use such a prospectus when it meets the conditions of Rule 433, Rute 433,
in part, allows a WKSI issuer to use a free writing prospectus at any time during an offering once the
registration statement has been filed, with no requirement to defiver a statutory prospectus with or in
advance of the free writing prospectus. | he safe harbor, among other things, requires that the issuer file
any free writing prospectus with the SEC prior to its date of first use. To qualify as a WKSI, generally
an issuer must have at least $700 miltion in common equity outstanding and have timely filed required
reports for the preceding 12 calendar months. In addition, the issuer within the past three years must
not have engaged in conduct, or be subject to a conviction, decree, or order, that would make it
inetigible.?

The Discussion Draft woutd permit a closed-end fund that meets the WKSI criteria to utilize free
writing prospectuses. Currently, many closed-end funds rely on Rute 482 under the 1933 Act to
provide communications to investors and prospective investors, which permits funds to use a broad
range of advertisements after a registration statement has been filed. White Rule 482 communications
could in theory be a satisfactory substitute for free writing prospectuses, Rule 482 includes filing
requirements (e.g, for certain electronic road show materials) that do not apply under Rute 433, The
additional filing requirements mean that closed-end funds must shoulder additional expenses as

compared to operating companies, with no clear justification.

Rule 134 (“Tombstone Ads™)

Under Rute 134, an operating company may make certain limited written communications regarding
an offering after a registration statement has been filed without causing the communications to be
considered a prospectus or free writing prospectus. | hese communications, known as “tcombstone ads,”
permit issuers to provide specified facts about the legal identity and business of the issuer, and
underwriters of an offering.

# An issuer would be ineligible, for example, if within the past three years, it filed a bankruptcy petition or had an
involuntary bankruptcy petition filed against it, was convicted of a felony or certain misdemeanors, entered into a judiciat or
governimenital decree refating to certain violations of law, or was subject to an SEC stop order.
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The Discussion Draft would amend Ruie 134 to permit any closed-end fund to use tombstone ads.
Registered funds currently can provide this sarme information in Rute 482 communications, but those
communications are subject to prospectus lability because the Rute 482 communications are deemed
to be prospectuses. Closed-end funds should have the same ability as operating companies to issue these
narrowly circumscribed communications that do not entail the added threat of prospectus liability.

Rutes 163 and 163A (Pre-Filing Communications)

Under Rule 163, WKSI may make oral or written offers prior to the filing of a registration statement.
I addition, Rute T63A provides a safe harbor to operating companies for any communication that is
made more than 30 days before the filing of a registration statement, when that communication does
not reference the offering that is or will be the subject of that registration statement. Although the
securities laws typically prohibit many types of communications before the filing of a registration
statement on the theory that they could “condition” the market or draw interest for the offering, the
SEC has deemed it appropriate to adopt safe harbors that permit operating company issuers to
communicate more freely to the public during these periods.

The Discussion Draft would permit a closed-end fund that is a WKSI to rely on Rule 163, and any
closed-end fund to rely on Rule 163A, to make pre-filing communications. Untike Rule 482, which
only provides a safe harbor for qualifying communications that follow the filing of a registration
staternent, these safe harbors would provide flexibility to a closed-end fund to communicate with the
public during the period prior to the filing of a registration statement,

Rules 168 and 169 (Factual Business Information)

An operating company may communicate certain information provided in the ordinary course of
business prior to or during an offering. Specifically, Rule 168 establishes a safe harbor for an issuer that
already is filing periodic reports with the SEC to continue to disseminate regularly released or factual
business information and forward-looking information prior to or during a registered offering. Rufe
169 establishes a similar safe harbor for an issuer that does not file periodic reports to disserninate
regularly released or factual business information (but not forward-tooking information) prior to or
during a registered offering. Both safe harbors define “factual business information” ro include
information about the issuer, its business or financial developments, or other aspects of its business, as
well as advertisernents, and require that the information must have been previously released in the
ordinary course of business.

The Discussion Draft would amend Rules 168 and 169 to permit a closed-end fund to communicate
certain factual business information about the closed-end fund, its business or other developments at
any time before or during an offering. Permitting a closed-end fund to rely on these safe harbors could
encourage the fund to issue more useful and timely reports regarding its business without the fear that
doing so couid subject it to liability {on the theory that it is making an offering of its securities without
first delivering a statutory prospectus).
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Rules 138 and 139 (Research Repaorts)

Broker-dealers that provide research on an operating company may rely on two safe harbors that
encourage the publication and distribution of research reports during an offering. Rute 138 permits a
broker-dealer participating in a registered offering to publish and distribute research reports about
securities of the issuer that are not the subject of the offering. (For example, it permits a broker-dealer
that is serving as an underwriter of an issuer’s current debr offering to write research reports about the
issuer’s common stock«) Rute 139 permits a broker-dealer that participates in a registered offering to
issue research reports specifically about the issuer and its securities or the issuer’s industry or sub-
industry under specified conditions. Under Rule 139, the issuer must qualify as a “seasoned issuer” and
the broker-dealer must distribute research reports in the regular course of its business,

The Discussion Draft would permit a broker-deater providing reports on a closed-end fund to relty on
the two research report safe harbors. Simitar to the factual business information safe harbors discussed
above, the research report safe harbors would encourage additional reporting about a closed-end fund
and its securities. As a closed-end fund often issues both common and preferred stock, permitting
broker-dealers to rely on the first safe harbor {under Rule 138} would aliow for more coverage of a
ciosed-end fund’s issuances.

Simitarly, the second safe harbor (under Rute 138}, which would be available only to closed-end funds
that meet criteria for “seasoned issuers,” might encourage broker-dealers to issue and distribute more
research reports about specific closed-end fund issuances or the closed-end fund’s industry or sub-
industry. To qualify as a “seasoned issuer,” an issuer must have at least $75 miilion in common equity
outstanding and have made timely periodic filings with the SEC for the preceding 12 calendar months,

Eartier this fall, Congress passed, and the President enacted, the Fair Access to Investment Research Act
of 2017. That Act requires the SEC to amend Rule 139 to permit broker -dealers providing reports on
“covered investment funds,” including exchange-traded funds, 1o refy on that safe harbor. Although
closed-end funds technically are within the definition of “covered investment fund,” the law seems to
have excluded broker-dealer reports about closed-end funds from its scope. | he Discussion Draft
would correct this flaw.

Rule 172 ang 173 (Prospectus Detivery)

Rute 172 permits a traditional operating company to meet its prospectus delivery obligations when it
makes a good faith and reasonable effort to timely file a final statutory prospectus with the SEC. The
rule also permits operating company issuers to deliver a written confirmation to shareholders without
treating the confirmation as a prospectus. Rule 173 permits each underwriter or broker-dealer
participating in an offering of an operating c:ompany’s securities to satisfy its prospectus delivery
obtigations by furnishing a notice within two business days after a purchase that states that the sale was
made pursuant to an effective registration statement or in a transaction pursuant to Rule 172,
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Operating companies, underwriters, and broker-dealers may rely on these rules to satisfy their
prospectus delivery obligations once the company’s registration statement is declared effective.

The Discussion Draft would enable a closed-end fund to meet its obligation to deliver a final prospectus
during an initial public offering or follow-on offering without having to deliver the prospectus.
Permitting a closed-end fund and underwriters and broker-dealers participating in an offering to utilize
these safe harbors will save funds and their shareholders the expense of delivering final prospectises.
Although a closed-end fund only is required to provide prospectuses during the offering period, which
typically Jasts 40 days after the offering begins, the expenses of meeting these obligations can be quite
significant. Moreover, permitting reliance on these safe harbors for closed-end fund offerings would put
them on an equal footing with traditional operating company offerings, which have availed themselves
of these two safe harbors since 2005,
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HARRMAN %‘limfd ,5[‘31[9 i’iBlIﬁE Uf 'fi(pl‘[SCIllﬂfiutis MAXINE WATERS, CA, RANKING MEMBER
Committre on Financial Services

1129 Rugburn Bouse Office Building
Washiagton, DE wns

September 14, 2017

The Honorable Jay Clayton

Chairman

U.S. Securities and Exchange Commission
100 F Street NE

Washington, DC 20549

Dear Chairman Clayton,

As you know, in 2014, the Securitics and Exch C ission {SEC) apy d a final rule to
require institutional prime money market funds (MMFS) to adopt market-based pricing and float the
fund’s net asset value (NAV). The final rule also authorized the boards of MMFs to impose liquidity fees
and redemption gates during periods of stress. The SEC’s final rule provided MMFs with two years to
comply with these new requi , which ulti ly became effective on October 14, 2016. The final
rule alse permits government and retail MMFs to use the method to seek and maintain a fixed NAV,

Some market participants and commentators have expressed the concern that the SEC’s 2014
MMF rule would result in the loss of short-term liquidity in the capital markets, particutarly in the
municipal securities market. With the experience of the past eleven months, we ask the SEC to review
the current fandscape for MMFs and the impact of the 2014 rule on both short-term corporate and
municipal financing. Specifically, we would welcome your views to the following questions:

1. What was the impetus behind the SEC’s 2014 money market reforms? How has the
implementation of these reforms addressed those issues?

2, Has the SEC conducted a comprehensive review of short-term lending, especiaily with regard
toMMFs, since the 2014 money market reforms became effective on October 14, 20167 If not,
does the SEC plan to conduct such a review?

3. How has the landscape for money markets funds changed since the approval of the SEC’s 2014
money market fund rules? Have there been significant shifts in these markets since the October
2016 effective date?

4. What concerns, if any, has the SEC heard in response to the implementation of the 2014 MMFR
reforms?

5. What impacts have the 2014 money market reforms had on short-term financing and liquidity?

6. What other market conditions or regulatory initiatives, if any, have impacted the market for
money market funds?

7. What would be the impact on prime and municipal MMFs if the SEC was to reverse its rule and
revert to a canstant $1.00 share price?
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Thank you for your attention to this important matter, Please respond in writing by October 2, 2017,

Sincerely,

CAROLYN MALONEY

[ontpn B Hotiney
" RankingMember i /
Subcommittes on Capital Markef,

Sccurities, and Investment

Subcommittee on Capital
Securities, and Investmen
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UNITED STATES
BECURITIES AND EXCHANGE COMMISSION
WASHINGTON. D.C. 20549

OFFICE OF
TRE CHAIRMAN

October 3, 2017

The Honorable Bill Huizenga

Chairman

Subcemmittee on Capital Markets, Securities, and Investment
Committec on Financial Services

U.8. House of Representatives

2129 Rayburn House Office Building

Washington, DC 20515

Dear Chairman Huizenga:

Thank you for your letter dated September 14, 2017 concerning the market effects to the
regulation of money market funds ("MMFs™) that the Commission adopted in 2014 and which
were fully implemented in October of last year, } appreciate your interest in this issue and share
your goal of preserving liquidity in the short-term funding markets and minimizing distuptions to
investors, markets, and market participants.

The Commission, in the 2014 release adopting the reforms, indicated that the impetus
behind the reforms was a concern that MMFs, as they existed then, could pose risks to investors
and the broader markets, particularly to the extent their features may have created a first-mover
advantage that incentivized investor runs during periods of market stress. The Commission’s
adopting release further noted the harm that can result from rapid investor redemptions during
periods of market stress, as the Reserve Fund’s Primary Fund “broke the buck™ and other prime
institutional funds experienced heavy redemptions — which in turn caused fund managers to
retain cash, thereby freezing shori-term financing markets, U ltimately; as the 2014 refease
deseribes, the Department of the Treasury intervened with its Temporary Guarantee Prograny —
extraordinary measures that helped quiet the market disruptions, Treasury was subsequently
prohibited by statute {from undertaking such measures in the future, thereby creating the need for
structural reforms to the markets to prevent such disruptions going forward.

Accordingly, the 2014 reforms included certain structural reforms designed to mitigate
run risk in MMFs. These included a floating NAV for all institutional prime (¢.g.. non-
government and retail) MMFs designed to address potential first-mover advantages. The reforms
also provide non-govemnment MMF boards new tools — Hquidity fees and redemption gates —
which are designed to help MMFs better manage any potential investor run should one oceur.

