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Dear Mrt. Frierson:

The Investment Company Institute (“ICI")! appreciates the opportuniity to comment on the
propasal (“Proposal”) that the Board of Governors of the Federal Reserve System (“Board”) has isaued
to implement Section 165(e) of the Dodd-Frank Walll Street Reform and Consumer Protection Act.
The proposal would establish single-csunterparty credit limits (“SCCL requirements”) for domestic
and foreign bank holding companiies with $50 billion or more in total consolidated assets (“covered

compainirs”).?

On behalf of our member funds — which are both issuers of securities and major investors in the
financial markets around the world — ICI has engaged actively with policymakets on abroad range of
legidlative and regulatory issues emanating from the global financial crisis. Our members have a strong
interest in efforts, such as the Propasal, to promote a strong and well-regulated global financial system.
To this end, we support the Propaesal’s goals of strengthening covered companiies’ monitoring and
management of counterparty and concentration risks. At the same time, we have concerns about the

" The Investment Company Institute (“1CI") isaleaing, global assadiation of regulated funds, induding mutual funds,
exchange-traded Rinds ("ETFs"), closed-end Rinds, and unit investment trusts (“UIT5") in the United States, and similar
finds offered to investors in jurisdictions worldwide. ICI seeks to encourage adherence to high ethical standards, promote
publiic understanding, and otherwiise advance the interests of Rinds, their shareholders, directors, and advisers. ICI’s U.S.
find members manage total assets of $17.8 trillion and serve more than 90 million U.S. shareholders. Membets of 1CI
Global, the international arm of ICI, manage total assets of $1.5 trillion.

2 Single-Countevpentyy Credit Limiissir Lavge Bankiing Organizatiions, 81 Fed. Reg. 14328 (Mar. 16, 2016). The Proposal
builds on earlier proposed rules to establish SCCL requirements for large domestic and foreign banking organizations. See
Entlanced. Prudential/ Standbndss and Eanlly Remediiation Requivementsttyr Covered Companiis, 77 Fed. Reg, 593 (Jan. 5, 2012)
(“2011 Proposal”); Enfenaed. Prudentizl! Standbodls and Eavly Remediiation Requirementsitsr Foreign Banking @rgarizations
and Foreign Nanbank Fimancial Conmpavies, 7777 Tretl. IReg. 716627 ((Dec. 26, 2012).
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potentiial implications of the Propesal’s treatment of regulated funds.® Our comments focus in that

More specifically, we discuss why:

o The final rules should not treat regulated funds s subsidiaries or otherwise part of cowered
companmiies;

o The final rules should not treat regulated funds as part of acounterparty due to asponsor or
adviser reationship;

* Regulated funds should be exduded from the “control relationship” standard;

e Large covered companiies should not be required to “look through” to the portfolio
investments of regulated funds; and

o A large covered company that invests in aregulated fund should not be required to
recogniize a sacond, equivalent exposure to the fund's manager or any other service provider.

L The Final Rules Should Not Treat Regulated Funds as Subsidiaries or Otherwise Part of
Covered Companies

Under the Propasal, the aggregate net credit exposure of acovered company and all of its
“subsidiaries” to any unatfiliated counterparty may not exceed 25 percent of the covered company's
eligible capital Ibase.* The Board propeses to define a “subsidiary” of a covered company as a company
that is“directlly or indirectly controlled” by the covered company for purpases of the Bank Holding
Comapany Act (“BHC Act”).” [ the pieamib, the Board explains that “[i]t an investment fund ... is
not contiolled by a covered company;, the exposures of such fund . .. to its counterpaiiiies would net be
aggregated with those of the covered company™ for puipeses ot the SCCL requirements.® As applied to
regulated funds that a covered company sponseis or advises, we agree with the Board's intended result.

" The term “regulated hinds” includes “regulated U.S. funds,” which arecamprehensively regulated winder the linwastment
Company Act of 1940 (“Investment Company Act”), and “regulated non-U S funds,” which are organized or formed
outside the U.S. and substantively regulated to make them eligible for sale to retail investors (eg. fimbstamidlkediimtire
European Union and qualified under the UCITS Directive (“UCITS")).

* This limit is reduced to 15 percent if acovered company and its counterparty are considered “major counterpartiies,” which
would include global systemically important banks. Propasal § 252.72. For convenience, this letter uses citations to the
portion of the Proposal applicable to U.S. covered oompanies.

* Proposal §252.71(cc); 81 Fed. Reg & 14331, Under the BHC Act, acompany “controls” ancther entity if: (1) it directly
or Indirectly or acting through one or more other persons owns, contiolls, or has power to vote 25 per centum or more of any
class of the entity’s voting securities; (2) it conttels in any manner the deation of amajority of the entity’s directors of
trustees: or (3) the Board determines, after notice and opportuniity for hearing, that the company directly or indirectly
exercises acontiolling intluence over the miuiagement or policies of the entity, See 12 U.S.C, I841(2)(2).

s 81 Fed. Reg. at 14331
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Regulated U.S. Funds Are Not Contrailled By Theiir Sponsors or Advisers

We note that for regulated U.S. funds, long-standing Board precedents indicate that an
advisory or sponsor relationship, on its own, does not constitute “control” ot such afund.” Therefore,
and appropuiaely in our view, the Propesal generally would not require covered companiies to gggregate
exposutes ot any sponsored or advised regulated U.S. funds with theit own exposuiies, Thiis result
propetly recognizes the relationship between regulated fundsand theit covered company sponsor or
adviser, Most notably:

e Each fund isaseparate legal entity, distinct from its gponsor or adviser.

¢ The sponsor/adlviser does not own and has no claim on fumd zssets; it may not use such
assets to benefit itself.

o The fund'ssponsor or adviser does not @bsorb the fund'sinvestment risks; fumd
shareholders bear those risks and have no recourse against the adviser (absent wrongdoing
on the part of the adviser).

* Acting asagent under acontract with the fund, the adviser manages the fund’s portfolio asa
fiduciary in accordance with the fund’sinvestment objectives and policies as stipulated in
the fund’s prospectus.

¢ The fund'sown board of directors—gemenallly required to have & least a majority of
independent members—mrensees the management and operations of the fund.

* In addition to carrying out various specific responsibilities, the independent directors are
charged with safeguarding the interests of the fund and its shareholders against potential
conflicts with the adviser or its affiliates.

e  Although rarely exercised, afumd board has the authority to terminate the adviser's comtract
and engage a new adviser for the fund.

Regulated NomUlS. Funds Warrant Similar Treatment

Regulated non-ULS. funds share many of the characteristiics listed above, including an
independent oversight mechanism. Based on local legal regimes or custom and practice, however, some
ot these funds operate under organizational or governance structures that do not include an
independent board ot directons.? As aresult, these funds cannot rely on the Board precedents
mentioned above, and the sponsor or adviser might be deemed to “conttol” (as defined in the BHC
Act) afund’s governing body. Under the Propesal, such a fund would tall within the definition of

" Sec cqg PRioifilsitions e RRedriitons R fgoprieiar § Aidi pgadd @entai Wivetes osizi myah® el atiohipi peiskt i ke g8 Fohds
and Privare Egquity Funds, 79 Fed. Reg, 5536, 5676 (Jlan. 31, 2014) (“Velcker Adopting Release”) (“The Board's regulations
and orders have long recognized that abank holding company may organize, sponsor and manage amutual fund such #a
registered investment company, including by serving asinvestment edviser to [l registered invesinent company, widhout
conttolling the registered investment company for purposes of the BHC Act.”).

* UCITS, for example, must appoint adepositary that isindependent of the fund and its gpensor/adviser.
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“subsidiary” and acovered company sponsor or adviser would be required to aggregate the fund’s
exposures with its own exposures. Given the defining characteriistiics ofithese funds, this treatment is
not necessary to achieve the purpases of the Proposal.

Board staft has recognized in the context of the Volcker Rule that the organizational structure
or governance arrangements of regulated non-U.S. funds should not be viewed as meaning that such
funds should be treated as “controllled” by their sponsor or adviser for all purpeses.® The same
recognition is appropriate here.

One way to achieve thiis result would be to adopt the bright-line definition of “subsidiary” the
Board chose to use in the 2011 Propesal—iie., any entity that acovered company (1) owns, contralls, or
holds power te vete 25 pereent of more ofa elass of voting securities; (2) ewns of eontiolls 25 pereent of
mete ofithe total equity; or (3) eonselidates for financial reperting purpeses. 1n the preamblle to the
2011 Proposal, the Board indiecated that “a simpler, moie objective definition of eontiol is more
consistent with the objectives of single-counterpaity eredit limits.™® The Board has requested
eomment on whether it should revert te this definition (whieh also is the standard it proposes to use for
puiiposes ofidentitying exposures that must be aggregated with acovered company’s exposuie to a given
eounterpaity). We would suppott sueh achange.

Treatment of Regulated Funds Should Not Change During Temponany Seeding Period

It iscommon practice for an adviser or sponsor to hold more than 25 percent of the voting
shares of a regulated fund during the temporary seeding period for the fund. During this period, the
sponsor or adviser needs to hold more than 25 percent of anew fund's shares to execute the fund's
contempllated investment strategy and seek to amass atrack record that is credible to investors and
meets investor needs and expectations. The seeding period also allows time for successful public
marketing and distribution of fund shares.

In our view, the treatment of a sponsored or advised regulated fund for purpases ot the SCCL
requirements should not be different during the fund's seeding period. The features we enumerated
above that define the relationship between regulated funds and their covered company sponsor or
adviser, which make aggregation of exposures unnecessary and inappropiiiate, are present during the
seeding period. Moteovet, given the temporary nature of the seeding period and the fact that funds at
thiis stage of their existence are likely to be small, the burdens ot requiring aggregation ofsponsored or

9 SeeVolcker Rule FAQ#14, axailehle at hittp:/Avivw federdirasmaeguo lizakis folidtear sl liitni#i4 (recognizing
that “unlike in the case of U.S. registered investment companiies, sponsors of foreign public fundsin some foeeign
jurisdictions select the majority of the find's directoes or teustees, or otherwiise conttol the fund for purposes of the BHC
Act by contract or through acontrollled corporate directot,” but nevertielless determining that such afund should not be
deemed a"banking entity” that is subject to the Volcker Rule).