The staff have been closely monitoring the implementation of the 2014 reforms and
reviewing their impact on MMFs and the short-term funding markets. Based on their review and
analysis, the staff have shared the following observations,
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* As MMFs were implementing the 2014 reforms, there was a shift in assets of
approximately $1.1 riltion from prime MMFs into government MMFs, Despite this
reallocation, overall MMF assets remained largely stable (at about $3 trillion)
throughout this period and to date.

®  During this period, some short-term rates increased, though these rate increases have
since dissipated. The reallocation of assets from prime to government MMFs and
potential effects on yields in the short-run were possible consequences of the reforms
that were anticipated and discussed in the rule’s 2014 adopting release. At that time,
the Commission determined, however, that realizing the goals of the rulemaking
justified the reforms, despite the potential costs.

»  Since the October 2016 compliance date for the reforms, investor fund reallocations
have not significantly changed, with assets in both government and prime MMFs
largely stabilizing, The time period since the compliance date of the reforms has also
coincided with a rising interest rate environment, with the Federal Reserve raising
short-term interest rates several times over the last year. This has resulted in yield
increases for MMFs.

The staff have further informed me that, as the reforms went into effect, many fand
managers chose to realign their fund offerings and close certain funds, many of whose assets had
been shrinking during the extended fow interest rate environment. These changes have led to
some reductions in investment in prime and municipal MMFs, particularly when combined with
the reallocation of assets from prime to government funds that 1 mentioned above. To the extent
that MMF's experiencing outflows invested more heavily in certain types of assets than the
MMFs receiving inflows during this period, those types of assets could be experiencing
decreased demand from MMFs. Some market participants and corporate and municipal issuers
suggest that this d in d d for ial paper and short-term municipal securities
from MMFs and related increase in demand for government securities from MMFs is one of the
primary impacts of the 2014 reforms on the short-term funding market,

Tapp your questi ding the SEC p ially reversing the floating NAV
element of the 2014 reforms. It is difficult at this time, however, to predict what the impact on
prime and municipal funds would be if the Commission were to permit them again to use a stable
$1.00 NAV. While some investors might choose to leave government MMFs and return to prime
and municipal funds, such a shift also might not occur if investors newly appreciate prime and

icipal MMFs’ inh liquidity and principal stability risks and therefore choose to remain
in government MMFs. The MMF reforms were not fully implemented until October 2016, and I
am concerned that making major changes at this time could be disruptive to the short-term
funding markets. The Commission and its staff are monitoring the short-term funding markets
and MMFs’ activities generally, and will remain focused on the role MMFs play for investors
and the short-term markets,

Thank you again for your letter and for your attention to this important matter in our
capital markets. Should you wish to discuss these issues further, please do not hesitate to contact
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me at (202) 551-2100 or have your staf¥ contact Bryan Wood, Director of the Office of
Legislative and Intergovernmental Affairs, a1 (202) 551-2010.

Sincerely,

N

e Fyion
Lhairman
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Government Finance Officers Association
U.S. Conference of Mayors
National Association of Counties
National League of Cities
International City/County Management Association
Large Public Power Council
National Association of Health and Educational Facilities Finance Authorities
International Municipal Lawyers Association
National Council of State Housing Agencies
American Public Power Association

October 13,2017

The Honorable Michac! Crapo The Honorable Sherrod Brown
Chairman Ranking Member

Committee on Banking Committee on Banking

United States Senate United States Senate
Washington, DC 20515 Washington, DC 20510

The Honorable Jeb Hensarling The Honorable Maxine Waters
Chairman Ranking Member

Committee on Financial Services Committee on Financial Services
U.S. House of Representatives U.S. House of Representatives
Washington, D.C. 20515 Washington, D.C. 20515

Dear Chairmen Crapo and Hensarling, and Ranking Mcmbers Brown and Waters:

The organizations listed above, representing state and local governments, authorities and other public
entities, wish to express their support for H.R. 2319/S. 1117, The Consumer Financial Choice and
Capital Markets Protection Act.

Qur organizations have long opposed the Securitics and Exchange Commission (SEC) modifications to
SEC Rule 2a-7 of the Investment Company Act of 1940 that changed the net-assct-value (NAV)
accounting methodology for money market mutual funds (MMMF) from stable to floating. Our members
rely on the hallmark stable NAV feature in a varicty of ways. First, many governments have specific state
or local statues and policies that require them to invest in financial products with a stable NAV. The
policy reason for this is to ensure that public funds are appropriately safeguarded to best serve the

entity. Sccond, MMMFs with a stable NAV are the most commeonly used investment by state and local
governments. Forcing governments to find alternative investments to MMMFs creates additional risk for
public funds by driving them to potentially invest in other, less suitable products. Finally, non- MMMF
options may not meet liquidity standards required by their governments to meet cash management
policies and statutes. H.R. 2319/S. 1117 would cnable state and local governments to continue to use
stable NAV funds for their essential and critical investment needs.

In addition to the vital use of MMMFs as state and local government investments, it is important to note
that MMMF's are the largest purchasers of short term municipal securities. Due to the new SEC rules,
these funds have curbed their appetite for these securities, thus decreasing demand and increasing costs to
state and Jocal governments that issuc this type of debt. In fact, between January 2016 and July 2017, tax
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exempt MMMFs assets fell by 50 percent, from $254 billion to $135 billion, thereby dramatically
shrinking the funding pool available to municipal borrowers. Over 30 states lost at least $1 billion in
funding from tax-exempt MMMFs. At the same time, municipalities fortunate enough to continue selling
their debt to tax-exempt funds saw their borrowing costs increase by nearly double the Federal Reserve’s
rate increases over the same period. Those costs have increased even more for state and local
governments that can no longer sell their debt to MMMFs, and have to borrow from other investors or
replace the debt with bank loans.

Money market funds bave been utilized effectively in the past to both manage liquidity and provide a
reliable source of working capital to fund public services and finance continued infrastructure investment
and economic development throughout all economic conditions. This is particularly important today as
states and communities impacted by recent devastating hurricanes and other natural disasters scek to
finance rebuilding and recovery cfforts. We ask that you enact H.R. 2319/S. 1117 so that state and local
governments can continue to have unrestricted aceess to these safe and highly liquid capital markets tools.

Thank you again for considering this important legislation. We look forward to working with you and
supporting your efforts to help state and local governments on this and other regulatory and financial
matters of mutual interest.

Sincerely,

Emily Swenson Brock, Government Finance Officers Association, 202-393-8467

Larry Jones, United States Conference of Mayors, 202-861-6709

Jack Peterson, National Association of Counties, 202-661-8805

Brett Bolton, National League of Cities, 202-626-3023

Etizabeth Kellar, International City/County Management Association, 202-962-3611

Noreen Roche-Carter, Large Public Power Council, 916-732-6509

Chuck Samuels, National Assn of Health & Educational Facilities Finance Authorities, 202-434-7311
Chuck Thompson, International Municipal Lawyers Association, 202-466-5424

Garth Rieman, National Council of State Housing Agencies, 202-624-7710

John Godfrey, American Public Power Association, 202-467-2929
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2 Association of
Minnesota Countie

September 21, 2016

The Honorable Tom Emmer

United States House of Representatives
503 Cannon HOB

Washington, D.C. 20515

Dear Congressman Emmer:

The Association of Minnesota Counties (AMC] respectfully brings to your attention the looming impacts of an
amendment to Securities and Exchange Commission {SEC) rule 2A-7 and the adverse effects this move will

have on the investment value of municipal bonds for Minnesota counties.

As you may know, counties use tax-exempt debt to finance various capital and public works projects. In this

regard, money market funds {"MMFs") are signi purchasers of tax pt obligations, Starting in
October, we fear that once the net asset vaiue changes {rom a fixed sum to floating value—pursuant to the
new SEC rule—MMFs may no longer be interested in purchasing such debt. Without MMFs to purchase
municipal bonds, the cost of projects will be incrementally more expensive, limiting cur future growth and
adding a new cost to taxpayers. In addition, obtaining the lowest possible interest costs for tax-exempt
financing is an especially important tool to fund ceunty public works and other infrastructure projects and

Facility upgrades.

As such, we ask for your support of HR4218 to benefit not only Minnesota residents, butlocal governments,
business owners, developers, and the construction trades by preserving stable value money market funds for
public infrastructure investment, economic development, and growth. As a member of the US. House
Financial Services Committee, we know that you are in a unique position to request 2 hearing for this bill or to

relay Minnesota counties’ concerns to members of the committee,

Thank you for your attention to this issue, we greatly appreciate your consideration, Please feel free to

contact my office should you have any questions or requests for specific county information,

Sincerely,

07

julie Ring, Executive Director
Association of Minnesota Cotnties

JR: MH

125 Charles Avenue, Saint Paul, MN 55103-2108 | Main Line/$witchboard: 651-224-3344, Fax: 651-224-6540 | www.rancounties.ors
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State
Financial
Officers

FOUNDATIO

LOOoK

December 1, 2016

The Honorable Paul Ryan
Speaker of the House
United States Capitol
Washington, D.C. 20515

Dear Mr. Speaker:

As you work to complete the legislative activity of the 114% Congress, we ask that you include in that
process the expeditious enactment of H.R 4216, the Consumer Financial Choice and Capital Markets
Protection Act. This bipartisan legislation, and its counterpart in the Senate (5. 1802, sponsored by Senator
Pat Toomey) would address the significant unintended consequences of a Securities and Exchange
Commission (SEC) rule which is undermining business and public infrastructure investment, and crimping
state and Jocal government finances.

As members of the State Financial Officers Foundation (SFOF), we are dedicated to developing,
implementing and promoting conservative, fiscally responsible (“pro-growth”) public policies. Those
policies include maintaining efficient, Jow cost financing provided by money market funds, and

i access to a co ient and safe tool for obtaining market returns on cash in the management of
public money.

Unfortunately, both of those objectives have been severely undermined by an SEC rule adopted two years
ago, which went into effect six weeks ago. It requires institutional prime and tax-exempt money market
funds to be offered only with a floating net asset value (NAV). Under this rule, only funds investing solely
in U.S. government securities or offered only to certain retail investors who are “natural persons™ may
continue to use a stable NAV. This rule has fed to a run on prime and tax-exempt money market funds,
causing more than $1.2 trillion to no fonger be available for business and public infrastructure investment.
As a result, short-term intefest rates have risen to their highest levels since the financial crisis, issvers of
commercial paper have seen their cost of borrowing more than double, and issuers of municipal debt and
their borrowers have all seen their cost of short-term financing rise from, in some cases, below five basis
points last November to nearly 80 basis points today.

At the same time that the rule has caused our cost of short-term borrowing to rise dramatically, it has also
driven down our investment income. As a result of the floating NAV rule, yields o prime money market
funds are double that of government funds, but state and focal governments are unable to benefit from those
market rates of return on their short-term cash investments. This is reducing our projected revenue, making
it more difficult to fund public services,

Even though the implementation date of the SEC rule has passed, the negative impaets persist as
institutions continue to pull their investments out of prime and tax-exempt money market funds, leading to
more fund tiquidations and less private capital for our communities and businesses. Enactment of H.R.
4216 and S. 1802 is urgently needed to address this artificially created financial crisis caused by over-
regulation and a failure by the SEC to conduct realistic cost-benefit analyses.

We look forward to working with you, alongside the new Administration, to advance conservative, pro-
growth economic policies. Enactment of H.R. 4216 and S, 1802 would be a welcome step in that direction.

P.O. Box 9584 a Mission, KS 66201 A (866) 816-0873 & www siatefinancialofficers.com
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Sincerely,

Dt

Derek Kreifels, President
State Financial Officers Foundation

Sl Lo

Idaho Treasurer Ron Crane, Vice Chair
State Financial Officers Foundation

Arizona Treasurer Jeff DeWit

T A

Colorado Treasurer Walker Stapleton

o MbAl
Indiana Treasurer Kelly Mitehell

Kentucky Treasurer Allison Ball

Tonaldst 4 ekt

Nevada Controlier Ronald Knecht

%zizyzzi

South Carolina Treasurer Custis Loftis

G o t/.a» ey

Wyoming Treasurer Mark Gordon

Mississippi Treasuver Lynn Fitch, National Chair
State Financial Officers Foundation

North Dakota Treasurer Kelly Schmidt, Past Chair
State Financial Officers Foundation

W s Al

Arkansas Treasurer Dennis Milligan

Georgia Treasurcr Steve McCoy

R, Ectin

Kansas Treasutcr Ron Estes

./
g/
4 - /{ ey

(7

Maine Treasurer Terry Hayes

Clonal

Nevada Treasurer Dan Schwartz

Ol d? et

South Dakota Treasurer Richard Satigast

P.O. Box 9384 a Mission, KS 66201 a (866} 816-0873 & www.statefinancialofficers.com
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City of Ruincy
City Hall
Office of the Mayor

Thomas P. Koch
Mayor

September 21, 2017

The Honorable Stephen Lynch
2268 Rayburn HOB
Washington, DC 20515

Re: Support for the Consumer Financial Choice and Capital Markets Protection Act of 2017 (H.R.
2319)

Dear Representative Lynch,

As the Mayor of Quincy, a city that relies on a stable, low-risk municipal bond market, I respectfully urge
you to support LR 2319, The Consumer Financial Choice and Capital Markets Protection Act of 2017,
which would undo damaging new rules imposed on municipal money market fands (MMMFs) by the
Securities and Exchange Commission (SEC). I joined Governor Patrick, Treasurer Grossman, the
Massachusetts Municipal Association and others in opposing this rule in comments to the SEC when they
considered the rule in 2013 and 2014, and am extremely disappointed that they moved forward with it.

These regulatory changes require a floating net assct value (NAV) for MMMFs as opposed to the prior
fixed NAV of $1 per share. The low risk provided by the fixed NAV was an essential municipal financial
tool, and I am deeply concerned by the way these changes make municipal bonds less attractive to
investors, As municipal bonds became substantially less attractive to investors, municipal funds, a key
source of funding for state and local governments and their infrastructure projects, experienced a 50
percent decline since the implementation of the rule.

in our city of Quincy, municipal bonds are the financial backbone for what is the most ambitious urban
center redevelopment program in the Northeast, having provided for tens of millions of dollars in
infrastructure improvements.

HLR. 2319, which will allow these MMMEF's to regain the essential fixed net asset value, is vital to our city
of Quincy and cities nationwide. Thus, T again respectfully urge you to support this legislation.

Thank you in advance for your consideration.

Regards, K_’{//

‘Thomas P. Koch
Mayor

1305 Hancock Street, Quincy, MA 02169
617-376-1990 ~ mayorkoch@quincyma.gov
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City of Quincy
City Hall
Office of the Mayor

Thomas P. Koch

Mayor

September 21, 2017

‘The Honorable Elizabeth Warren The Honorable Edward Markey
United States Senate United States Senate

317 Hart Senate Office Building 255 Dirksen Senate Office Building
Washington, DC 20510 Washington, DC 20510

Re: Support for the Consumer Financial Choice and Capital Markets Protection Act of 2017 (8.1117)
Dear Senator Warren and Senator Markey,

As the Mayor of Quincy, a city that relies on a stable, low-risk municipal boud market, I respectfully urge
you to support Senate Bill 1117, The Consumer Financial Choice and Capital Markets Protection Act of
2017, which would undo damaging new rules imposed on municipal money market funds (MMMFs) by
the Securities and Exchange Commission (SEC). [ joined Governor Patrick, Treasurer Grossman, the
Massachusetts Municipal Association and others in opposing this rule in comments to the SEC when they
considered the rule in 2013 and 2014, and am extremely disappointed that they moved forward with it.

These regulatory changes require a floating net asset value (NAV) for MMMFs as opposed to the prior
fixed NAV of $1 per share. The low risk provided by the fixed NAV was an essential municipal financial
tool, and I am deeply concerned by the way these changes make municipal bonds less attractive to
investors. As municipal bonds became substantially less attractive to investors, municipal funds, a key
source of funding for state and local governments and their infrastracture projects, experienced a 50
percent decline since the implementation of the rule.

In our city of Quincy, municipal bonds are the financial backbone for what is the most ambitious urban
center redevelopment program in the Northeast, having provided for tens of millions of dollars in
infrastructure improvements.

$.1117, which will aliow these MMMF's to regain the essential fixed net asset value, is vital to our city of
Quincy and cities nationwide. Thus, 1 again respectfully urge you to support this legislation.

Thank you in advance for your consideration.

Regards,
Mayor

1305 Hancock Street, Quincy, MA 02169
617-376-1990 ~ mayorkoch@quincyma.gov
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i ASSOCIATION FORe
/"FP EINANCIAL
PROFESSIGNALS

November 2, 2017

The Honorable Jeb Hensarling The Honorable Bill Huizenga

Chairman Chairman

Commmittee on Financial Services Subcommittee on Capital Markets and GSEs
U.S. House of Representatives U.S. House of Representatives

Washington, DC 20515 Washington, D.C. 20515

The Honorable Maxine Waters The Honorable Carolyn Maloney

Ranking Member Ranking Member

Committee on Financial Services Subcommittee on Capital Markets and GSEs
U.S. House of Representatives U.S. House of Representatives

Washington, DC 20515 Washington, D.C. 20515

Dear Representatives Hensarling, Waters, Huizenga and Maloney:

On behalf of the Association for Financial Professionals (AFP), I am writing to request your
support for HLR. 2319, the Consumer Financial Choice and Capital Markets Protection Act,
which will be the subject of a Capital Markets Subcommittee hearing on November 3. This
legislation seeks to preserve business access to liquidity for cash management, and capital access
for business and public infrastructure investment.

As the global resource and advocate for the finance profession, AFP serves over 16,000 members
who manage and safeguard the financial assets of more than 5,000 U.S. organizations. Many of
our members are responsible for issuing short- and long-term debt and for managing the
corporate cash, 401k and pension assets of their organizations. In these fiduciary capacities, our
members rely on money market funds as both investors and issuers of debt.

Unfortunately, the flexibility, efficiency and lower cost that money market funds provide was
undermined by a Securities and Exchange Commission (SEC) rule that took effect in October
2016. The rule in question prohibits prime and tax-exempt money market funds operating on a
stable net asset value (NAV) basis from being offered to investors other than “natural persons.”
As a result, organizations that require stable value investments have been forced to shift their
short-term cash management needs out of these money market funds and into other types of
investments that do not support the capital access needs of businesses and communities.

As aresult of the implementation date of the floating NAV rule, the capital pool that is available
to business borrowers shrank by about $160 billion since the beginning of 2016, while many
businesses are pay higher rates to alternative lenders. At the same time, municipal entities and
non-government conduit borrowers, such as hospitals and universities, have seen their borrowing
costs increase from under 10 basis points to about 90 basis points over the same period.
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Our members prefer money market funds over other investment vehicle because they provide
liquidity, principal preservation, diversification, built-in credit analysis, and ease of accounting.
In addition, these funds are a key source of short-term financing for businesses to purchase
seasonal inventory, pay suppliers, and fund payroll and other expenses when cash outflows are
greater than inflows. Issuing short-term variable rate debt held by money market funds is
preferable to secured bank Joans for businesses because it provides more efficient and affordable
short-term financing, and allows businesses to invest more in job creating activities.

It is important that H.R. 2319 be enacted as quickly as possible to reverse the long-term damage
being done to the indispensable capital markets financing options provided by money market
funds. The legislation will provide accounting consistency in our global money funds market
while maintaining other recently adopted regulations regarding asset maturities, credit quality,
and transparency.

T appreciate your leadership in advancing H.R. 2319 as quickly as possible, and am available to
answer any questions or provide additional information.

Sincerely,

Ve

Voo kR
N

W/é/

Jeff A. Glenzer

Chief Operating Officer

Association for Financial Professionals
4520 East-West Highway, Ste. 800
Bethesda, MD 20814

301-961-8872

cc: Members of the House Financial Services Committee
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ASSOCIATIONOF .~ -
SCHOOL BUSINESS OFFICIALS

INTERNATIONAL

November 2, 2017

The Honorable jeb Hensarling The Honorable Bill Huizenga

Chairman Chalrman

Committee on Financial Services Subcommittee on Capital Markets and GSEs
U.S. House of Representatives U.S. House of Representatives

Washington, D.C. 20515 Washington, D.C. 20515

The Honorable Maxine Waters The Honorable Carolyn Maloney

Ranking Member Ranking Member

Committee on Financial Services Subcommittee on Capital Markets and GSEs
U.S. House of Representatives U.S. House of Representatives

Washington, D.C. 20515 Washington, D.C. 20515

Dear Representatives Hensarling, Waters, Huizenga, and Maloney,

The Association of School Business Officials international (ASBO) is an education association that, through its
members and affifiates, represents approximately 30,000 school business professionals. ASBO International
members are trusted stewards of taxpayers' investment in public K-12 education and represent every aspect
of school support services, including school finance, procurement, facilities management, human resources,
technology, transportation, and more. We are writing to ask for your support of H.R. 2319, the “Consumer
Financial Choice and Capital Markets Protection Act," and to urge the Finandial Services Committee to act on
this bipartisan legislation as quickly as possible,

H.R. 2319 would preserve access to an important source of capital and promote low-cost financing for school
facilities and other public infrastructure investments. As the financial leaders and facifity managers of school
districts, ASBO members depend on tax-exempt money market funds (MMFs) for readily available, low-cost
capital expenditure financing for school construction projects. Unfortunately, this financing option is no
longer feasible because of a Securities and Exchange Commission {(SEC) rule that took effect in October 2016.
The rule prohibits tax-exempt MMFs from operating on a stable net asset value (NAV) basis, and now must
operate on a floating NAV instead. This change has caused investors to flee tax-exempt funds, which has
unnecessarily raised the cost of financing schoot construction projects.

Tax-exernpt MMFs are among the largest purchasers of variable rate notes issued by or on behalf of school
districts and other educational institutions. They have a nominal long-term maturity, but the interest rate is
adjusted on a daily or weekly basis. As a result, schools districts across the country are able to undertake
long-term infrastructure projects at very low short-term rates. At the beginning of 2016, the cost of borrowing

11401 North Shore Drive | Reston, VA 20190 | Phone: 866.682.2729 | Fax: 703.708.7060 | asbointl.org
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at those adjustable rates was as low as a few basis points (BPS). Those rates have skyrocketed to about 90
BPS as a result of the SEC's floating NAV rule. By driving up the cost {and increasing the unpredictability) of
borrowing, the SEC rule is squeezing school district budgets and undermining district leaders' efforts to
provide safe educational facilities for our children to grow in and learn.

Please support H.R. 2319 so that we can preserve stable value MMFs as a viable, efficient, and cost-effective
source of financing school facilities and other important public infrastructure investments.

Thank you for your leadership on this issue, If you have any questions or would fike to discuss HR. 2319 in

further detail, please feel free to contact us at 866.682.2729.

Sincerely,

%m,w

John D. Musso, CAE, RSBA
Executive Director
ASBO International

11401 North Shore Drive | Reston, VA 20190 | Phone: 866.682.2729 | Fax: 703.708.7060 | ashointl.org
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Money Market Funds on Life Support
By Mercer Bullard | 10-03-12 | 06:00 AM | Email Article

Three years ago, I asked: Will Obama Kill Money Market Funds? He certainly is trying,
but the MMF industry is not going down without a fight. It scored a victory in round
one when SEC chairman Mary Schapiro gave up trying to persuade her fellow
commissioners to support reforms that the industry argues would, in effect, eliminate
MMFs as we know them. This battle has now moved to round two with Treasury
secretary Timothy Geithner's request to the Financial Stability Qversight Council to
pick up where the SEC has left off.