1077 Fed. Reg. 2t 614.
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advised fund exposures with acovered company’s exposures during the seeding period almost certainly
would outweigh any possible benefits.

For these reasons, and consistent with positions the Board and its staff adopted in
implementing the Volcker Rule, we recommend that the Board clarify that an adviser’s or gponsor’s
ownership of more than 25 petcent of the voting shares of a regulated (U.S. or non-U.S.) fund for a
reasonable seeding period would not require aggregation of the fund’s exposures with those of its
covered company sponsor or advisar."

The Board Should Not Depart From Welll-Established Precedent Regarding Regulated Funds

The Board has asked for comment on whether the Propaesal’s definition of “subsidiary” should
be expanded to include funds and vehicles that a covered company sponsors or advises and whether the
definition of covered company should expressly include such funds and vehicles.'> We stronglly believe
that the final rules should net treat sponsored or advised regulated funds as subsidiariies of or otherwise
part of acovered company and we therefore oppose making either of these changes.

Treating sponsored or advised regulated funds as subsidiariies or othemwiise part of a covered
company would be at odds with the Board precedents we cite above. The Board does not discuss any
policy rationalle that would explain its question about whether thiss rule should depart from this well-
established approach. Presumablly, the Board has in mind the same issue it highlighted in the preamble
to the 2011 Proposal. There, the Board similatly noted that “[i]f a fund or vehicle is not contiollled by a
covered company, the exposures of such fund or vehicle to its counterpartiies would not be aggregaied
with those of the covered company.™® It went on to state: “Such arm’s length treatment, however, may
be at odds with the support that some companiies provided duting the financial erisis to the funds they
advised and sponsoredl™* In seeking comment on whether the rule sheuld inelude funds or vehicles
that acovered eompany Sponsers or advises a5 part of the covered esmpany, the Board theoiized that “a

1 See Volcker Rule EAQ#16, available at http:/ /www.federal resorvegoov inarkinforegy volcker-rule/faq.htm# 16

(recognizing that @ banking entity may own asignificant portion of the shares of a U.S. registered investment company or
foreign public fund during atemporary period (eg, three years), but neverthelless determining that such afund should not
be deemed abanking entity that is subject to the Volcker Rule during that period). Seealso Voleker Adopting Release, sspra
nete 7, & 5676-77 (* [Cluinistent with the Board's precedient regierding bank helding company eontrol of and relaionships
with Rinds, aseeding vehicle that will become [aregulated U.S. Rind]] would not itself be viewed a” subject to the Volcker
Rule during the seeding period): Volcker Rule FAQ#5, avallable at Inttp://mwmniffederdirseive.gov/bankinforeg/volcker-
rule/faq.tm#5 (concluding that similar treatment is appropriate for aseeding vehicle that will become aforeign public
fund).

128] Fed. Reg, at 14331.
1377 Eed. Reg. 594, 614 (Jlan. 5, 2012).

Y jd. The Board pointed to the experience of money market fundsin particular.
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covered company may have strong incentiives to provide support in times of distress” to such funds and
vehiclles.*

We stronglly disagree with this premiise. In thiis regard, we recentlly had occasion to explain the
many reasons why regulated funds sponsored by banks or bank affiliates—Iboth regulated money
market funds and regulated stock and bond funds—are unliikely to present “step-in risk” (i.e., the risk
that abank may provide financial support to an entity beyond or in the absence of contractual
obligations, should the entity experience flnancial distress).'® Thase reasons, detailed in the attached
letter, likewise support our recommendation that the Board should riet treat sponsored or advised
regulated funds as subsidiariies or otheiwiise part of a covered company for puipeses of the SCCL
reguirements.’

Treating Regulated Funds as Subsidiariies of Theiir Sponsor/Adlsiser Woulld Create Coniflicts of
Interest

It the Board were to change its approach and treat regulated funds sponsored or advised by
covered companiies as subsidiariies or othemwiise part of covered companmiies, this would put the funds’
advisers in an untenable position. Namely, an adviser would face aconflict of interest if—when making
investment decisions on behallf of a regulated fund—it had to take into consideration credit exposures
of affilieied companiies that are subject to the rule’s credit limits. The adviser’s fiduelary duty requires
that it make those decislons based solely on the intetests of the fund and its shereholdes.

Ondiieniily, an adviser might attempt to resolve such acontlict by giving the fund precedence in
utilizing the credit limit for any counterparty and curtailing propuietary credit transactions to the
extent that they might interfere with the fund’s investments. Thiis approach would not preclude
potentiial conflicts of interest, however, unless the covered company abstained from credit transactions
altogether, which would be complletely impractiical, or sold propriietary investments whenever necessary
to allow the afund to invest, which could result in losses for the covered company.

The alternative would be to limit regulated funds' investment opportumiiiies in a manner that
bears no relationship to fund shareholders’ interests or to the risks those shareholders expect the fund
to take based on its disclosed objectives and poliicies. Such alimitation would be detrimental to fund
shareholders if it forced the fund to forego profitable investment opportuiiiies or avoid useful

16 See etrer from Dan Waters, Managing Director, ICI Global, to Basel Committee on Banking Supervision, dated March
17,2016 (rega‘ding its consultation on identification and measurement of step-in risk), available a
YV 3 : ents/d34Bidtiggpatt. A copy of the letter is attached.

17 See.dgol lcetearffoomSSetianWl (Gaetl) HxeeautieXloecRestildentaadiiteabiodfRRggliatony L nbiisstyaadGaow ennmeent
Affairs, State Street, to Basel Committee on Banking Supervision, dated March 17, 2016, a 4-5 (discussing limits on the
ability and incentiives of abank to provide financial support to asponsored or advised fund).
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diversification of the fund’s portfolio. Further, asdiscussed above, applying the credit limits to the
fund's exposures would seem to be premiised on the theory—with which we disagree—that a covered
company islikely to provide financial support to the fund that it is not legally obligated to provide (j.&,
assuring that the fund’s eredit expesuies are tantameunt t8 expesuies of the eovered esmpany). Thus,
afy prudentiial benefit ot applying the limit in this mannaei weuld be entiiely speculative. Said
differently, treating resulated tunds a6 subsidiaties of egvered eompanies weuld foree the funds’
sharehoeldeis to shate in the burdens ot the eredit limits and would impose other compliance and
economic costs, with ne assurance of any corresponding benefit.

11, The Final Rules Should Not Treat Regulated Funds as Part of a Countemparty Due to a
Sponsor or Adviser Relationship

The Propasal defines “counterparty” to include acompany and any person with respect to
whiich the company (i) owns, contnalls, or holds with power to vote 25 percent or more of aclass of
voting securitiies; (ii) owns or controlls 25 percent or mote of the total equity: or (iii) conselidates for
financial reporting purpeses.® Neimallly, an adviser or sponsor would not hold this level of ownership
in aregulated fund. Asnoted above, however, during a seeding peried, the adviser or sponsor may have
a 25 percent or greater stake in the fund’sveting securities. Thus, during such a sesding period, a
regulated fund could be aggregeted with its sponsok or adviser for puipeses ot determining credit limits.
The Board has asked tor eomment on whether and uRder what eireumstances funds or vehicles that a
eBLRteIpALky SPORSsOIS 6f advises should be expressly ineluded a5 part ot the counteipaity;.”

As we explained above, regulated funds should not be treated as controlled by their sponsor or
adviser, including during a seeding period, or othemwiise treated as part of acovered company. We
described specific characteriistiics of regulated funds that justify this approach, as well as relevant Board
precedents.*’ We also outlined certain contlicts of interest that such treatment would raise. For all ot
the same reasons, we urge the Board to clarify that it will not treat aregulated fund as part of a
counterparty as aresult of a sponsor or adviser relationship, including when a sponsor or adviser has an
equity investment in & fund during a permitted seeding period.

111,  Regulated Funds Should Be Excluded from the “Control Relationship” Standard

The Proposal would require covered companies to assesswhether any counterpartiies are
connected by certain control relationshiips, including: (i) the presence of voting agreements; (ii) the
ability of one counterparty to significantly intluence the appointment or dismissal ot another
counterparty’s adminiistiaiiive, management or governing body, or the fact that amajority of members

s proposal §252.71(e).
19 81 Fed. Reg. at 14332

® In addition, we referenced the attached letter explaining why it is unlikely that either regulated money market funds or
regulated stock and bond fundswould present “step-in risk."
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of such body have been appointed solely as a result of the exercise of the first countenpanty’s voting
rights; and (iii) the ability of one counterparty to exercise acontrolling influence over the management
or poliicies ot another countenpantyy® It so, covered companiies would have to aggregate their exposures
to thase countenpartiies for purpases of applying the SCCL raguirements.

The preamble provides an example in which acovered company has exposure to abank and to a
fund sponsored by the bank. It indiicates that because the bank has the ability to appoint amajority of
the fund'sdirectors, the above standard would require the covered company to aggregate its exposure to
the bank with its exposure to the fund for purposes of determining compliance with the SCCL
requirements. The requirement to aggregate counterpaity exposures based on this standard would
appear to extend to some regulated non-ULS. funds. As discussed above, such a fund’s governing body
may be eontiolled by the sponsor or adviser putsuant to loeal legal regimes or custom and practiee,
Board statt has recognized in the conext of the Voleker Rule that such arrangements should net be
viewed as meaning that a regulated fund sheuld be treated as “contiollled” by its sponsor or adviser for

all puposes.

The same conclusion is appropriate here. Even though the relationship between a regulated
fund and its sponsor or adviser potentiilly could fall under the “control relationship” standard,
aggregation would not be appropriate or serve the Propasal’s policy objective. Of particular relevance
are the regulatory and structural characteriistics that separate and distinguish a regulated fund from its
sponsor/adiviser and make it unlikely that (1) the fund would experience materiial financial “distress”
and (2) the fund’s sponsor or adviser would feel compelled to provide fiimancill support in the absence
of any legal obligation to do so. For these reasons, we urge the Board to exclude regulated funds from
the contiol relationship standard.