Geithner's request is probably more bark than bite. It would be imprudent for a
novice regulator such as FSOC to test its new powers in a fight with industry and
Congress (see Sen, Pat Toomey's comments) that it may fose. And if chairman
Schapiro leaves the commission, which some have predicted, her replacement may
take up MMF reform again, in which case FSOC action would not be needed.

At this point, the best bet might be that the SEC wiil revisit MMFs late this year or
early in the next and issue a request for data on the potential effect of additional
reforms. However, this will provide only a brief respite. Geithner has thrown down a
gauntlet that promises an epic showdown between the banking and securities models
of financial regulation that is likely to reach a boiling point in the next couple of
years.

Financial Crisis Fallout

The MMF battle is a residue of the financial crisis. In September 2008, the failure of
Lehman Brothers caused the Reserve Money Market Fund's per-share net asset value
to drop below $1. The Reserve Fund's "breaking a dollar," along with the other
stresses of the financial crisis, precipitated large withdrawals from that fund and
other MMFs. Before the run on MMFs could metastasize, the Treasury Department
announced that it would insure investors' MMF accounts, which calmed investors and
stopped the exodus.

Banking regulators insist that the MMF run proved that MMFs present systemic risk to
our financial markets. The Dodd-Frank Act of 2010 purported to address such
systemic risks in part by creating the banker-dominated FSOC, which has the
authority to brand nonbanks as systemically important financial institutions, or SIFIs.
If the FSOC declared MMFs to be SIFIs, then they would become subject to oversight
by the Federal Reserve.

Schapiro’s SEC responded to systemic-risk concerns by adopting fairly draconian MMF
reforms in 2010. Banking regulators were not satisfied, however, and demanded that
the SEC take more extreme measures.

http://news.morningstar.com/articienet/ Htm{Termplate /PrintArticle htm7time=01835972
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So Schapiro moved to propose further reforms that would require MMFs to choose
between: 1) allowing their NAVs to float like any other ultra-short-term bond fund, or
2} keeping up to 1% of assets in reserve and holding back 3% of investors' assets for
30 days when they make withdrawals. When three of the five SEC commissioners
declined to sign on, she criticized their decision in 2 public statement, which proveked
sharp responses from her colleagues (here and here). In a clear invitation to federaf
banking regulators, Schapiro wrote:

Other policymakers now have clarity that the SEC will not act to issue a
money market fund reform proposal and can take this into account in
deciding what steps should be taken to address this issue.

But Geithner is not letting her off the hook. He has asked the FSOC to make a formal
recommendation to the SEC to go back to work. He wants the FSOC to tell the SEC to
propose at least three MMF reforms: Schapiro’s two proposais cited above plus a third
under which MMFs wouid be subject to "liquidity and enhanced capital standards,
potentially coupled with liquidity fees or temporary 'gates’ on redemptions.”

In the event that the SEC does not get the message, Geithner also asked the FSOC to
initiate paraliel proceedings to declare MMFs to be SIFls, though the FSOC's authority
to do so is questionable. It may hesitate to court a legal showdown this early in its
tenure. As a last resort, Geithner threatened to use banking regulators’ existing
powers to beat MMFs into submission, such as by banning them from tri-party repo
transactions involving banks.

The same day that Geithner sent his letter, SEC commissioner Daniel Gallagher stated

in an interview that the floating NAV "is an_attractive option that I am likely to
support.” This seems a reversal of his August position that Schapiro's proposals:

were not supported by the requisite data and analysis, were unlikely to
be effective in achieving their primary purpose, and would impose
significant costs on issuers and investors while potentially introducing
new risks into the nation's financial system.

He has not said whether he would now provide the third vote for Schapiro’s proposal.

The Next Step

Some speculate that the Geithner letter and Gallagher switch will lead to a rule
proposal, but the next step is more likely to be a request for information. Gallagher
might not wish to flatly contradict his position that Schapiro’s rule amendments "were
not supported by the requisite data and analysis” and simply proposing them "could
have harmful consequences.” Also, collecting more data might temper increasing
concerns in Congress, where criticism_of SEC cost-benefit analysis has been heated,
while also improving the SEC's chances of surviving an inevitable legal challenge from
the MMF industry. The SEC's recent record in such court chalienges has been
abysmal.

http://ne: i com/articlenet/HtmiTemplate/Print, h 1835972
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Commissioner Luis Aguilar supports issuing a request for information, though he
might be less cooperative after having been thrown under the bus for opposing
Schapiro's proposal. After The New York Times gxcoriated him for opposing
Schapiro's plan, a popular blog reported that the "industry got to him" and cailed for
"replacing turncoat regulators" as a "top priority” for President Obama.

Ironically, Aguilar has actuaily been the current SEC's strongest investor advocate.
Indeed, he was the lone opponent of Schapiro's recent proposal to atlow hedge funds
(including unregulated MMF surrogates) to publicly offer their shares without
complying with any of the investor protections that apply to MMFs. Even Geithner
conceded in his letter that the SEC must consider the potential for MMF reforms to
drive cash to "unregulated cash-management products.”

The risks of MMF money flowing to hedge funds will only increase because the SEC's
proposal will alow them to engage in public advertising. The SEC has taken the
position that it is not required to consider the increased retail investor risk created by
letting hedge funds loose in the mutual fund space. However, it now may find it
necessary to consider the systemic risk of its hedge fund advertising proposal if it
expects its MMF reforms to survive.

The shoe yet to drop is the systemic risk created by driving MMF cash to banks,
rather than to hedge funds. Placing additional burdens on MMFs wilt undoubtedly
drive more cash to banks, over 3,000 of which have failed (compared with one retaif
MMF) since MMFs were first offered. Contrary to popular belief, banks pose risks for
savers. Just ask retail depositors in the failed--but “insured"--IndyMac Bank who lost
about 50% of their deposits above $100.000. They would have been far better off

with a 1% loss in the Reserve fund--which lost more money than any MMF in history.

Geithner wants the FSOC to focus on MMFs when it has not even gotten around to
declaring # American International Group {AIG)--the archetype of too-big-to-fail
systemic risk--to be a SIFL. He sees a huge threat in virtually risk-free MMFs while
proposing no steps to deal with the fact that four firms--% Bank of America (BAC), ®
Wells Fargo (WFC), ® Citigroup (C), and & 1.P. Morgan Chase (JPM)--control more
than half of all bank holding company assets.

It is banks, not MMFs, that are the epitome of the moral hazard model we should be
devising ways to dismantie, not encourage. The Dodd-Frank Act increased moral
hazard by raising the insured deposit limit from $100,000 to $250,000 (non-interest-
bearing accounts stilt have unlimited insurance), while doing nothing to shrink too-
big-to-fail banks. The hard question that the SEC should tackle, but that it is likely to
dedge, is whether driving MMF assets to banks would create more systemic risk, not
less.

The Ideological Divide

The MMF battle reflects the economist’s conceit that fixing the last crisis is simply a
matter of finding the right formula. Base! 111 will correct the deficiencies of Basel I1.
The Volcker rule will prevent speculative trading. The Titanic will never sink. And

http:/ /news.morningstar.com/articlenet/HtmiTemplate/PrintArticle. itm7time=01835572
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Schapiro's 1% capital reserve coupled with a 3% redemption holdback will prevent
another run on MMFs. No matter that a Fed study found that past bailouts of MMFs
have exceeded 6% of assets. After the next run, we will simply increase the reserve
requirement to 7%.

The ultimate solution to panics such as the MMF run of 2008 has been the same as
long as governments have coined money. Restoring confidence during financial panics
requires a reliable source of infinite liquidity. Currently, the markets believe that the
Fed has infinite liquidity (which depends entirely on the stranae foop of our believing
that it does).

Yet it appears that the only regulatory model under which banking regulators can
imagine resorting to the promise of infinite liquidity is their own, where taxpayer-
guaranteed deposits are invested by banks in illiquid, long-term, risky assets.
Notwithstanding the extraordinary safety record compiled by MMFs investing in liquid,
short-term, safe assets--backed by only an implicit government guarantee--banking
reguiators are only able to see the Reserve Fund's failure and the MMF run that it
triggered. MMFs' short-term asset structure has proved to be a better, safer way to
manage government-backstopped cash accounts than banks’ long-term asset
structure.

The MMF battle embodies the central ideological divide in financial-services
regulation. Banking regulation promotes the socialization of risk and thrives on
secrecy. Securities regulation promotes the decentralization of risk and thrives on
disclosure. Banking regulation places the highest value on a communitarian ethic of
systemic safety and soundness, whereas securities regulation exalts an individualistic
ethic of risk and reward. Banking regulation fosters the expansion of government
power while securities regulation inevitably weakens it. These are the battle fines in
the fight over the future of MMFs.

Mercer Bullard is president and founder of Fund Democracy, a mutual fund sharehotder advocacy
organization, an associate professor of law at the University of Mississippi Schoot of Law, a senior
adviser for financial planning firm Plancorp Inc., and a former assistant chief counsel at the Securities
and Exchange Commission. He has testified frequently before Congress on regulatory issues, He can
be reached at bullardm®funddemocracy.com.
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Delivered to the Staff of the
Securities and Exchange Commission
Coalition for September 6, 2017
Small Business Growth

Request for Guidance Related to Disclosure of BDC
Expenses by Acquiring Funds

The purpose of this paper is to request guidance from the Securities and Exchange
Commission’s Division of Investment Management related to disclosure requirements that
inadvertently cause potentially misleading and inaccurate disclosures of fees by mutual funds
and other registered funds when those funds invest in publicly traded business development
companies (“BDCs"). The issue arises in the context of amendments to investment company
registration forms adopted by the SEC in 2006.! The amendments require each fund registered
under the 1940 Act to include in its prospectus fee table its pro rata share of any expenses of the
shares it has purchased of another fund. These “acquired fund fees and expenses™ (commonly
referred to as “AFFE”) are included as a separate line item in the acquiring fund’s fee table.

The application of this disclosure requirement to BDCs distorts and overstates the
expenses of mutual funds and other registered funds when those funds invest in BDCs. We
request that the SEC staff treat BDCs like similar investment vehicles and issue guidance stating
that the AFFE requirement does not apply to investments in BDCs. The guidance can be issued
quickly and efficiently in the form of an FAQ, which we propose at the end of this paper.

Neither the proposing release nor the adopting release for the AFFE rule made any
reference to the AFFE disclosure applying to a registered fund’s purchase of shares of a BDC.

We understand that, after the fact, the staff applied the AFFE rule to BDCs, but the staff did so

See Fund of Funds Investments, Investment Company Act Release No. 27399 (June 20,
2006), available at: http://www.sec.gov/rules/final/2006/33-8713.pdf.



124

without providing any robust explanation or justification for their inclusion and despite the fact
that the staff did not apply AFFE disclosure to very similar investment products, such as real
estate investment companies (“REITs™). More importantly, the staff applied the AFFE rule
relating to BDCs without considering the effect of such application on investors or the BDC
market.

The application of the AFFE rule to BDCs has resulted in grossly overstated expenses of
funds that invest in BDCs, and as a result, misleading information is being disseminated to fund
shareholders. This is because, as we explain in more detail below, the fees and expenses of
BDCs already are reflected in the share price of the BDC. Adding those fees to fund disclosures
double-counts those fees. To make matters much worse, the AFFE disclosure has resulted in an
effective ban on BDCs from most indices. This consequently has restricted the market for
BDCs, has limited institutional ownership of BDCs and has reduced investor choice for these
beneficial investment options.

We urge the staff of the Division of Investment Management to issue guidance, like it has
done for REITs and other similar investment products, clarifying that the AFFE rule does not
apply to investments in BDCs. The guidance will result in more accurate expense information
being provided to investors. It also will help attract institutional ownership of BDCs. This will
benefit investors and the capital markets by allowing BDCs to provide greater support for capital
formation and capital deployment to lower and middle-market companies. It also will promote
beneficial corporate governance practices.

Below we explain the benefits BDCs provide to investors and the markets. We then
summarize the SEC’s stated policy goals for adopting the AFFE rule and we explain, in light of

these goals, the policy rationale for excluding BDCs from the AFFE disclosure. We also explain



125

the harm that the AFFE rule has caused to constituents in the BDC marketplace. Finally, we
provide recommended language for staff guidance to remove BDCs from the AFFE rule
disclosure requirement.

1. BDCs Benefit the U.S. Economy and Investors

Congress established BDCs in 1980 to make capital available to small, developing, and
financially troubled companies that do not have ready access to the public capital markets or
other forms of conventional financing.? BDCs must invest a certain amount of their assets in
eligible portfolio companies, typically US issuers that are either privately owned or have less
than $250 million in market capitalization.?

While not limited to debt investments, BDCs” primary role in the economy to date has
been to provide debt financing to companies, primarily in the small and middle-markets, that
may find it difficult to obtain traditional bank financing. These small and medium sized
businesses are vital to promoting job formation and growth of the U.S. economy as a whole.

This role has only increased in recent years as banks have pulled back from middle-
market lending in the face of stricter post-financial-crisis capital requirements. As their statutory
mandate contemplated, BDCs have sought to expand their role and fill this void. They have had
some success, managing over $50 billion as of April 1, 2017, while the number of publicly-
traded BDCs has grown to more than 50 as of that same date. A supportive equity market, in the

form of access to retail and institutional investors, is critical to fully realize Congress’s goal in

2 Small Business Investment Incentive Act of 1980, H.R. 7554, 96th Cong. (1980),
amending the Investment Company Act of 1940.

U.S. Securities and Exchange Commission, “Definition of Eligible Portfolio Company
under the Investment Company Act of 1940, Amendments to Rule 2a-46™ (May 15,
2008).
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creating BDCs, and the stalf”s application of the AFFE rule has inadvertently limited BDCs’
potential to do just that.

To give just one example, Ares Capital Corporation (“Ares™), invested in OTG
Management, Inc. (“OTG"), a founder-owned operator of full service sit-down and quick service
restaurants, bars, lounges, gourmet markets, and news and gift shops in U.S. and Canadian
airports. OTG had been awarded a contract to build and operate the food and beverage
concessions at the new Terminal 5 at New York’s JFK International Airport. As a small
company with limited operating history, OTG had been unable to obtain financing from
traditional lenders. Ares stepped in to provide OTG with much-needed capital, as well as
management expertise and support, to assist OTG in continuing to grow its business. BDCs have
the potential to create far more success stories, like OTG’s, but the AFFE rule is hampering their
ability to do so.

In addition to their unique and valuable capital formation role, investments in BDCs
provide many benefits to investors. Investors frequently find BDCs to be attractive and
diversified investments, particularly in the current low interest rate environment. BDCs provide
access to an asset class typically only accessible to institutional and wealthy investors through
private funds, and they provide access to such investments in a liquid structure through exchange
traded shares. BDCs pay out strong dividends, making them attractive to income-seeking
investors, such as retirees. And they accomplish this in an efficient, flow-through tax structure.

2. The SEC’s Policy Rationale for Adopting the AFFE Rule Does not Apply to
BDCs

When adopting the AFFE rule, the SEC stated that its primary goal was to provide
investors with a greater understanding of the actual costs of investing in a fund whose

investments included shares of other “traditional investment funds,” as some of those other funds
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have their own expenses that may be equal to or higher than the acquiring fund. The SEC further
stated that the disclosure requirement would allow investors to compare their investment
opportunities, such as investing in alternative funds of funds or traditional funds.

The SEC’s policy goals do not apply to the operational expenses of a BDC. AFFE
disclosure regarding investments in BDCs misleads investors — it does not provide them greater
understanding about the cost of investing in funds that invest in BDCs. And AFFE rule
disclosure relating to BDCs does not result in an investor’s ability to compare investment
opportunities. Instead, the AFFE rule requires a double-counting of BDC operating expenses.

a. BDC “fees” are just like an operating company’s expenses

At the heart of the issue is a need to avoid confusing the fees of a BDC, which is nota
traditional investment fund, with the expenses of a mutual fund or other traditional investment
fund. The fees of a BDC are a component of its operating costs, like the compensation expense
of traditional operating companies which is not required to be included under the AFFE rule
disclosure requirements.

BDCs are registered under the Securities Act of 1933 and the Securities Exchange Act of
1934, and are subject to all registration and reporting requirements under those two statutes.
Similar to other operating companies, BDCs must file periodic reports, including Form 10-Ks
and, Form 10-Qs, which include the BDC’s statement of operations and other financial
statements. A BDCs fees are reported on its statement of operations as expenses. These
expenses include compensation, real estate and other operating expenses. The statements of
operations calculates a BDC’s net investment income as the difference in revenues minus these

operating expenses. The BDC’s net asset value (NAV) is reported on the statements of assets
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and liabilities and is calculated as total assets minus total Habilities. The information reported on
these financial statements have a direct influence on a BDC’s trading price.

A BDC’s fees and expenses, furthermore, are not direct costs paid by the acquiring fund’s
shareholder. They are not used to calculate the acquiring fund’s net asset value. They have no
impact on the costs associated with the operations of the acquiring fund. They also are not
included in the acquiring fund’s financial statements, which provide a clearer picture of the
acquiring fund’s actual operating costs.

b. The AFFE rule requires a double-counting of a BDC’s expenses and results
in misleading disclosure

Long-established, traditional valuation techniques dictate estimating a firm’s intrinsic
value by valuing the assets in its portfolio. The typical approach is to conduct a discounted cash
flow analysis to value all the assets in the portfolio. As outlined by one of the foremost
authorities on valuation, Gaughan et al., “The discounted future cash flows approach to valuing a
business is based on projecting the magnitude of the future monetary benefits that a business will
generate.™ The earnings or cash flows for each asset, which are calculated net of expenses, are
discounted back to present value to determine the intrinsic value of the firm. Public share prices
reflect a firm’s intrinsic value. According to Koller et al., another authority on valuation,
“Valuation levels for the stock market as a whole clearly reflect the underlying fundamental

performance of companies in the real economy. . .. Our studies indicate that, in most cases and

4 Patrick A. Gaughan “Valuation” in Mergers, Acquisitions, and Corporate Restructurings

(Hoboken, NJ: John Wiley & Sons, Inc., 2007) p. 535.
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nearly all the time, managers can safely assume that share prices reflect the markets’ best
estimate for intrinsic value.”™

When an acquiring fund purchases a mutual fund, shares are purchased at the acquired
fund’s NAV. The NAV reflects the portfolio asset values but does not capitalize the present
value of the future management fees, and these future management fees will represent a
reduction in the investor’s returns. When an acquiring fund purchases a BDC at its market price,
however, that price effectively capitalizes future expenses. The BDC’s trading price will already
reflect its operating expense structure, which in turn will reduce the total return of the acquiring
fund’s investment in the BDC. Reflecting these expenses again under the AFFE rule results in
double-counting a BDC’s expenses, and hence the AFFE rule disclosure requirements will result
in significantly overstating acquiring fund expense ratios.

Disclosure in a recent Vanguard prospectus illuminates the point.® In providing a
rationale for an acquiring fund’s expense ratio, the prospectus explained, “Like an automaker,
retailer, or any other operating company, many BDCs incur expenses such as employee salaries.
These costs are not paid directly by a fund that owns shares in a BDC, just as the costs of labor
and steel are not paid directly by a fund that owns shares in an automaker.”™ The Vanguard
prospectus went on to say that an acquiring fund is nevertheless required to include BDC

expenses in an acquiring fund’s expense ratio, and to explicitly state that “the expense ratio of a

5 Tim Koller, Marc Hoedhart, and David Wessels, “Market Value Tracks Return on
Invested Capital and Growth” in Valuation (Hoboken, NJ: John Wiley & Sons, Inc.,
2010), p. 326.

Vanguard Explorer Value Fund Prospectus, “Plain Talk About Business Development
Companies and Acquired Fund Fees and Expenses™ (December 22, 2016).

7 Id.
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fund that holds a BDC will thus overstate what the fund actually spends on portfolio
management, administrative services, and other shareholder services by an amount equal to these
Acquired Fund Fees and Expenses.”® As demonstrated by the Vanguard disclosure, including
BDC expenses in an acquiring fund’s fee ratio overstates the acquiring fund’s expenses and
provides misleading and inaccurate information to investors.

The Market Vectors BDC Income ETF (Ticker: BIZD), which tracks an index comprised
almost entirely of BDCs, provides another example of how the AFFE rule forces an acquiring
fund to overstate its expense ratio.’ As reflected in the ETF’s fee table in its most recent
prospectus, the ETF s management fee is 0.40%, the ETF s other expenses are 0.18%, while its
acquired fund fees and expenscs are 8.79%, resulting in a gross operating expense ratio of
9.37%.'% That number massively overstates the fund’s actual gross expenses of 0.53%, as
reflected in the ETF s annual report for the fiscal year ended April 30, 2016 (the period reflected
in the ETF’s fee table). The AFFE rule’s applications to investments in BDCs required a
dramatically large overstatement of this fund’s expenses in its prospectus, and therefore a
significant financial disclosure discrepancy.!!

This example shows the distortion of an acquiring fund’s reported expenses when it is
required to include BDC expenses in its AFFE rule disclosure, and calls into question the

usefulness or validity of such disclosure to acquiring fund shareholders. Another example is the

8 Id. (emphasis added)

Market Vectors BDC Income ETF Summary Prospectus (September 1, 2016), available
at: https://www.vaneck.com/etf/income/bizd/overview/

10 1d

i Van Eck Vectors ETF Trust Annual Report (April 30, 2017), available at:
https://www.vaneck.com/etf/income/bizd/overview/



131

impact on the Russell 2000 Index. In 2013, before they were removed from that index, BDC’s
represented roughly 1.2% of the Russell 2000 Index. Though they represented only a very small
portion of the index, inclusion of BDCs increased the expense ratio of the overall index by 25%
(from 20 to 25 basis points).'> If operating companies were the subject of AFFE disclosure, they
would have a similarly distortive effect.

c. The staff should treat BDCs the same as REITs and certain other non-
traditional investment vehicles for purposes of the AFFE rule

BDCs operate almost entirely the same way as REITs. This makes sense because BDCs
essentially modeled themselves structurally after REITs. Like REITs, BDCs operate a portfolio
of financial assets (loans for BDCs, real estate for REITs) that requires sourcing and managerial
expertise. Both REITs and BDCs are characterized as nontraditional investments that are
designed to provide yield to investors, they are taxed identically under Subchapter M of the
Internal Revenue Code, and, due to these similarities, they are often accepted in the same
distribution channels.'

The AFFE rule is not applied to an acquiring fund’s investment in securities issued by
REITs, even though their fee and expense structures are materially identical to BDCs. We know
of no sound policy rationale for treating REITs and BDCs differently for purposes of the AFFE
rule— both should be excluded because they function like operating companies, not traditional

investment vehicles that were at the heart of the SEC’s policy rationale for the requirement.