1IV.  Large Covered Companies Should Not Be Required to “Look Through” to the Portfolio
Investments of Diversified Regulated Funds

The Propasal would require covered companiies with $250 billion or more in total consolidated
assets or $10 billion or more in total on-balance sheet foreign exposures (“large covered companies”)
that invest in securitization vehicles, investment funds and other special putpose vehicles (“SPVs”) to
demonstiate that their gross credit exposure to each issuer ot assets held by the investment fund or
other vehiele isless than 0.25 percent of the covered company’s eligible capital base.” If the large
covered company Is unable te do so, it would be required to calculate its exposure to each issuer of assets

2 Proposal § 252.76(b).

2 See Vol dker Rule FAQ #14 (Recognizing that “unlikeiin the caseof U.S. regjistered imvestanant companies, gponsors of
foreign public fundsin some foreign jurisdictions select the majority of the fund's directors or trustees, or otherwise control
the fund for purposes of the BHC Act by contract or through acontwolled corporate director,” but neverthelless dietermining
that such a fund should not be deemed a "banking entity” that is subject to the Volcker Rule).

% Proposal §252.75.
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held by the investment fund or other vehicle and aggregate those various exposures with other
exposures to the same issuers.® If the large covered company is unable to identify each issuer of assets
held by the investment fund or other vehicle, it must attribute the gross credit exposure to a single
unknown counterparty.”

The proposed look-through approach appears to pose considerable compliance challenges for
large covered companiies. It is unclear, for example, how a large covered company would determine the
underlying issuers in an actively managed investment fund with the frequency that this Proposal
expects. We are concerned that, il not made less burdensome, these requirements could discourage
large covered companmires from investing in diversified regulaced funds.

All regulated U.S. funds are required by the federal tax laws to be diversified.?* If a fund eects
to be diversified for purpeses of the Investment Compamy Act (and most do), the requirements are
even more stringent—with respect to 75% of the fund’s portfolio, no more than 5% may be invested in
any one issuer. Regulated fundsoutside the U.S. typically adhere to similar concentration limits @mdi/or
diversification standards.>” As aresult, it is highly unlikely that alarge covered company’s investment in
adiversified regulated fund—which investment already would be directly limited by the SCCL
requirements—woulld materially increase the large covered company’s exposure to any one underlying
issuer.

We urge the Board to exdude diversified regulated funds from the Proposal’s look-through
approach. Such an exclusion would alleviate some of the costs and burdens of complliance for large
covered companiies without undermiining the Board's regulatory policy objectives.

V. A Large Covered Company That Invests in a Regulated Fund Should Not Be Required to
Recogniize a Second, Equivalent Exposure to the Fund’s Manager or to Any Other Service
Provider

The Proposal would require large covered companiies to recognize agross credit exposure to
each third party that has a contractuall or other business relationship with a securitization vehicle,
investment fund, or other SPV, in cases where failure or materiial financial distress of the third party
would cause a loss in the value of the covered company’s investment in or exposure to the investment

fund.”® The propaosed rulle text specifiically identiifies “fund managens” as potemtial third panties. Thus,

X Aroposd §25227 %)W)
 Proposal § 252.75(b)(2).
% Subchapter M of the Internal Revenue Code.

7 See, e LUCAIMS BieectiveMeictbes 32 a5 66 Nattond! hsstnuneent8s 11 002Wh sl Arunlis ecdivan22 laad2 22
(requirements applicable to Canadian mutual funds).

* Propaosal §252.75(c).
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in the case of an investment fund, the large covered company would recognize an exposure to the
investment fund and a sacond exposure of equal size to the fund manager or other third party if the
“failure or distress” standard is met.

In its very brief description of this provision, the preamblle focuses solely on SPVs. It states:

For example, the value of an investment by the [large] covered company in an SPV
might be reliant on various forms of credit support provided by afinancial institution
to the SPV. The failure or distress of the credit support provider would then lead to
loss in the value of the investment of the [large] covered company in the SPV. Other
examples of third parties whose failure or distress could poteniiillly lead to alossin the
value of the [large] covered company’s investment in the SPV are originators ot assets
held by the SPV, liquidity providets to the SPV, and (potentiallly) fund manageis.”

The proposed rule text thus appears to cast amuch wider net than is necessary to address the
Board’s stated concerns. For the reasons outlined below, we stronglly urge the Board to narrow the rule
text and otherwiise make clear that this provision would not apply to alarge covered company’s
investment in a regulated fund.

First, there are ahost of regulatory and structural characteristiics that sharply distinguish
regulated funds—the most compuethensiirelly regulated investment product in jurisdictions
worldwide—from SPVs and securitization vehicles. These characteniistiics, which are described in some
detail on pages 4-11 of the attached letter to the Basel Commiitiree, include the separation between a
regulated fund (whose gains or losses belong to its investors) and its manager (which setves in an agency
capacity). On this basis, we believe a different approach to regulated funds iswarranted.

Second, the discussion in the preambie indicates that the Board is concerned about the prospect
of alarge covered company sufferingaloss from its SPV investment because the provider of credit or
liquidity support to the SPV fails or encountrers materiial financial distress. The Board should not have
the same concerns with regard to covered company investments in regulated funds. As noted above, a
regulated fund manager serves in an agency capacity. It isnot legally required to provide support to the
regulated fund(s) it manages, nor do investors or the broader marketplace have any expectation of such
suppoit. Accordingly, it s not appropriate to consider potential distiess of a fund manager on par with
that of an institution providing credit or liguidity suppert to an SPV.,

Thiind, any losses in the value of a large covered company’s investment in a regulated fund are far
more likely to be tied to exogenous factors (such as market conditions) rather than to any distress

81 Fed. Reg. at 14343
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experienced by the fund manager.®® Indeed, regulated fund managers are unlikely to fail precisely
because of the agency nature of the asset management business. In other words, the fund manager does
not take on the risks inherent in the assets that it manages for regulated funds and other clients, or in
other activities or strategjies it may pursue on their behalf; such as securities lending,*

Fourth, the threshold articulated in the proposed rule text—“would cause aloss in the value of
the investment”—matkes little sense in the case of covered company investments in regulated funds.
The threshold appears to be based on the notion that loss is something to be protected against. In fact,
the potentiiall for loss is inherent in any investment. The net asset value of aUS equity mutwall fund, for
example, will fluctuate daily according to the market value of its undetlying assets. Investors know this,
and expect to enjoy the galns, or bear the losses, generated by the fund’s potttolio. That is simply the
natuie of investing, and the Board's final rule should be erafied with that fact in mind.

Finallly, we note that regulated funds have contractual and other business relationships with
several key service providers beyond their managers (eg., custodian, principal underwriter). Wihiile the
preamblle seems to suggest that these relationships may not be the focus of the Board’s concern, the
broad wording of the proposed rule text potentizllly could capture them.

Most of these providers are highly regulated in their own right under securities or banking law.
For regulated U.S. funds, these relationships are governed by the Investment Company Act and related
rules, are subject to robust and ongoing oversight by the fund and its independent directons, and receive
regular focus in SEC examinations.® Moteover, most of these key service providers are not entities that
present risks of sudden failure. Any deterioration in the services they provide or other indications of
financial distress are likely to be discernible through the regulated fund’s monitoting and oversight
programs, giving the fund the oppottuniity to replace the provider should that prove necessary, And in
the case of the large banks that act as tund custodians, mitigating the risks ot sudden failure is a constant
point ot focus for the banks and their regulators, Ineluding the Board,

% Concerns about the potentiial for “correlated distress” comes up in another part of the Proposal—the requirement to
aggregate exposures to counterpartiies that are “economigallly interdependent.” Economic interdependence would be
deemed to exist where, if one of the countetpartiies were to experience financial problems, the other counterparty would be
likely to experience financial problems as aresult. Proposal §252.76(a); 81 Fed. Reg. at 14332. In our view, this part of the
Proposal isill-defined, such that we have been unable to determine what implications (if any) it could have for regulated
funds. We urge the Board not to adopt this requirement without first providing greater clarity asto how it would be
applied, so asto preclude unintended consequences, inconsistent Interpretations or overly burdensome compliance
obligations.

3 See, g, Lieeteer oo HecFHnandidiSSbibiiiyneesgihint Council ffoamPRaliSShbot Stevens PPesildents (KD 1({| ddatdd
March 25, 2015 at 72-81 and Appendix B, available at https://ivam.iici.org/pdf/15 i fsoc_ltr.pdf.

21d at 58-72.
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For all of these reasons, we recommend that the Board revise the Propasal to exclude large
covered company investments in regulated funds from this provision.

* ¥ * * * * * *

Thank you for your consideration of these commentss. If you have any questions or would like
additional information, please feel free to contact me at (202) 326-5815 or david.blass@ici.ong, Frances
Stadler, Associate General Counsel and Corporate Secretaty, at (202) 326-5822 or frances@iici.org, or
Rachel Graham, Associate General Counsgll, at (202) 326-5819 or rgrdram@ici.org.

Sincerely,
/s/ David W. Blass

David W. Blass
General Counsel

Attachment

cc: David W. Grim
Director, Division of Investment Management
Securities and Exchange Commiission
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March 17,2016

Basel Commiiittee on Banking Supervision
Bank for International Seftlanents

CHF4002 Basel
Switzerland

Re  Identification and measurement ot step-in risk
Dear Sirs and Mesdames:

ICI Global® appreciates the opportunity to comment on the Basel Commiittee on Banking
Supervision’s (BCBS or Commnittee) preliminary consultation regarding the identification and
measurement ot step-in risk.? ICI Global members have akeen interest in astrong and resilient
global financial system that operates on a foundation ot sound regulation. We seek to engage
actively with pelicymakers and to provide meaningful input on global financial regulatory policy
Initialives, such & this one, that may have significent implications for regulated tunds, their
investors and the broader financial markets.

Asexplained in the executive summary, the consultation sets forth a“proposed conceptual
framework [that] aims at identitying unconsolidated entities that could entail significant step-in risk
for banks." 1t describes step-in risk @ “the risk that abank may provide financial Support to an
entity beyond or in the absence ot any contractual obligations, should the entity experience
financial stress.” The propesed framework also ineludes “potential approaches that could be used to
reflect step-in risk in banks' prudential measures.” Each of the approaches presented in the
consultation weuld increase the bank's resulatory capital, even though the Commiitiee profiesses
that it “has vet to decide how the propesals will fall within the regulatory framework, inchuding

" The international arm of the Investment Company Institute, ICI Global serves afund membership that indudes
regulated funds publicly offered to investots in jurisdictions worldwide, with combined assets of US$18.4 trillion. ICI
Global seeks to advance the common interests and promote public understanding of regulated investment funds, their
managers, and investors. Its policy agenda focuses on issues of significance to funds in the areas ot financial stability,
cross-border regulation, market structure, and pension provision. ICI Global has officesin London, Hong Kong, and
Washington, DC.

2 BCBS, Consudltative Document: Idenmifmw and measurement of step-in risk (Dec. 2015) (“Consultative
Document™), available at fitps.//www.} , 3

¥ Consultatiive Document at 1 (emphasis addied).
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whether they fall within Pillar 1 [minimum capital requirements] and/or Pillar 2 [supervisory
review process)."

In this letter, we explain the many reasons why regulated funds* ponsored by banks or bank
affiliates—lboth regulated money market funds and regulated stock and bond funds—are unlikely
to present step-in risk and therefore should lie outside the scope ot the Commiittee’s effort to
identity and measure sources of sigmificant step-in risk for banks. We also discuss why @ bank
regulatory capital charge to address presumed step-in risk from aregulated fund would be
inapproptiate and conflict with US law.

Before turning to our substantive comments, we wish to express our agreement with the
Commiitiee’s decision “to focuson the situations that give rise to step-in risk, rather than teying to
provide adefinition ot acategory of entitiies that should be considered.”® Identitying the situations
that may raise legitimate supervisory concerns I8 in our view, atar more produciive approach than
simply taking broad aim a so-called “shadow banking entities.™® This approach also should help the
Comnmitiee to distinguish between bank relationships with uncenselidated entities that pese
significant step-in fisk and Situations—such aswith regulated funds—where step-in risk is remote
and, theretere, dees net warrant any additional eapital reguirements.

L Summary of Comments

Regulated funds sponsored by banks or bank affiliatesare unlikely to experience “wezkness
or failure” that would have any related negative impact on the bank and therefore should lie outside
the scope of the Committee’s proposed framework for identitying and measuring step-in risk.
There are several reasons for this. First are the key regulatory and structural characteristics of
regulated funds that bear directly on the nature of the relationship between aregulated fund and its
bank-affiliated sponsor and that also mitigate the risk of material stress for the regulated fund. By
way ot illustration, these characteristiics include:

*  Separation between a regulated fund and its bank-affiliated sponsor, which gharply
limits any incentiive for the bank to absorb fund losses

" Thettanm “regtated fitmdiS imdudies e lbatedl USumndS ((or “WSmmutua fiumdiS wiercapppogpiiaie), whiith are
comprehensiivelly regulated under the Investment Company Act of 1940 (“Investment Company Act”), and “regul ated
non-US funds,” which are organized or formed outside the US and substantiively regulated to make them eligible for
sale to retail investors {eg, fiurhshinmiidlketi mthelingpean Uhnion art gudititetumtier eI T Shitkecive
("UCITS")).

® Consultative Document at 10.

¢ SaelFimancial Steiliity Boad), Transgforming Shadaw Ranking Into Resilien Market-Based Finance: An Queriengt
Progress| (22:Ntow. 20015) aat 5 2zt Hutipn // www.fidbooegivgn-

content/{ippbaditasidw_bamidaing overvienw aff proogess 20 pft (stating that the FSB “asked the BCBS to develop
policy recommendations to ensure the spillover of risks from the shadow banking system to the banking system are
prudentinllly mitigated.”) ICI repeatedly has objected to the characterization of non-bank financial intermediaties as
“shadow banks,” alabel that failsto distinguish among arange of intermediaries subject to varying degtees of regulation
yet suggests that all are Insufficiantly regul ated because they are not part of the banking sysiem. Ses, ey [caiten 588
frem Paul Seheit Stevens, President & CEO, ICI, dated June 3, 2011 (respending te 2 FSB backgreund nete entitled

Shadove Bapkings: Seoping ihelsues).
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» Provisionsto mitigate conflicts of interest between aregulated fund and its bank-
affiliated sponsor, which in the US effectively prohibit or limit most formsof sgpamnsor
support

* Regulated fiind governance, which includes strong independent oversight of regulated
fund management and operations

» Prospectus and other disclosure to investors, which makes clear that regulated fund
investors bear the risks of their investment

o “Suibstitutability” of regulated finids and lack of “aritical functions,” which make it
highly unlikely that a bank-affiliated sponsor would take measures to “safeguard” any one
fund

Additiomailly, since the global financial crisis, the US Securities and Exchange Commission
(SEC) has adopted two packages ot sigmificant reforms that sufficiently mitigate step-in risk
associated with regulated US money market funds. Post-crisis measures also have made regulated
European money market funds more resilient, and a pending legidative propesal would make
further reforms, possibly including a prohibition on sponsor suypport.

Regulated stock and bond funds also are unlikely to present step-in risk. Fund investors
understand that any gains or losses belong to them and accordingly have no expectation of gponsor
support. These funds, moteover, do not experience “financial distress” of the sort that might
occasion gponsor sipport. In the US, for example, [CI data show only modest redemptions by
regulated stock and bond fund investors, even during periods of severe market stress.

To measure step-in risk, the Commiittee proposes approaches that would increase abank's
regulatory capital—a proposition that underscores why regulated funds should remain outside the
proposed framework. Fund investors retain, and should expect to retain, all risks of their
investment. Any suggestion to the contrary would introduce dear moral hazards, potentiiallly
making investors less careful in their choice of regulated fundsand bank sponsors less disciplined in
managing ahind’s investments. And, as applied to regulated US funds, the Commiitiee’s proposed
approaches conflict with the letter and spirit of alaw’ that generally prohibits the US Federal
Reserve Board from taking into account affilisted regulated fund activities when setting capital
requirements for bank holding companies.

IL Regulated Funds are Unlikely to Present Step-in Risk

The Commiittee states that its focusin this consultation “is on the reputational risk that
arises when abank considers that the weakness or failure of an entity islikely to have anegative
impact on the bank itselt.”” Relevant to this inquiry, therefore, are the nature ot the entity itself, the
likelihood that the entity will experience weakness or failure, and the impact that any such wedkness
or failure may have on the bank.

Under the proposed framework, banks and their supervisors would look at abank's
relationships with unconsolidated entities and apply certain “primary indicators” to identity those
relationships that could entail sigmificant step-in risk for the bank. The consultation states that

Consultatiive Document at 9.
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where abank’s relationship with an entity meets one of the primary indicators, the existence ot
significant step-in risk would be presumed.? The proposed framework sets forth aset ot “sacondary
indicators” for use by supervisors in assessing the reasonableness of abank’s argument that a
particular indicator of step-in risk has been mitigated.’

We begin by highlighting the regulatory and structural characteristics that sharply
distinguish regulated funds—the most comprehensively regulated investment product in
jurisdictions worldwide—from other types ot unconsolidated entitiies with which the Committee
may be concerned (&g, imartigageantitimnancecompanies, unbingwhidies aantk seauitiaeiion
vehicles).*® These eharacteristics bear directly on the Rature of the relationship between the
regulated Rind and its bank-affiliated sponser. They alse mitigate the risk of Material stiess for the
regulated fund, whether from an adverse operational event, investinent losses oF market conditions.
Next, we discuss the variety o reforms that regulators in the United States and other jurisdictions
have proposed of adopted to strengthen the resiliency of regulated money market funds. These
reforms sufficiantly mitigate sgp-in risk for banks that sponser sudh funds. Finaly, we egplan dhe
additional reasons why other regulated funds (that is regulated stock and bend funds) are unlikely
to present step-in risk to their bank SPONSOFS:

a. Distinguishing Characteristics of Regulated Funds

Regulated investment funds serve as the vehicle through which millions of people save and
invest to meet their most important financial goals. The substantiial advantages that these funds
provide to investors—including professional money management, diversification, and reasonable

—are consistent across international borders, They include the benefit of substantive
government regulation and oversight, as befitsan investment product digible for sale to the retail
public, All regulated funds typically are subject to substantive regulation in areas such as disdosure
(eg., frorm didieany 2anti ciiming), formeff aggarizasion, ssgparaeausody off unbassas, makicodo-
market valuation, and investment restrictions (eg,, |lswetags, dypesef imusstmantscor “@iiglikeassets,”
concentration limits and/or diversification standards).'

Although the governing rules in different jurisdictions are not identical, they are very
similar. Indeed, such rules reflect common princiiples developed by the International Organization
ot Securities Comimissions (IOSCO)*? for regulated funds (which IOSCO refers to as “collective

® Consultative Document at 16.
% 1d. The consultation also suggests additional indicators specific to asset management. Fd. at 26.
1% Consultative Document at 10.

" For amore detailed overview of the comprehensiive regulatory regime applicable to US mutual funds, seellcettertto
FSB from Paul Schott Stevens, President & CEO, ICI (April 7, 2014) (“Aptil 2014 FSB Leiter”), available at
http:/ivwvinwiizii org/fpaff Al iaii filh_gsifi ltr.pdf, a& Appendix C.