12 Wells Fargo Securities Equity Research, “The 1Q17 BDC Scorecard” (January 18, 2017).

13 See Cynthia M. Krus, Esq. and Owen J. Pinkerton, Esq., “How Are REITs and BDCs
Different?” FYI: Timely Insights by the Real Estate Investment Securities Association
(REISA) (August 2012 Vol. 7, Issue 3). available at:
https://www.adisa.org/MediaLibraries/REISA/Images/.../FYI-August2012.pdf



132

10

Almost immediately after adoption, the AFFE rule caused some confusion as to whether
it applied to certain investments other than mutual funds and other traditional investment
vehicles. Like our request for BDCs, other non-traditional investment vehicles have sought and
obtained guidance that the AFFE rule does not apply to investments in them. The Investment
Management Division issued FAQs discussing the disclosure of fund of fund expenses by mutual
funds.'* In response to “Question 17 of the FAQs, for example, the staff stated that requirements
of the AFFE rule were not applicable to “collateralized debt obligations [“CLOs™}, or other
entities not traditionally considered pooled investment vehicles.” The structure of CLOs are
similar to that of BDCs in many ways. Like BDCs, CLOs are comprised of loan assets and
distribute substantially all of their interest income from the such oans to investors. Despite the
similar business models of CLOs and BDCs, BDCs were not included in the exception provided
to CLOs in Question 1 of the AFFE FAQ.

d. There is no evidence that the SEC intended to apply the AFFE rule to
investments in BDCs

We believe that BDCs never were the intended target of the SEC’s AFFE rule. Atthe
time the AFFE rule was proposed, the BDC market was exceptionally small —there were only
five significantly sized BDCs in 2003, when the SEC proposed the AFFE rule. In 2003, BDC
assets under management were less than $5 billion, but they have grown to over $50 billion in
2017. This likely explains why the SEC did not analyze the impact on BDCs and why the

limited number of BDCs in existence at the time failed to provide any comments on the rule

14 SEC Staff Responses to Questions Regarding Disclosure of Fund of Funds Expenses (last

modified May 23, 2007), available at:
https://www.sec.gov/divisions/investment/guidance/fundfundfaq.htm.
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proposal.”® There appears to have been little understanding of the implications of the AFFE rule
on BDCs because the BDC marketplace was new and the impact of the rule on BDCs was not yet
clear. BDCs might have commented if they had understood that the rule would be an effective
ban on BDCs from most indices.

Regulatory agencies have been directed by executive order to revisit and revise
regulations that are unnecessary or ineffective, that eliminate jobs or inhibit job creation, or that

16 The application of the AFFE rule to BDC investments meets

impose costs that exceed benefits.
all these criteria.
3. The AFFE Rule Has Reduced BDC Access to Capital and Liquidity

The AFFE rule’s application to BDCs has created significant problems for BDCs in the
capital markets and specifically has resulted in a substantial decline in institutional ownership.

First, the inclusion of BDC expenses in an acquiring fund’s AFFE rule disclosure has
negatively affected traditional institutional investment in BDCs (primarily mutual fund
investments) due to the unnecessary consolidation of all the expenses of a BDC investment into
the acquiring fund’s expense ratio. This makes it very challenging in a competitive mutual fund
environment for portfolio managers to consider investments in BDCs because a large emphasis is

placed on reported mutual fund expenses.!”

Comments on Proposed Rule: Fund of Funds Investments available at:
http://www.sec.gov/rules/proposed/s71803.shtm].

Presidential Executive Order on Enforcing the Regulatory Reform Agenda, Executive
Order 13777 (February 24, 2017).

Wall Street Journal, “Fees on Mutual Funds and ETFs Tumble Toward Zero™ (January
26,2016).
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Second, in 2014 the MSCI, Russell and S&P indices all removed BDCs from their
respective indices primarily because of the AFFE rule disclosure requirement.’® In all, the
decisions by these index providers affected more than 30 BDCs, and BDC index performance in
2014 showed a negative result.’® The removal of BDCs from these prominent indices has further
reduced institutional share ownership in BDCs which has resulted in reduced BDC share
liquidity and increased capital raising costs. Access to the capital markets is of particular
importance for BDCs, because they are limited in their ability to retain capital. This is because
BDCs are required to distribute a minimum of 90% of their taxable earnings annually and, as a
practice, they typically pay out dividends at a relatively stable level.

The impact on the total number of public BDCs and their assets under management
(“AUM™) as a result of their removal from the MSCI, Russell and S&P indices in 2014 is
palpable, as the chart included as Attachment A shows. The steady growth in the number of
public BDCs for more than a decade prior to 2014 has flattened since that time. In addition, the
chart also shows that while AUM grew rapidly starting in 2010, it has declined during the last
two years.

After the exclusion of BDCs from the MSCI, Russell and S&P indices, institutional
ownership of BDCs also declined significantly. Earlier this year, one of the most respected
research analysts on the BDC sector examined voting participation rates in BDCs and concluded

that retail shareholders get better governance from the BDCs they’re invested in when the BDCs

See Removal of BDCs from Indices May Reduce Equity Access, Fitch Ratings (March
13, 2014) available at:
https://www_fitchratings.com/gws/en/fitchwire/fitchwirearticle/Removal-of-
BDCs?pr_id=823651.

19 CEFA’s Closed-End Fund Universe (December 31, 2014).
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have strong/significant institutional ownership.2® Conversely, governance suffers when

institutional ownership is lower. Institutional investment is imperative for providing access to

capital for BDCs, which in turn supports the liquidity of BDC shares, leads to improved

corporate governance, and provides greater protection for all BDC shareholders, both retail and

institutional.

4. The Staff Should Amend the AFFEs Rule FAQ to Exclude BDCs

The most efficient and direct way to remedy the disparate treatment of BDCs is simply to

amend the AFFEs Rule FAQs to exclude BDCs. Our proposed AFFEs Rule FAQ is as follows:

Question 9

Q: Although REITs are not excluded from the definition of “investment company” under
sections 3(c)(1) and 3(c)(7) of the Investment Company Act, and are instead excluded
under section 3{c)(5), AFFE disclosure requirements do not apply to REITs. Like REITSs,
BDCs operate a portfolio of financial assets (loans for BDCs, real estate for REITs) that
requires sourcing and managerial expertise, and their fees and expenses are materially
identical to those of REITs. Does instruction 3(f)(i) to Item 3 of Form N1-A require an
Acquiring Fund to disclose fees and expenses associated with investments in BDCs?

A: No. Like REITs, BDCs are not considered to be traditional pooled investment
vehicles of the type targeted by the AFFE disclosure requirements.

Wells Fargo Securities Equity Research, “The 1Q17 BDC Scorecard” (January 18, 2017)
(“lower institutional ownership led to a much less engaged shareholder base, which, in
turn, led to much less corporate governance on behalf of retail investors. . .. Large
institutional investors are often much better about actively vetting corporate/board
proposals).”
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SUBCOMMITTEE ON CAPITAL MARKETS, SECURITIES, AND INVESTMENT

3 NOVEMBER 2017

SUBMITTED BY THE COALITION FOR SMALL BUSINESS GROWTH

Chairman Huizenga, Ranking Member Maloney, Members of the Subcommittee,

The Coalition for Small Business Growth (CSBG) thanks you for the opportunity to submit this
written statement for the record for the 3 November 2017 hearing before the House Financial
Services Committee entitled, “Legislative Proposals to Improve Small Businesses” and
Communities’ Access to Capital.” CSBG is a national advocacy group composed of small
business, financial institutions and law firms from around the country focused on protecting and
expanding access to capital for small and mid-sized businesses in the U.S.

Today’s hearing comes at a critical time for America’s Main Street businesses. In the aftermath
of the financial crisis of 2008, large banks have retrenched from lending to small businesses.
Stunningly, according to the Wall Strect Journal, small business lending from the 10 largest
banks collectively decrcased 38% from 2006 to 2014,' while those institutions continued to grow
in asset size. Fortunately, America’s small businesses have had other options to keep them afloat
and grow: business development companies (BDCs).

BDCs are closed-end funds that provide capital to small- and middle-market companies, while
allowing ordinary investors to finance startups — effectively “Main Street funding Main Street.”
Congress created BDCs in 1980 following a period of economic turmoil similar to the Great
Recession. BDCs make direct investments in smaller, developing American businesses,
providing access to capital for companies that may not be able to access capital from traditional

! https://www.wsi.com/articles/big-banks-cut-back-on-small-business- 1448586637
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sources, such as banks. Importantly, a BDC is required by law to offer “significant managerial
assistance” to any portfolio company invested in eligible assets.” They are also regulated by the
Securities and Exchange Commission under the Investment Company Act of 1940, and publicly-
traded BDCs are subject to the disclosure requirements under the Securities Act of 1933 and the
Securities Exchange Act of 1934, Despite an outdated regulatory regime that is now more than
36 years old, BDCs have managed to provide over $87 billion in investment capital to America’s
entrepreneurs and have evolved into a primary source of Main Street financing. This growth
accelerated following the economic downturn after the recent financial crisis, where BDCs
addressed the needs of companies starved for capital. Currently, there are over 80 BDCs in the
United States and, at a time when bank lending has scaled back significantly, BDC loan balances
have more than tripled since 2008.

While BDCs have attempted to fill the financing gap, there are nearly 200,000 middle market
businesses that represent one-third of private sector GDP, employing approximately 47.9 million
people’ eager for capital to grow, hire, and expand the economy. With the appropriate
modernization of the outdated regulatory regime with common sense changes, Congress can help
BDCs continue to fund America’s entrepreneurs.

Reform of Asset Coverage Test

The first modest change Congress can make to help unleash lending to small businesses is to
update the asset coverage test. Today, while BDCs often take the place of banks in filling the
void in lending to small businesses, they are subject to much more restrictive asset coverage
rules than banks. Specifically, BDCs are not permitted to borrow more than $1 for every doliar
of assets they own, while banks are permitted to borrow up to $10 (or more), and small business
investment companies (SBICs)—which function similarly to BDCs—are allowed to borrow $2.

While being allowed to maintain a 1:1 debt to equity ratio, currently most BDCs maintain an
average leverage ratio of 0.5x-0.75x, reflecting a desire and a practical need to maintain an
adequate cushion in the unprecedented, unlikely event of a sudden and steep drop in asset values.
This practice is driven in part by the requirement that BDCs “mark-to market” the value of their
portfolio companies, which can erode the fair market value of a BDC’s holdings due to negative
changes in the broader loan market, irrespective of the actual financial performance of such
portfolio companies. The maintenance of this cushion has the unintended effect of reducing the
ability of BDCs to raise and invest capital, thereby frustrating the original intent of Congress to
increase capital to small- and medium-sized businesses.

To solve these problems we encourage Congress to enact a modest increase in the BDC asset
coverage test from a 1:1 to a 2:1 debt to equity ratio, thereby allowing BDCs to increase their
lending to small businesses while allowing them to simultaneously decrease their risk-profiles by
allowing BDCs to invest in lower-yielding, lower-risk assets that don’t currently fit their
economic model. We believe that this proposed change will benefit borrowers through greater

? See Investment Company Act, 15 U.S.C. §2(a) 47 - 48.
® http://www.middlemarketcenter.org/Media/Documents/MiddleMarketIndicators/2016-

Q4/FullReport/ NCMM_MMI_Q4_2016_web.pdf
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financing alternatives and a reduced cost of capital, and will also benefit shareholders by
enabling BDCs to construct more conservative, diversified portfolios.

Because BDCs are already required to file quarterly valuations of their portfolios, and are subject
to very strict Securities and Exchange Commission (SEC) reporting and disclosure rules, if
BDCs were provided additional leverage, shareholders would be fully informed and safeguarded
from any additional risk.

As an additional investor protection, we would propose significant safeguards for accessing
additional leverage, including (i) a shareholder vote or (ii) an independent board of director vote
with a 12 month “cooling off” period. These protections will ensure that a BDC’s shareholders
will be able to decide whether they want to continue to hold shares of a BDC that plans to access
additional leverage.

Offering Reform

Second, while Congress has streamlined burdensome reporting and disclosure requirements for
small operating companies, it has not extended this regulatory relief to their BDC business
partners. Despite having developed into a mature and trusted lending sector, BDCs are required
to file lengthy, duplicative SEC statements and wait for the SEC to review them. Many
companies, including BDCs, often have a very narrow window in which to access the capital
markets. Access to this streamlined reporting and registration process under the federal
securities laws, where the information included in a company’s periodic reports is integrated
seamlessly into a registration statement, would enable BDCs to more efficiently access the
capital markets, thereby enabling BDCs to bring this capital more quickly to small and medium-
sized businesses.