2 The I0SCO Objectives and Principles of Securities Regulation set out 38 principles of securities regulation; these
princiiples are based on the following three objectives of securities regulation: protecting investors; ensuring that
markets are fait, effickent and transpareﬁt and feducihg wﬁemic fisk. See

upgraded and strengthemd these Prmcnplles in 2010 See
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investment schemes” or “CIS”) as well as |OSCO’s more detailed work on core areas of CIS
regulation.®

In the paragraphs that follow, we highlight the regulatory and structural characteristiics of
regulated funds that appear to be most pertinent to the Commiittee’s concern about the possibility
for “weakness or failure” that could be “likely to have anegative impact on the bank itself."¢

¢ Separation between the regulated fund and itsbank-affiliated manager.'> The assets of
aregulated fund are separate and distinct from, and not available to dlaims by creditors of,
the fund manager. A regulated fund's economic exposures belong to it alone, and losses are
not absorbed by the fund manager. Acting asagent, the fund manager provides investment
management and other services to the fund in accordance with the fund's own investment
objectives, strategjes, and policies, for which the fund pays the manager an asset-based fee.
Eor regulated US funds, the fund'sboard of directors (including amajority of its
independent members) annuallly must review and approve the fund's contract with the
manager, including the management feeto be paid by the fund. If the manager owns shares
of the fund, it does o pari passu with other investors. In the situation where amanager
owns acontrolling Interest in the find (eg. dhermanager Ihasprevidiat! sseetlegyitd doanaw
fund) or meets other criteria indicating a control relationship under aceounting standards,
the Rind weuld be conselidated o the manager’s balance sheet.'$

https: /immariiosco.orgilitwary/pubd dt7/IOSCOMDRY itt.

1% Se, cyg. PRiiRijbeRRpgaliting hed Gustally ok Chléectivd hnveasimantSchbamesAd et (Ret 2001Y) aevdilbbiaat

Retp:/ et iosee orgilibr any/ pubdecs/ pdf/1OSCOPDNEA palft: Pﬂﬂchples f@f the Valuation of Colllective 1avestiment
Sehemes (May 2013), available at http://wwow.iosco.orgylithran/t 7 plft: Examination of
Gevernance for Colllective 1nvestiment Sehemes: Part 1 (fune 2006), available ﬁ
http:/iwmnriiosco.orgdlitarany/pubdocs/ pdf7l OSCOPD R altf, and Part 1T (Feb. 2007)(*CIS Governance Part 1F),
available at httip:/ivewsv.ioscooreglibynayy foitliesginttt/1O SCOPDZI7 palf: Confilicts of Interest of CIS Operators
(May 2000), available at Ittp:/fwww.iogewcoelibwaiy foihtincdmati/l O SCQPDIORS.jpfi

“ Consultatiive Document at 9.

" These characteristics are relevant to consideration of the proposed indicatots relating to the extent of capital ties
between the regulated fund and its manager, the decision making/management authotity of the bank, the purpese and
overall design of the fund, whether the bank has arelevant interest in the fund other than its management fee and
whether the bank enjoys/assumes the majority of the risk and rewards. Consultatiive Document at 14-15, 17, 26.

1 See FASB ASC 810, Conedlidlation, and IFRS 110, Consdlidated Financial Statements. SEC-registered money mngtket
fundsthat comply with rule 2a-7 under the Investment Company Act and untegistered fundsthat operate in asimila
manner are exempt from consolidation under US GAAP. A reporting entity (eg., sctharik-filiiatetifurbspronsar) iis
requiked to disclose any financial support provided to such fundsfor the periods presented in the performance
statement (FASB ASC 810-10-15-12).
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» Provisionsto mitigate conflicts of interest.”™ Although approaches differ across

jurisdictions, there isan “overriding responsibility” on the part of a regulated fund manager
to act In the best interest of the fund. As IOSCO has observed, this responsibility s often
the prerise for regulatory requirements that seek to avoid or mitigate conflicts of interest
and to ensure faif treatment for investors.® In the US, for example, transactions between a
regulated US tund and affilisied entities such a5 the fund managex, the corperate parent of
the manager, oF a1 entity under cominen control with the manager, are strictly proseribed.
Only in limited eireumstances—and only where there is abenetit to fund investors—will
the SRC permit such transactions, subject to conditions including oversight by the fund’s
board and its independent membeis (a described in the “regulated fund governance”
discussion belew). (R effest, the [Avestment Company Act prohibits oF limits mest Forms
ok sponser auppeEt

In the EU, aregulated fund manager must establish, implement and maintain an etfective
contlicts of interests poliicy. That pelicy must be in writing and appropriate to the size and
organization of the fund manager and the nature, scale and complexity of its business.
Whete aregulated fund manager s a member of a group, the policy must take Into acceuint
any circumstances of which the manager is (or should be) aware that may give riseto a
contlict of interest resulting from the structure and business activities of other membexs of
the group. Member State regulatois have published guidance on potential conflicts of
intesest, including the ones stemming from the relationship between the regulated tund and
its manager.

Regulated fund governance®’ All regulated funds, notwithstanding differencesin
structure and organization across jurisdictions, have one or more mechanisms to provide for
“adequate and objective oversight” ot the activities of the regulated fund and its manager, in
order to protect fund investors? In the United States, regulated funds must have aboard
of directors that generally must have at least amajority of membets who are independent of
the fund’s manager and certaln related persons. [n practice, independent directois make up
three-quarters of most fund boards. Independent directors must select and nominate other

¥ These characteristics sre relevant to consideration of the proposed indicator relsting to whether the bank hasa
relevant interest in the fund other than its management fee (g, lloanstio threfiumt) st wietinor dinctrark iisdidieto

exexcise a"dominant” or "significant” influence over management. Consultatiive Document at 14-15, 26.
% SeeConflictsof [nterest of CLS Operators, sypranote I3, 2t ] 1.

" The detailed 2nd restrictive provisions of the Investment Company Act governing dealings with affilistes.aiens less

stringent than those contained in Sections 23A and B «of the US Falierd (Resove Act. Seedlsuinfranaote31
(mentioning post-crisis reforms affedting transactions between US insured banks and their affiliates).

% These characteristics are relevant to consideration of the propased indicators rdating to whether the hank isable to
appoint or remove the majority of members of the governing body or othemwise exercise a”dominant” or “significent”

intluence over management. Consultative Document at 14-15.

 SeeCIS Govarnance Part 11, sypra mote 13, af 4-5.
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independent directors. Fund directors are subject to dutiies of care and loyalty and have a
legal duty to serve as “watchdogs” for the interests of fund investors. In broad terms, the
fund board oversees the management, operations and investment performance ot the find.
Directots have significant and specific legal reponsibilities, including to approve the
contract with the fund’s manager and oversee the manager’s provision of services under that
contract, and to oversee potentiial contlicts ot Intetest as well as the fund’s compllance
progeam. Although rarely exercised, afund board has the authority to terminate the
manager's contract and engage & new manager for the fund. It isworth noting that, under
lengstanding precedent, the US Federal Reserve Board views regulated US funds as belng
under the control ot their independent beards of directors (and net affiliates of abanking
Organization) for purpeses of banking law (except in caves where the bank §poNser ewns a
eontrolling eguity investment in the fund).#

Regulated non-US funds typically employ differemt mechaniisms for independent oversigit.
UCITS, for example, must appoint adepositary—an entity regulated and supervised by
Member State regulators under the UCITS Directiive requirements—that isindependent of
the fiind and fiind manager.* The depositary must be a national centtal bank, a credit
institution, or other entity that isauthoriized to provide depositary services; it is subject to
prudential regulation and to capital adequacy requirements under the Capital
Reguirements Directive (CRD 1V). The depositary acts “both as a supervisor (the “legal
conscience”) of [di] UCITS fifndd.... andlasasiusadian oxar diefiond assas’™ Tks
responsibilitics include sefeguerding fund assets, monitoring the tund's cash flows and
performing certain oversight functions as described in the “rebust risk and eompliance
framewerk” discussion belew. 1n carrying eut its respensibilities, the depesitary “shall act
honestly, faitly, protessionally, independentlly and solely in the interest of the UCITS and
the investers of the UCITS."#

¢ Robust risk and compliance framework.”® Regulated US funds must adopt and
implement aformal compliance program, including written poliicies and procedures
reasonably designed to prevent violation ot US federal securitiies laws. These policies and

2 See, ceyg, (onmeerthakk AXG 883 Fdd RResBRIL 6899 12997).

2 0On 18 December 2015, the European Commiission published proposed level 2 measures tor Directive 2014/91/EC
(amending Directiive 2009/65/EC) with additional specifications regarding the obligations ot deposnam:es The
proposed Delegated Regulation is available at http://6e curopa.cu/ trangaarencyfegddotic pp A3

EN-FI-1LPDF. The level 2 measures further ensure the independence between the depositary and the UCITS/ the
UCITS manager and other third-parties in the UCITS value chain.

% SeePress Relesss, Europesn Commission, UCITS—Improved Reguirements far Depositaries and Fund Managers—
Frequently Asked Questions (3 July 2012), avsilsble at Huttp://europa. en/rapid/ipress-re ease NIEWMIO-12-515 e fitm.
% Directive 2014/91/EU (amendmg Dunecmve 2009/ 65/’HEC)) Article 25 available at Inttp://aureHoc europa.eu/ilegal -

In broad terms, these characteristics are relevant to the likelihood of weakness or failure of the regulated fund.
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procedures must provide for the oversight of compliance by the fund's key service providers.
A fund also must designate achiet compliance officer regponsible for administering the
fund's compliance policies and proceduwies. The CCO must report in writing at least
annuallly to the fund's board on the operation ot the fund’s (and its service providers’)
policies and proceduiies and each material compliance matter that occurred since the date ot
the last report. Building on the existing, robust compliance structute, the SEC has
proposed new requirements desigied to enhance contiolls on risks related to porttolio
compesition—sgaciffcallly, liguidity risk and derivatives-related risks.?

Regulated non-US funds adhere to comparable requirements relating to compliance and
risk management. UCITS, for example, must have adocumented risk management policy
covering, among other things, how the UCITS will manage liquidity to meet redemptions.
The compliance function for aUCITS must be functionally independent from porttolio
management. Addigonallly, the UCITS depositary—an Independent entity—is charged
with overseeing the fund manager’s compliance with applicable law and fund pelicies. The
depositary’s oversight functionsinclude, for example: (1) ensuring that fund shares are
issued and redeemed, and the fund's net asset value (NAV) is caleulated, in aceordance with
fund rules and applicable law; and (2) supervising Atnd management to ensure that it
follows regulations and rules and, in particular, the fund’s investment polliicies and
restrictions. The depesitary must report instances of non-compliance with invesiment
Festrictions te the Member State regulator.

e Prospectus and related disclosure to investors.® A regulated fund's prospectus provides
extensive information to current and prospective investors and the markets about the fiind
and its operations, including investment objectives, investment strategies, fees and expenses,
and investment pertormance. Of particular relevance to this consultation are required
prospectus disclosures concerning the risks of investing in the hind. Additienally, in the
US, regulated fiind advertisements must adhere to strict guldelines as to presentation ot
petformance information and provide required disclalmers cautioning investors that past
performance sheuld net be taken as indicative ot future pertermance. In Europe, beyond
the reguired prospectus, UCITS also must prepare a document containing “key investor
infermatien” (the “K11D”). The KIID must describe the risk/reward pratile of the hind
and previde “appropriate guidance and warRings in relatien to the risks associated with

% See SEC, Qmpen-End Fund Liguisiiy Risk Maragerent Programs, Suing Pricwygy, Re Qpoening «f Gonvent Petiat)fior
Tnvestiments Caapany Reporting Mbdkinizatiin: Release, RRéteasa¥ito.33399222( §8ppt 222 Z2015) ({ STEC] ligguddity
Management Proposal”), available at http//wwwsee.gov/tules/pro posed/2015733-9922 pdft: SEC, Usegf Deninatives
by Registened Invesiment Companiesand BusnessDeawdgpment Companss, IkdereNg. I[C-BIE88((Des. 111, 2015)
(“SEC Derivatives Propesal”), avallable at htip:/hwwwire goviiles/renasaed 201 $/ic-31933.pdt.

+* These characteristics are relevant to consideration of the proposed indicators relating to investor expentations,
including with respect to the likelihood of support from the bank, whether the bank has provided investots with
guarantees on the performance of the fund or its assets, and whether the bank has provided investors with an explicit
commitment to meet any shortfall in retutns. Consultative Document at 18, 26.
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investment” in the UCITS (eg., diisdidimers cautianing iinvestors dinet jpast perfenmanceiis
not indicatiive of future performance).

¢ Information to regulators.”’ Regulated fundsprovide extensive information to their
primary regulators on aregular basis. Thiis includes copies of the fund's prospectus and any
amendments thereto, aswell as annual reports (containing audited financial information)
and semi-annual reports that funds also provide to their investors. Regulated US funds
must fileacomplete list of their portfolio holdings with the SEC following their first and
third quarters. Under apending SEC proposal, such funds would report more extensive
information about their porttolio holdings and would report on amore frequent (monthiy)
basis. The proposal also would require enhanced, standardized disclosures about derivatives
in fund financial statements.® Similarly, certain specified statistical information regarding a
UCITS must be submitted to the home Member State regulator of aUCITS, i.e, the
regulator in the fund'sdomicile. Primary regulatoes also can request regulated fund
information in connection with their supervisory responsibilities.

e Ability of regulated fund investors to exit their investment.** US mutual fundsoffer
their investors the ability to redeem shares on adaily basis Many regulated non-US Rinds
similarly offer shares that can be redeemed on adaily basis. This isa defining feature
these funds, and it Is one around which many of the regulatoey requirements and
operational practices for these funds are built. OF particular importance are mark-to-
market valuation of porttolio assets and maintaining much ot the porttolio in liguid
investments. Regulated fund managers have a range of teels that can be empleyed, both to
support redemptions and to protect the interests of those investors remaining in the fund.
11 the case of US mutual funds, 1CI data shew that these funds have astrong record ot
managing investor redemptions, even during periods of market stress

There have been similar findings in other jurisdictions. For example, the Bank of Canada
recently issued areport on the Canadian financial system that included an assesament of
potentiial vulnerabilities in Canadian open-end mutual fundsand found that these funds

“These characteristics zre rlevant to the likeiliood of weskness or failureof the regulated fumd. The obligation to
report regularly to securities regulators (who have enforcement authority) incentiivizes compliance with applicable legal
and regulatory requirements.

¥ See GRC DerivativesProposal, syprameie 27.

¥ These characteristics are relevant to consideration of the proposed indicator relating to the ability of investors to
dispose freely of their fimancial imstruments. Consultative Document &t 1I8. For more dietailed discussion of lhow
regulated funds manage their liquidity needs and the tools used to support redemptions, see cgg [ tetierat® $BEfnom
Paul Schoit Stevens, President & CEO, ICI (May 29, 2015) (“May 2015 FSB Lettet”), available at
https:/ivmnsici.org/pdit/115 isii fish commmeni pdf, a& 26-30; Letter to Brent ). Fields, Secretary, SEC from David W™,
Blass, General Coungel, ICI (Jen. 13, 2016), available at Inttps://wwwyv.ici.org/pdt/16 icii sec lrm rule comment.pdt.

%2 See, ey Apili A0S FEBH Ledersappr anctd Llaet\pppadiofF.
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“appear to be managjinyg.. . liquidity risks effectively.”® Similarly, the Bank ot England's
Financial Policy Commiittee (FPC) commissioned asutvey analyzing the risks assaciated
with “open-end hinds offerimgdhort-notice redtamption” in the context of “potentially more
fragilemarket liquidity.” The FPC reported that the survey results suggest that “funds
operating under UCITS ensure that remalning investors are not disadvantaged when
redemptions occur. Thiis reduces incentives for Investors to redeem it they suspect others
will do the same. These funds also operate with minimal amounts of borrowing, ™

¢ Additional protections against idiosyncratic risks.® Regulated US fundsare required to
maintain fidelity bond coverage as specified by regulation and subject to annual approval by
the fund’s board of directors. Such bonds typically afford coverage against dishonest or
fraudulent acts or theft by various persons associated with fund activities, including fund
officersand employees. In the case of UCITS, the depositary Is liable to the UCITS and its
investors for any loss of assets entrusted to the depositary for custody. The depositary also is
liable for other losses that result from its negligent or Intentional fallure to tulfill ids
obligations under the UCITS Dikective.® Thiis risk of ligbility is covered by capital
requirements as stringent & CRD 1V, te which the depesitary is subject.

Regulated US funds also typically procure liability insurance coverage for themselves and
their directors and ofticersto cover judgments, settlements and legal defense costs incurred
in certain investor lawsuits or other third-party claims relating to fund activities. US
managers of regulated funds (alone or together with one or more affilicied companies
providing services to the regulated funds) similarly often purchase such coverage for
themsellves. Regulated non-US funds and their managers likewise may and do procute this
kind ot ligbility insurance coverage.

¢ Substitutability and absence of “critical functions™’ Regulated fundsare highly
substitutable and do not provide critical functions to sponsors or third partiies; therefore, it

¥ SeeBank of Canada, Financia Sysem Review ([iune 2015), audldile:at Hitp: / fwww. bank of canadacelup-
content/uploads/2005/@wF srile200U5 pft. & 46-54. With regard te fixed income funds, the report aétributed this
finding to various factors ineluding: (1) fundshold sufficient cadhde et kageratienmions; and (2) fumndishavea
stable Investor base—as demonstrated by the fact that Canadian flxed income flows have been stable during past periods
of stress. Jd. at S0.

# SeeBark of England, NewsRekease- Fimancial Miw@mmmltteemmm ﬁmmmtspoheymm&ﬁmg(@ﬁ;m 201%),
available at Hifp:/ Ay : ulk 2

These characteristics are relevant to consideration of the proposed indicator relating to the existence of “major
econormic dependence of the entity on the bank.’ Consultatiive Document at 17.

% As noted above, adepositary issubject to prudential supesvision and capital adequacy requirements.

¥ These characteristics are rdevant to consideration of the proposed indicator relating to whether the fund would be
“safeguarded for its continuity of critical functionsin acoordance with the bank’s recovery and/or resolution plans.”
Consulltatiive Document at 19. For more detail, sac Miay 22015 RSB ILcetiar, sypramate B, at BD-32-ant|atitition IKCI
sources clted thereln.
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is highly unlikely that aregulated hind manager would take measures to "safeguard” any one
fund. As the Financial Stability Board has recognized, “the investment fund industry is
highly competitiive with numerous substitutes existing for most investment fund strategies
(funds are highly substitutabile)."® Investors have considerable choice and flexibility to
move their assets from one regulated hind to another. Not surprisingly, regulated fund
managers routimely close or reorganize regulated funds for avariety of reasons, including the
inability to attract or maintain sufficient assets, departures of key portfolio managers, or
poor investment performance.®* When a US mutual fund liquidates, there is an established
process by which the tund liquidates its assets, distributes the proceeds pro rata, doiiwssiars
and winds up its affars. This process adheres to requirements (A the [Avestment Company
Act and other applicable laws based on the fund's demiicile. The fund manager and fund
directors oversee this process and determine how guickly it takes place, in accordance with
their fiduciary obligations to the fund, UCITS similarly have orderly liguidation
procedures 6 described in their fund rules and the laws ot the UCITS home Member State.
Liguidations are subject to the tiduciary responsibilities of the UCITS’ management
company and/or directois, requiring the liguidation to be conducted in an orderly manner
and in the best interests ot investors,

The many factors highlighted above should allay the Commiittee’s concern about the
possibility for “weakness or failure” in the structure and operation ot regulated funds that could be
“likely to have a negative impact on the bank itself.”

b. Post-Financial Crisis Reforms Sufficiently Mitigate Step-In Risk Associated
with Regulated Money Market Funds

The consultation points to the experience of some money market finds during the global
financial crisis asa"prominent example” of banks giving credit or liquidity support, beyond a
contractual obligation to do o, to entitiies “not included within the scope ot regulatory
consolidation.” The Committree acknowledges that “[t]he impact ot step-in risk has been tackled by
various authoriitiies following the financial crisis.” With respect to money market funds, the
consultation points to reforms that the US SEC adopted for regulated US money market fundsin
2014. Later on, however, the consultation failsto mention these reforms when listing examples of
potentiial “collective rebuttalls” to the presumption of step-in risk.#

% £SB, Consultatiive Document, Assessment Methodolagiesior IHtentffyingNonBank Ndan/maner (G bbb Sysremicdily
Trporvani: Financial Tnstiiutions: PropaseliHigh-Level Framevwrk.and SpedfficWiethotidigri et Sadenuar 2. D4} avaihitdele
# http:// pévww ffinancial stabilit Lo luplloads/ti _140108.pdt, st 30

® | iquidations and mergers are commonpliace. Ses, egrg.] O] ;Odkaléy RRefsobiai O DMl iuahdsehil FEneivManager s
(July 2014), availsble at hetp://iwmaiici.or /04t i ondlenlly resolution.pdt.