BDCs and other operating companies are subject to generally the same disclosure regimes. To
the extent that other types of operating companies are eligible to be well known seasoned issuers
(WKSI), we urge Congress to create parity among all operating companies, including BDCs, to
be WKSI-eligible. We would further request Congress direct the Commission to amend a series
of rules so that BDCs have access to safe harbors available to other operating companies under
Rules 168 and 169, Rules 163A and 163, Rules 134, 164, 433, 138, and 139. We would further
request Congress direct the Commission to amend Rule 415(a)(1)(x) to clarify that BDCs can be
“qualified” to register on Form S-3 even if they are required to register on Form N-2. We would
also request similar clarifying amendments to Rule 497 effecting BDC usage of shelf registration
and changes to Rule 172 so that BDCs may rely on this “access equals delivery” rule. Finally, we
urge Congress to direct the Commission to allow BDCs to use incorporation by reference on
Form N- 2.

Conclusion
Thank you for your consideration of reforms to help spur small businesses lending. Common-

sense reforms to modernize BDC regulations would permit BDCs to continue to fill the capital
void for many promising small businesses and expand the amount of critical financing they can
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make accessible to America’s entrepreneurs and communities that are the engines of U.S.
economic growth.
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Gilbride, Mark

Fronm Christopher M Rosello@wellsfargo.com
Sent: Friday, November 03, 2017 7:21 AM
To: Gilbride, Mark

Subject: RE: Stivers

Mark - below is some clarification from Jonathan.

{ wanted to offer some additional color on our “effective teverage” stat in our BDC scorecard as 'm concerned items are
being taken grossly out of context.

First, effective leverage should not be confused with financial leverage (which is what the bill discusses). Effective
leverage is a look at a global risk profile for a BDC as derived by its asset composition—and not simply the amount of
debt on the balance sheet and it's a mistake to assume the two are the same.

For example, my research shows that a BDC who chooses to invest in CLO equity and mezzanine loans today carry a
much higher risk Jevel than those BDCs who choose to invest in Ist lien debt. That said, itis much harder for investors to
grasp/quantify this point. So, to make this asset composition point more palatable for investors, | simply apply a set of
broad assumptions to BDC portfolio composition to assume a level of debt ahead of that investment. This isn’t exact and
it in no way is a gage of financial leverage being taken on by the BDC. it just shows that BDCs who hold more risky
securities are in fact riskier. | could have easily have called this factor asset composition {which | did when | first started)
and simply weighted all BDCs by their ownership of 1st lien debt. You might ask why | went the effective leverage route?
The reason | altered the factor early on was that asset composition risks went well beyond who had the mast senior
debt. For example a 8DC with a 70% senior debt and 30% sub debt is much less risky than a BDC with 70% senior debt
and 30% CLO equity---s0 { needed a way to help investors distinguish between the two (hence the current scorecard
factor).

Also taking a step back, if folks would like to talk about embedded leverage risks with BDCs and pass it off as financial
leverage—then those same individuals might want to re-examine all bank / REIT balance sheets—whose leverage levels
would skyrocket.

The major point missed here is that investors through this analysis and the BDCs transparency have the actual ability to
understand overall asset composition risks in a BDC portfolio. Banks don’t offer that transparency. I'll argue REITs do not
either. Interestingly enough, because of this factor investors have been rightfully avoiding BDCs with high concentrations
of subordinated securities-~not because they believe these securities to be highly levered, but because they believe the
assets within these funds to be of higher risk. interestingly, if folks just use this one scorecard factor in a vacuum they
miss the fact that the higher effective leverage (i.e. asset composition) goes to lower the BDCs overall scorecard rank
{identifying to investors it is more risky)!

Lastly, folks arguing that effective leverage is too high {thus this isnt a reason to look at the bill) miss the fact that
increasing the leverage constraint will actually make effective leverage levels FALL, not rise. At current leverage
constraints, severat BDC managers are actually reaching for risk owning low guality subordinated securities (CLOs/sub
debt) to try and hit a yield bogey for investors. With additional financial leverage, BDCs will be able to earn the same net
return for investors but do so in a much safer asset class {1stlien debt)—thus effective leverage overalt falls. More
importantly, o the folks who believe that BDCs will simply lever AND buy risky securities, they are completely missing
the point that both the banks and the capital markets several restrict ownership of higher risk securities. Banks don’t
lend to CLO equity as well as subordinate debt. Moreover, it is very difficult for BDCs that own high amounts of risky
securities to issue equity or term debt-—just look at TICC!
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a

NVESTMENTS®

Michael F. Gerber
Executive Vice President, Corporate Affairs
FS Investments

Philadelphia, PA 19112

Honorable Gregory W. Meeks
Committee on Financial Services
U.S. House of Representatives

Washington, DC 20515

Responses to November 3, 2017 Questions for the Record
Dear Congressman Meeks,

Thank you for your additional questions the November 3, 2017 Hearing on Legislative Proposals to
Improve Small Business’ and Communities’ Access to Capital. My responses to your questions are
set forth below.

1. Mr. Gerber, one of the reasons | have been examining regulatery changes to the 8DC asset
coverage test is that small businesses, who are the engines of economic growth in my district, have
been struggling to access capital ever since the financial crisis in 2008. Opponents of altering the
asset coverage test claim this will harm financial stability, even if debt to equity simply increases to
2 to 1, which is significantly lower than leverage at other lenders — like banks, who are 10to 1 —
and the same as SBICS (2 to 1). Can you please explain if and how BDCs can continue to lend safely
if they increase their ability to borrow $2 for every $1 of equity?

Answer:

Increasing BDCs” debt to equity ratio limit from 1:1 to 2:1 is a very moderate increase.
Relative to other lenders, such as banks {debt to equity ratio of 8:1 to low-teens)! and hedge funds
{high-teens to low 20's),2 BDCs, even at 2:1, would remain the most conservative users of leverage,

* United States Federal Deposit Insurance Commission, Global Capital Index, {June 2017).
2 UK Financial Conduct Authority, 2017 Hedge Fund Survey, {2017).
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by far, while maintaining the most transparent lending model. BDCs can use this moderate
additional leverage to construct safer portfolios for investors. In the current low interest rate
environment and under the current 1:1 leverage limitation, BDCs typically choose between two
general investment strategies. The first strategy is to seek yield by investing deeper in the capital
structure of a portfolio company. Such an approach creates more risk in the event the portfolio
company experiences difficulty as there is less capital behind a BDC’s investment to absorb
potential losses. The second strategy is to accept lower yields by investing higher in the capital
structure of a portfolio company. This approach lessens inherent risk given the position of a BDC's
investment in the portfolio company’s capital structure, but also reduces returns to the BDC's
investors. An increase to the permissible debt-to-equity ratio would open up a third option. With
slightly more leverage, BDCs could invest in assets higher in the capital structure that generate less
yield and apply the additional leverage to this strategy to compensate investors for the lower
inherent risk and generate comparable returns. For these reasons, FS strongly supports increasing
the BDC debt to equity ratio to 2:1.

2. Another reason | have been supportive of BDCs is the connection to Main Street. Congress
created these entities so that non-accredited investors could help finance lending to small and
medium-sized businesses. But | understand that some regulatory decisions have mislead investors
about BDCs, which may impede interest in investing in BDCs, ultimately depriving these small
business lenders of the capacity to fund entrepreneurs. Specifically, the Coalition for Small Business
Growth put out a white paper recently on “acquired fund fees and expenses” (AFFE} as it relates to
BDCs, noting that “the application of the AFFE rule to BDCs has resulted in grossly overstating
expenses of funds that invest in BDCs, and as a result, misleading information is being disseminated
to fund shareholders.” Further, the white paper notes that the SEC incorrectly applies this to 8DCs
despite not applying similar requirements to very similar investment products. Mr. Gerber, canyou
please explain (1) what impact this has on investors seeking to fund BDCs, and {2) whether and how
this can be addressed to minimize the ultimate impact on America’s small businesses who are
seeking investment capital?

Answer:

When adopting the AFFE rule, the SEC stated that its primary goal was to provide investors
with a greater understanding of the actual costs of investing in a fund whose investments included
shares of other “traditional investment funds,” as some of those other funds have their own
expenses that may be equal to or higher than the acquiring fund. However, the application of the
AFFE rule to BDCs has actually distorted investor’s understanding of BDC fees, harming investors,
the industry, and the small businesses that rely upon BDC'’s for capital.

Given the capital-intensive nature of sourcing and managing a bespoke portfolio of
investments, BDC expense ratios can be high. However, BDCs quarterly report their net asset value
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(NAV), which accounts for the fees and expenses associated with managing such a portfolio. This
information has a direct impact on a BDC's trading price. When an acquiring fund purchases a BDC
at its trading price, that price already reflects the BDC's expense structure. Requiring funds to
report BDC expenses again under the AFFE rule is actually misleading to investors because these
expenses are already accounted for in the share price. Thus, the AFFE rule results in a double
counting of BDC expenses, artificially inflating acquiring fund expense ratios.

The gross overstatement of BDC “fees” as a result of AFFE has reduced institutional
investment {prirarily by mutual funds) in the industry, as the inflated expense ratios make it
difficult for funds to justify BDC holdings. The rule also resulted in the MSCI, Russel! and S&P indices
removing BDCs from their respective indices, further decreasing institutional investment — reducing
BDC share liquidity and increasing the cost of raising capital. The industry’s removal from indices
has also resulted in less analyst coverage, further decreasing institutional investment and leaving
retail investors without high-quality information upon which investment decisions can be made.
This reduction of institutional investment has also resulted in a less engaged shareholder base,
leading to less corporate governance on behalf of retail investors. Therefore, although the rule was
enacted with the best of intentions, which FS supports, in practice AFFE has generaily mislead
investors regarding BDC “fees” and left investors without the information and mechanisms to make
and protect their investment decisions.

If the SEC were to exempt BDCs from AFFE, institutional investment in the industry would no
longer be hampered by the misleading effects of the Rule. Mutual funds and ETFs could reasonably
justify investing in BDCs to their shareholders, and the return of institutional investment would
likely result in a positive feedback loop, resulting in even more institutional investment in the
industry. This increased institutional investment and associated analyst coverage would likely result
in BDCs being added back to the MSCI, Russell, and S&P indexes. The potential capital infusion to
BDCs resulting from this change is significant. In the first two months following the S&P’s decision to
de-list BDCs, industry shares fell an average of 8.4% relative to a 3.7% decline in the S&P 500.% This
decrease in share liquidity increased BDC’s cost of raising capital, ultimately hampering the ability of
BDCs to make investments. Therefore, resolving the AFFE issue for BDCs will increase share liquidity
and reduce the cost of raising capital for the industry, allowing the industry to invest more capital
into portfolio companies.

Despite the structural and regulatory similarities of REITs and BDCs, AFFE has not been
applied to REITs. Thus, there is a logical regulatory precedent for staff at the SEC to follow in
providing BDCs with an exemption from AFFE. Through conversations with the SEC Commissioners
and Investment Management Division staff, FS believes a formal rulemaking process is unnecessary
to provide the necessary relief. Rather, FS believes a series of regulatory options, short of formal
rulemaking would be sufficient to remedy this issue. Doing so would not only improve market-

? Fitch Ratings, Removal of BDC’s from Indices May Reduce Equity Access,
https://www fitchratings.com/gws/en/fitchwire/fitchwirearticle/Removal-of-BDCs?pr_id=823651 {March 13, 2014).
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based investor protections for retail investors, but also allow BDCs to invest more capital in
America’s small businesses.
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Negative Impacts of New US Money Ma
Regulations on Businesses and Mun

September 30, 2017



147

Eoo.mu_mmum:wanwmm_ FR ‘

soifiojens Anses!} ‘033 1e0inog

L10Z Ainr pue g0z Ainp usamiag
Spun JAWOX] Xe | PUB SWlid PajIXe SBY UCIM 22713 B0t v »

UOING GELS O3 LOUIG $G2$ WOl 119y 's|endsoy pue seiisisAun
‘salyjediolunW o) 30108 Bulpun; A9y e ‘spunj 1dwiexa xey .

suinjes ted gns 99s SIOISSAU| .