% The consultation introduces the concept of “collective rebutialls,” describing these as rebuttalls that would apply “on a
jurisdictional basis, if the supervisor is satistied that step-in risks are mitigated by existing public policy that is
enforceable by law.” Consultative Document at 24. The Committee envisions collective rebuttalls to include areasin
which “there isexisting law (or regulation) that prohibits asignificant portion ot banks or other market participants
from providing non-contiactual support to off-balance-sheet entities.” Jd.
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We believe that the Committee isviewing the experience of money market funds through
too narrow alens. In this section, we explain that the SEC has adopted two packages ot significant
reforms applicable to regulated US meney market tunds, the first in 2010 and the second in 2014.
The totality ot these reforms is sufficiant to support a “collective rebuttal” that weuld exdude
regulated US money market funds from the propesed step-in framework.” We also highlight the
post-criisis measures that have made regulated Eurepean money market funds mere resilient, as well
& the pending legislative propesal in Europe for further reforms.

Post-crisis reformsin the US. Regulated US money market fundsadhere to regulatory
requirements in addition to those described in the previous section that are applicable to all
regulated funds. Even before the financial crisis, these additional requirements included credit
quality, maturity and diversification standards designed to limit amoney market fund's exposure to
credit risk, interest rate risk, liquidity risk, and the risk that certain investors may act precipitously
to seek large redemptions.

Starting from this regulatory foundation, the SEC adopted the 2010 and 2014 reforms to
make regulated US money market hinds “more resilivent... while preserving, to the extent possible,
the benefits of money market funds."*> Among other things, the reforms:

¢ Raisecredit standards and shorten the maturity of money market funds' porttolios, further
reducing credit and interest rate risk.

e Impose explicit daily and weekly liquidity requirements—regponding directly to the fact
that, during the financial crisis, some funds had to liquidate assets quickly to meet unusually
high redemption requests.

¢ Regquire fundsto adopt “know your investor” procedures to help them anticipate the
potentiial for heavy redemptions and adjust their liquidity accordingly.

e Impose stress testing requirements—first adopted with the 2010 reforms, and further
enhanced by the 2014 reforms.

e Strengthen applicable requirements concerning portfolio diversification, induding those
related to affiliated issuers and demand features/guarantees attributable to asingle
institution.

41 As ageneral matter, the Commiitee’s concept of “collective rebuttal” istoo narrow in that it encomypasses only those
areas where step-in risks are mitigated by “existing public policy that is entorceable by law.” The Committee should be
willing to exdude from this framework any entity not presenting significant step-in risk, even if no specific law expressly
prohibits abank or bank affiliatefrom providing financial support.

2 SEC, Mioney Mbokett Fundl Reform; Awentineetes to Form PF, Re. No.1C-31166 (July 23, 2014) ("SEC 2014 MMF
Adopting Release”), available at http://{vww sec.gov/rules/finasl/2014/33-9616.
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Enhance the transparency of regulated US money market fundsto investors and regullaiors
by requiring: (1) daily website disclosures regarding liquidity levels, net inflows and
outflows, and mark-to-market piices; (2) more robust periodic disclosuees; and

(3) enhanced reporting to the SEC.

Require institutional prime money market funds(incuding institutional municipal money
market funds) to offer their shares at a"floating” NAV—a reform that the SEC expects will
“dis-incentiivize” redemption activity “that can result from investors attempting to exploit
the possibility of redeeming shares at a stable share price even if the portfolio has suffered a
loss."# In declining to require afloating NAV for all regulated money market funds, the
SEC recognized the ditferences among types of regulated money market fundsand their
investors, and tailored this particular reform to those hinds shown to be more susceptible to
heavy redemptions during times of market stress. ™

Provide the boards of @l regulated US money market fundswith “new tools to stem heavy
redemptioms.™® In particular, fund boards have discretion to impose aliquidity feeor gate
it afund’sweekly liquid assets fall below the required regulatory threshold. In addition, all
nen-government money market funds (including fleating NAV meney market Rinds and
retail money market funds) must impese aliquidity feeif the fund’s weekly liquid assets fall
below a designated threshold, unless the fund'sboard determines that impesing such afeeis
not in éhe best interests of the fund.* The SEC 2014 MMF Adopting Release explains that
fees and gates are intended to enhanee money market Rinds' ability to manage and mitigate
petential contagion trem high levels ot redemptions and fmake redeeming investors pay
their share of the costs o the liguidity that they receive. The SEC acknowledges that fees
and gates rarely will beimposed during nermal market conditions.*

Authorize the board of aregulated US money market fund to sugpend redemptions and
proceed to an ordetlly liquidation of the hind in extreme circumstances (7.e., severe market
stress coupled with heavy redemption pressures). In the view of the SEC, this powerful tool

» I, at 141
i Sece g.gidched L4612,
Syl at 1.

The consultation erroneouslly suggests this tool is available only to institutional prime and institutional muniicipal

money market funds. Asstated sbove, it is required for all non-government money market funds. In adidition,
govarnment money market funds (which are required to invest 99.5 percent of their assets in cash, gowanmment

securities and repurchase agreaments fully collateralized by govenmment securities) may opt to impose aliquidity tee.

¥ SEC 2014 MMF Adopting Release, supra note 42, at 46, 71.



Basel Commiittee on Banking Supervision
March 17, 2016
Page 14 of 18

will help to assure equitable treatment tor all investors in the fund.4®

e Require public disdosure of any sponsor support to aregulated US money market fund for
aperiod of 10 years—a measure viewed by the regulated fund industry s astrong dieterrent
to providing such aupport.*’

We believe the above discussion should dispel the Commiittee’s mistaken impression that
“for retail money market funds, the potentiial for asponsor to step in remains as it was pre-financial
crisis."® To the contrary, we strongly believe that the regulatory requirements applicable to
regulated US money market fiinds, as enhanced through two significant rounds ot post-financial
crisis reform, sufficiently mitigate step-in risk associated with these funds.5*

Post-crisis measures in Europe, and pending reform proposal. In Europe, post-crisis
money market hind guidelines developed by the Committee of European Securities Regulators
(CESR) came into effect in 2011.¢ CESR'’s successor, the European Securities and Markets
Authority (ESMA), has endotsed the guidelines (now commonlly referred to as the “ESMA
guidelines”). The ESMA guidelines establish robust standards, including with regard to vauation,
eligible assets, maximum residual maturity of portfolio instruments, currency exposure, risk
management, and “proactive” stress testing.>® In addition to these risk-limiting elements, ot
particular note in the context ot this consultation isthe requirement to provide specific disclosure
“to draw attention to the difference between the money market fund and investment in a bank
deposit.”™* The guidelines state that “[i]t should be clear, for example, that an objective to preserve
capital is not a capital guarantee.”

8 See SEC, Money Mavket Fund Reform, Rel. No. 1C-29132 (Feh. 23,2010), audlisble at
http://ineww.ssegovinlkadfimd//2000/ic-29132.pdf. at 97-101.

# SEC regulations allow an affiliatect anggulaied USmoney market furndido purchase seaurities firam dive fumd’s
portfolio, subject to specific conditions. Other forms of gponsor support, such ssaloan from an affiliateto the fund, are
prohibited without prior approval from the SEC.

% Consulltatiive Document at 5.

5t 1n addition, the US Dodd-Frank Wall Street Reform and Consurner Protection Act (“Dodd-Frank Act”) revised pre-
existing restrictions on transactions between US insured banks and their affiliatesto make it more difficult for US
banks to obtain regulatory approval to lend to and offer other types of support to filiiaiel fumdsand other affiliates.
Dodd-Frank Act § 608.

5 CESR, CESR’s Guidelines on acommon definition of European money market funds, CESR/10-049 (19 May 2010),
avallable at Hitips//www.esmactiigpecoubiidest daigaltildoditibiara 035111/ 10-

049 cesr guidelines mmfs with didaimer.pdf.

% The guidelines establish atwo-tiered approach that distinguishes between “short-term money market funds,” which

have avery short weighted average maturity (WAM) and weighted average life (WAL), and “money market funds,”
which operate with alonger WAM and WAL.

54 CESR (ESMA) Guidelines at 3.
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In practiice, many regulated European money market funds adhere to stricter standards than
those set forth in the ESMA guidelines. For example, it is customary for hinds that maintain a
constant NAYV (CNAV) to obtain ratings; to do so, such funds must operate in accordance with
standards at least equivalent to those described above for regulated US money market funds. In
addition, CNAYV hinds typically are members of the Institutional Money Market Funds
Association (IMMIFA) and comply with the IMMFA Code of Practice, which establishes standards
intended to be “significantly tighter” than the ESMA guidelines.® Finally, as the comsultation
acknowledges, a European Commiission proposed regulation to enhance the resiliency of regulated
money market funds remains under discussion; it is possible that the final regulation will prohibit

sponsor support.

c. Regulated Stock and Bond Funds are Unlikely to Present Step-In Risk

The consultation asserts that “the types of entitiies that banks have arelationship with that
may lead them to provide financial support when that entity isin financial stress are likely to
include” not only money market funds but also “other investment funds."*® "There is no further
indication as to what the Committee intends for that category to encompass. In this section, we
explain why regulated stock and bond funds should lie outside the scope of the proposed
framework.