129°0$ O} UOljiuY €218 W0y (18}
‘syueq pue suoneiodiod 10§ 9.nos Bupuny Aoy g 'spun) swid

UOIIOBILOD JIPBIO 98 SOSSIUISN] 198118 Uy -

spuny

sajel Joybiy Yim Iy siemoliog [ediounpy Asuow Jdwaxs Xe) pue aiild woij bl SAISSEN

ansear”

suopeinBai JWIN DS Jo Joedwil [jEISAD.



148

"@s11 0} Pajie)s sejel 810J9q uey)
Isjeaib yonui aq Aoyl pinom Aepo} S4NN T Ul slesse ‘suofjejnbal ay) Juasqy sIsLO
[eroueUl 8Y) J9)e 018z 0} Buljje) sajel jsalsiul 0} Joud uoljig 005 Pepesoxe s4NN I1

“oeq
PapoL] SBY SNPOXa UOI|U} Z' 14 8U) JO UOIIg M8y B A|UC 184 — (Wod'Bjepaueld) abelane
2UI0]SIY 8Y)} 8jgnop — sdg 0F Ny Ajjusoal spesids JUsWUIBA0D) 'SA Bullld Jualny

‘sajel
1dwisxg xe] pue sullld SAIORIIIE MOY JOU ‘speaids puny JUBWIUIBAOL) "SA 8L SPIM
MOY Jojjew ou - Buiuinial jeAs woly Asuow yanw juaaaid |jim siaLlleq [einjonis asay |

‘'spuny Jdwexg
XE]. PUB SWld Ul SI0JSOAUI 0] 81509 euonelado asiel sjuswsinbal Buidesyplods. pue xep

's8iofjod JUBLUISAALY JUSWILISAOB [B00] pUE d)els Jsow Ag pajiiwiad Jou SAYN A pue sejeb ‘sesy
S8INJUBPUI PUOY PUE SJUBLBAOD ueoj Auew Ag paniwiad jou SAYNL pue sejeb ‘ssa4

sa|oijod Juswiisanu; sjesodiod Auew Jepun pajiuuad Jou SAYNS pue sajeb ‘seeq

AWN Buenony auy Ag sjqesedour pasepusi sjunoody desms

spuny 1dwaxy Xe) pue aWilig Uopueqe 0} Pasio} SI0ISBAY|

o0 : mzmmm?cnwﬁc:m jdwexg xej
\m%ﬁ# & pue awild apepy sainjes Buiesadg maN




149

;Eoo.wm_mmugmb:mmmu _..>>>>\s

s3lel sAliedwios Je ) pul ‘aleymasis
JIPRI0 %98S $1aM01I0q djelodiod pajer Ajybiy ‘ebie joN

SOOI 180} Uf LOHIG ¥§ - G'2¢
UM ‘spuny 3,A09) uo sejel 1emo| sdq og ~ $dqoz 196 sioisanu|

sajel joyiew
o} wniwaid Jeybiy 1e Inq ss999. HpaJd ueiuew sayjediounpy

S

WP8Io alow 998 pue §1800 Buimoiiog Jaybiy Aed ‘siamonioq
abie| Aq N0 PapMOIs 195 SIBMOLIOY $SBUISN] 19318 Ul

UOHJHL Z'1$ - SI0ISaAUY|
uoljig +00.$ - SUOHMISUI [RIOUBUIY
uolllig GLg - siemouiog jedplunpy .
uollig L /€S - SIOMOLI0] ssauIsng

uolji4L Z'1$ - siemolioq [edidluniy pue ssauisng

saibajeng Ansesl] ‘elepaueln 'HIQ 18NN0Y

Hpasn
0} 889008 pasealoul Ajjuesyiubis pue $1s0o
BUIMOLIOG JOMO] UIIM PIPIEMB. DI SISUUIAL

uoling £96$ - odey pue Auinseaiy sny .

u £92$ - OB eippald
pue Nueg UeoT SWOH [eiapad oy} Se yons sJge) .

UOIjjlIL Z'L$ - S919uafy puE JUBWIUIDAOS) §N

s19s0 }sabbig siauuipn 1sebibig
BT jnoy

AdnsEal

pung Asuoj 8y} Ul Si18S07 PUR SIBUUIM



150

g

8dq gy = (3dq 0g — sdq 571} 4G G2 40 %09 '9je) Xe} %0y B SBWNSSY,

.8dq 6P Jo jenba asesIoU] XBI-1aYE UE - $dq GZ| 0} 0§ WO} 8501 SpUN4 pa4 ‘pouad sWwes ay} J1ang

sdq 16 0} | Woy 'sdqge pesealou] xepul yiNdIS
8y} ‘2102 2z 1deg nuy) (suonenbel DTS ayj jo uoneuawaldw ayj o3 Joud Ljuow auil) gLoz Alenuep woid &

sasea.ou) a)el pa4 uey) sioll iej dn aue sjs0o Buimoiog jedidiuni 3139mo) ay |

&

sejel JayBiy JIs 18 Nueq [el0IewWwod e 0} 3oeq ssjou Jiey Ind 1snu sieAng puy 0] sjgeun seedioluny

sajel 18yBiy USAS 8 SI0}SBAU B0 0 SSj0U Jjay} jjesal isnw saedpunw Bululewss sy

sajel JayBiy Aifenueisgns Aed mou Ing SNAMA K18y} Bulumo s 1dwax3 xel saey |jis senediounu swog
3S1 0} S9jBJ PISNET YIIYUM ‘JUBISUOD PaUIBIIS] puBwSp JaA ey

uey} alow f1a) SNQHA Ang 0} spuny jo Aiddns ayj ‘soiweukp puewsp pue Aiddns ay) jo yYys jedipe e uy

~spuswinisul wiey-buol sie

Kay1 ybnoyl usae 'xepul YINLIS Syl UO paseq Ajyjuow 1o Ayeem josal sajey SJNN Jdwex xel Ag

piey Ajuiew ‘(SNQHA) $8j0U pueswep sjel sjgerea ate Buimoliog jediounus Joy sjuswinisul Alewiild

siemouioq jediouniu o3 sige|ieAe jood Buipuny sy} BuyuLys

‘LL0Z Aine pue G0z Ainp ussmiaq uoHig GEL$ OF UOHHG HGT$ WOl |18 S1esse SN Idwexg xel

wﬁmm 1aybiy Aed _mmw:mnmomcsﬁ AUAA




151

<3

"21BJ SPUNJ PS4 XB} ISR 8U) SA0E ||9M UBag SABY
$1500 jedIDiUNU JOABMOY ‘UBL] 8OUIG ‘818l SpUNnd pad Xe} Iale oy} Japun (o8 ARUSISISUOD siam
$1500 BUIMOLIOG W.B} HOYS [edioiunwy ‘suoijenBal 4NN Mau au} o) sjusuisnipe 1exiew ay} o} Jold

‘sajel J8ybiy yosnw
1e SUBO| YUBQ UM NOMA o4l 8oejdal 10 SI0JSSAU| JSUI0 WO} MO1I0g 0] 8ABY pinom Asy] ay} ‘sisyjo
104 "xe} 18}e sdq gy "SA sdq pg — 9seaIoU] B)e) Pa4 Y] B|gNOP e J9XD0JANS $JS00 Buimodlog

MeS S4NIN ydwaxs xe] o} sONYA Buljies enuiuoo o} ybnous ajeuniloj sayjijedisiunpy

baens 4 ; sajey Joybiy Aed sennedioiunpg AYm

Adnisean)



152

*Bugpunj ul 000‘001$ O) SSB99E 8S0| SBsSSAUISN( J9341S UlBW 000°0L
‘Buimoliog jueq ym saoejdas Auedwios abie| e jey) 1qap JININ SWikid JO UOjlig L$ Yyoes Joy

-ajes snedwods Aue Je moniog o} ejqeun Aldwis eq
AU SIBU0 ‘SiBpuUa) sAneuIB)E 0} sajel Jaybiy Aed mou swog “seiuedwios Jabie| sy Aq saoinos Bulpus| jueq jo
INO POPMOID UDQ BABY AU} 'SISSAUISN] J884IS UleW JO SISPINOYS 84} UO ||9f USpINg [[gjlous UCHG LOL$ 8yl

SBUIMOLIOG YUBQ UNM 1GaD JININ Bl Hey; aoeldal pjnod siemoniog pejes Alubiy ‘ebiet

HIYs sIy} Ag paroedul Ajeionas 210U YoNnul siem S9SSaUISN( 198.]s UB)N

uolliiq 884 01 “UOH|Iq | ££$ AQ duelys sessausng Joy Bulpuny sONN Buld

uol} L°Z$ 03 ‘uolliq 012§ moLB sueo| | g O jueg

‘S4NIN swild Buires)

SI0JSSAUL JO JNSBd 102UIP S 'UOHIM 61°2$ O} UONIG L 91 $ Ad ueiys jood eydes jeus ‘210z Anr Ag

uctllig 09y$ pepincid s swLd
uollily 6g°L$ POIBIC) SURO] | g D queg
UOHJI] GE'Z$ SBM SO0JN0S 8S8y) WOy d|qe|ieAe jeudes ‘G610z Ainr Ul

SHUEQ {BIOISWILIOD WOI) MOLIOY SBSSBUISNY WNIPaWw pue |jlewsg
SpUny sWilid wol mouog sbupjes ipauo doy yum swiy sbiet

SN SWild pue sueo
(1 '8 D) [EUISNPUI PUE [BIDIBWIWIOD YUBY BJ. sasseuisng 'S’ 4o} jendes wis) Joys jo sjood Aletund

. 300 pspmoin
usag aABH siamoilog 199118 UIRIN MOH




153

1
nzh bmg&. «Sn sasons

Aienuee sapmaduisea xe | wiol Buipuna Ul ag
19501507 Apaiootion sontediniuniy ssouas sajeie Supund DU ey Aation) méwc.ﬁ_a Busugiodr ww»cmaiau

~ Buipung JNN
; mSwﬁ mmE;_m%uEsEccm mmEmmEcQ



154

BUINSUCOOUISBBESAIMSEAIOU0D BMINOA MM

OvBO-EvbZLE L+ WO SSIDSIENSAINSEsI [ MR

SN UHM Jo2UU0G

wod saifsiensiinsesn@ojul je sn jewy

‘sixsew Ainseal sleiodiod
pue 3Ueq Yiog U} Wea) ajgepiusio) e sxeuw saifisjens finseal] pue sejuBAcN ‘sfeuoisssioid 00z Ueu 210 YA

uswebeuew sajes

pue ‘Bunesiew ‘uoinguisip ‘Juswabeuew ¥su pue Ainseal; Juswdojaasp j1onpold ‘Buidld SSOI0B — ALSNPUl SSOIAISS
|eioueul Syl SaALP Jey] uonBuLiojul 8y} Jo sishjeue nuyBisul pue desp yBnoiyl sjusio JNo 10j anjea Jouadns 91880 9
"S$YUBQ [BIOJSWLIOD PUE |1B)8] 10} SUOIINjos ABojouyos) pue seoiauss AIoSIApe JiAjeue Ui 1epea) AJSnpul ay; S SEJUBAON

‘finseas
10 MaIA ,09¢ 319]dwod ayy 1oj siapiroid ABojouLD8) pue 1aPIA0Ld SBDIAIBS [BIOUBUI JIBL) 'SIINSEd.) 81e10di00 BAIBS SAA

*3qo[f 8y} pUNOJE SAUEBAWOD JO SPaIPUNY 10} JUBLIBBERUBW Y|
pue ‘ABojouyosl ‘'suoneredo Aunseau) ‘saonoeid Buipes) uo sjybisul paiaalep pue suchnjos padoisnap aA M ‘@ouaIadXa
10 s9pBIap Yim pouuly ‘uuy Buginsuod AnseaJ) Buipes| au) s “ou} ‘SBIUBAON JO UOISIAIP & ‘SaiBalens Anseas)

e mwnmmew v soibojesyg Ainsealj noqy