First, as discussed above, regulated stock and bond hinds have numerous regulatory and
structurral features that both distinguish these funds from the other types ot unconsolidated entities
and serve to mitigate the risk that aregulated stock or bond fund would experience material stress.

Second, regulated stock and bond funds operate with a floating NAV. The consultation
states that afund with afloating NAV “attracts less step-in risk” than astable NAV fund.* Fund
investors understand that their principal isnot guaranteed: the value of their investment will
fluctuate and any gains or losses belong to them. There is no basis for investors to have an
expectation of sponsor support. The Bank ot Canada recently concurred, finding that “athough
many Canadian fund management firms are affiliated with amajor bank, these banks are unlikely to
suffer losses from stress in any of the management firm's hinds, since funds and their management
firms are separate legal entitiies and there is no implicit expectation that along-term mutual fund'’s
price would be supported to maintain acertain value.”®

Third, asis the case with regulated money market funds, regulated stock and bond funds
must adhere to certain risk-limiting requirements that have the effect of constraining the
permiissible investments for these hinds. For example, in the case of US mutual funds, at least 85%

57 Seelinity: / fec.europa.cuifinance/investment/meney-market-funds/index_en.atm.

* Consultatiive Document at 10. Similarly, in discussing asset management, the consultation points to experience with
money market fundsin the financial crisis as an example of sponsor support but makes additional reference to “funds”
that do not seem to be limited to money market funds. Seeidl. s 26-27.

M at 5.

Bank of Canada report, supra note 33, at 54.
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of the fund's porttolio must be invested in liquid sacurities, and some funds vol untarilly adopt more
restrictive policies regarding investment in illiqui] securities. US mutual hinds also must comply
with limits on leverage, with attendant effectson afund's use of certain derivatives. Likewise,
UCITS must invest at least 90% of their assets in transferable securities and other liquid assets.
These assets may include derivatiives, subject to requirements related to counterpartiies, underlying
instruments, liquidity, exposure limits and risk monitoriing. Exposure is generally limited to the
total net value of @ hind’s assets.

Fourth, US and global regulators are currently examining regulated funds' liquidity
management and use of leverage, among other activitiies, and considering further measures to bolster
existing rules. The consultation takes specific note of the SEC's propasal on liquidity risk
management.®! It also recognizes that other ongoing work could be relevant.® We agree. For
example, the SEC has issued a proposal that seeks to impose specific limits on aregulated US hind's
use of derivatiives and financial commitment transactions.*® In addition, the US Financial Stability
Oversight Councill (FSOC), IOSCO, and the FSB are considering issues related to aseet
management and financial stability (eg,, lligiitisy management, lteverage, ayperations rikdk) cthat may
have implications for this eonsultation.®

Finallly, historiical data demonstrate that regulated US stock and bond fiinds do not
experience “financial distress” of the sort that might occasion sponsor support. Specifically,
redemptions from such funds are modest even in times ot severe market stress.® The reasons for
this include not only various regulatory and structural features discussed earlier but also the nature
of the regulated fund investor population, which in the US largely consists of retail investors. In
fact, tens ot millions of retail investors hold more than 95 percent ot regulated US stock and bond
fund shares and, for many of them, saving for retirement is their primary investment goal. In
addition, nearly 80 percent ot those who invest in mutual hinds outside of employer-based

“ Consultative Document £t 5. The consultation indicates that the SEC proposal isone of several initiatives in which
authorities are tackling the impact of step-in risk. This isamischaracterization of the motiivation for the SEC's
propasal. In addition, it incorrectly implies that regulated US stock and bond funds pose step-in risk to adegree that
watrrants aregulatory response. As we state above, regulated stock and bond funds are unlikely to present step-in risk.
Whiile 2 sensible liquidity risk management rule could make it even more unlikely for such risk to matetiialize, this is not
the SEC's focus.

%2 The consultation states that “there are other reform initiatitves currently undenway [in addition to these it specifically
mentions] ... which alone or combined may limit or prohibit the extent of banks' exposure to step-in risk. Consultative
Document at 7. It also recogniizes that “the asset management industry has been and continues to be subject to an
evolving regulatoey environment.” Id. at 26.

& See §RC Derivatives Proposal, spra mote 27.

&4 S‘m e&gg I\Mmmte&b&hhdfsmahnz%mom) awﬂdhblaahh

g A : N 20N intospdidt (discussing the status of the staff's review of
asset management producbs md actlvntnes) Letter from Mark Carney, Chairman, FSB to G20 Finance Ministers and
Central Bank Governons (Feb. 22, 2016), available at flin o B-Chaiir-letter-to-
G20- Miinisteis-and-Geenness-Fetbtiarmy-200b et (discusslng the status of the FSB's work to evaluate potentiial risks to
financial stability in ssset management and anticipated next steps).

& Seesypranantcda2.
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retirement acoounts rely on the advice of afinancial protessional.® This combination of retirement
saving and the use of financial professionals leads investors to pursue savings and investment
strategies with afocus on their long-term goals.

III. A Capital Charge Against Presumed Step-in Risk from a Regulated Fund Would be
Inappropriate and Would Conflict With US Law

The Commiittee’s proposed approach for addressing step-in risk—i.e., possibly by assigning
new regulatory capltal charges to bank sponsors of regulated hinds—gives rise to additional reasons
why regulated funds should remain outside the scope of the framework. First, banks that sponsor
regulated funds are acting as agents for their funds. Fund investors retain, and should expect to
retain, all investment risks. Disclosure to investors of that fact, and of the nature of these risks,
should be clear and unambiiguous. Regulatory policy should seek to trameand contirm these
expectations.

Seoond, regulators should guard agginst taking actions that, by their nature, create
perceptions or raise expectations that the bank is prepared to absorb any part of that risk. A capital
charge intended to address this contiingency would introduce clear moral hazards. The prospect of
any form ot bank backstop may make investors less careful in their choice of regulated funds and
potentiiallly could make bank gponsors less disciplined in managing a fund's investments.

The Commiitiee’s proposed approach to step-in risk, moreover, could have very troubling
consequences. The consultation outlines three categories of methodollegjies for measuring step-in
risk: full consolidation ot an entity on the bank’s balance sheet; partial consolidation (where two or
more banks share the step-in risk); and “conversion.™® It suggests that a“conversion” approach to
assets under management (AUM) might be an appropriate way to measure step-in risk in the case ot
an investment fund—for example, attribution ot 1 percent ot afund's AUM to the bank.® But
even a 1 percent attilhution codkd resUtt i avast eypansion off albarik segpitd kegurements, whiidh
would be far out ot proportion to any potentiial risk, given all ot the mitigating factors discussed
above. Any potential instance ot gponsor support in this context islikely to be highly idiosyncratic,
making an across-the-board capital charge far too blunt of atool. The practical effect would be to
deter banks—unjustitiably, in our view—from sponsoring regulated fiinds.

Precisely for the purpose ot avoiding this result, federal law in the United States probibits
the Federal Reserve Board from taking into acoount affiliated regulated fund activities when setting

ICI, 2015 Invesiment Company Fact Book, avallable at https://imww-icl.org/pdf/2015_facibook.pdt, at 122.

& “Conversion” would involve attribution of a percentage of an unconsolidated entity’s assets to the bank for regulatory
capital purposes by applying a risk-adjusted “conversion” factor. Consulltatiive Document at 20-21.

& ) 20086
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capital requirements tor bank holding companies, subject to limited exoeptions.® The legidative
history of this provision reflects congressional recognition that regulated US hinds have their own
appropriatelly tailored regulatory framework. For example, the Report from the US House ot
Representatiives Commiittee on Banking and Financial Services stated that “[i]nvestment companies
are regulated entitiies that must meet diversification, liquidity and other requirements specifically
suited to their role asinvestment vehicles."™ In light of the existing regulatory framework, the
Commiittee noted that “it was important to ensure that the [US Federal Reserve] Board not
indirectly regulate these entitiies through the imposition ot capital requirements at the holding
company level, except in the very limited circumstances noted above.”™ These statements suggest
an intent to create aregulatory structure that would prevent the Federal Reserve Board from using
capital requirements in away that would restrict bank holding company offeringsot regulated
funds. The approaches the consultation suggests—at least as applied to regulated US funds—
appear to conflict with the letter and spirit of this law.

We appreciate the opportuniity to comment on this consultation. It you have any questions
regarding our comments or would like additional information, please contact me at (011) 44-203-
009-3101 or dan.waters@iiciigloball. org: Susan Olson, Chief Counsel, ICI Global, at (202) 326-5813
or susan.olson@iiciiglobal.ong: Frances Stadler, Associate General Coumnsel, ICL, at (202) 326-5822
or frances@ici.org; or Rachel Graham, Associate General Coumsel, ICIL, at (202) 326-5819 or

rgraham@iicii. o,

Sincerely,

/s/ Dan Waters

Dan Waters
Managing Director
ICI Global

® Enacted in 1999 aspart of the Grarmm-Ieach-Mliley Act, the relevant provision states: “In developiing, establishing, or

sssesing bank holding company capital or capital adequacy rules, guidelines, standards, or requirements for purposes of
this paragraph, the [Fedetal Reserve] Board may not take into account the activities, operations, of investments of an
affiliated investment eempany registered under the IAvestment Company Act et 1940 unlless the investiment esmpany
is= (i) abank helding eempany; ot (ii) contiolled by abank helding company by reason of swnership by the bank
helding cempany (ineluding through all of its affiliates) oF 25 percent oF mere oF the shares of the invesiment esmpany,
and the shares ewned by the bank holding eempany have amarket value equal te mere than $1,000,000." 12US.C.§
1844(€)(3)(C) (emphasis added).

" H.R Rep. No. 106-74, pt. L at 130 (1999).
TS Id.
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