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Investment Management Update

SEC
Re-Proposes
Rules for Use
of Derivatives
by Registered
Investment
Companies

On November 25, 2019, the Securities and Exchange Commission (SEC) re-proposed Rule
18f-4 under the Investment Company Act of 1940 (1940 Act). Initially proposed in 2015, the
new exemptive rule would modernize the regulation of the use of derivatives by registered
investment companies, including mutual funds, exchange-traded funds (ETFs), closed-end
funds and business development companies (BDCs). Rule 18f-4 would permit registered
funds to enter into derivatives transactions and certain other transactions, notwithstanding the
prohibitions and restrictions under Section 18 of the 1940 Act, provided that the funds comply
with the specified conditions of the rule.

As part of the proposal, the SEC also proposed two new sales practice rules, including new
Rule 151-2 under the Securities Exchange Act of 1934 (Exchange Act) and new Rule 211(h)-1
under the Investment Advisers Act of 1940 (Advisers Act). These new sales practice rules
would require a broker, dealer or investment adviser that is registered with (or required to be
registered with) the SEC to exercise due diligence in approving a retail customer’s or client’s
account to buy or sell shares of funds or listed commodity pools that seek to provide lever-
aged or inverse exposure to an underlying index.

Rule 18f-4 Conditions

Proposed Rule 18f-4 would permit a registered fund to enter into derivatives transactions,
subject to the following conditions:

- Derivatives Risk Management Program: The proposed rule would generally require a fund
to adopt and implement a written derivatives risk management program with risk guide-
lines for funds that cover stress testing, backtesting, internal reporting and escalation, and
periodic program review. The program would also be tailored by fund based on how a fund’s
use of derivatives may affect its risk profile.

Board Oversight and Reporting: A derivatives risk manager, approved by the fund’s board
of directors, would be responsible for administering the fund’s derivatives risk management
program. The risk manager would report to the fund’s board on the program’s implementa-
tion and effectiveness and the results of the fund’s stress testing.

Limit on Fund Leverage Risk: A fund relying on Rule 18f-4 would generally have to comply
with an outer limit on fund leverage risk based on value at risk (VaR). This outer limit
would be based on a relative VaR test that compares the fund’s VaR to the VaR of its “desig-
nated reference index.” The fund’s VaR would not be permitted to exceed 150% of the VaR
of its designated reference index. If the fund’s derivatives risk manager is unable to identify
an appropriate designated reference index, the fund would be required to comply with an
absolute VaR test, under which the VaR of its portfolio would not be permitted to exceed
15% of the value of the fund’s net assets.

Exception for Limited Users of Derivatives: The proposed rule would provide an exception
from the program requirement and the VaR-based limit on fund leverage risk for a fund that
either (1) limits its derivatives exposure to 10% of its net assets; or (2) uses derivatives only
to hedge certain currency risks. Such fund would still be required to adopt and implement
policies and procedures reasonably designed to manage the fund’s derivatives risks.

Alternative Conditions for Certain Leveraged or Inverse Funds: The proposed rule includes
a set of alternative conditions for certain leveraged or inverse funds. Such a fund would be
excepted from the proposed limit on fund leverage risk provided that, among other things,
it (1) limits the investment results it seeks to 300% of the return (or inverse of the return)
of the underlying index; (2) discloses in its prospectus that it is not subject to the proposed
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limit on fund leverage risk; and (3) is a fund to which the new
proposed sales practices rules would apply, prohibiting a retail
investor from trading through a broker-dealer or investment
adviser unless the broker-dealer or investment adviser were to
approve the investor’s account for such trading.

Reverse Repurchase Agreements and Unfunded Commitment
Agreements: The proposed rule would permit a fund to enter
into reverse repurchase agreements and similar financing
transactions, as well as “unfunded commitments” to make
certain loans or investments, so long as the fund meets the
asset coverage requirements under Section 18. The SEC noted
that reverse repurchase agreements and similar financing
transactions are not treated as derivatives transactions under
the proposed rule because they are economically equivalent

to a secured borrowing, and thus more closely resemble bank
borrowings with a known repayment obligation rather than the
more-uncertain payment obligations of many derivatives. The
SEC also noted that a fund’s obligations with respect to tender
option bond (TOB) financing may be similar to reverse repur-
chase agreements in certain circumstances, depending on the
facts and circumstances. And, to the extent that TOB financing
is economically similar to a reverse repurchase agreement, the
fund should treat obligations with respect to the TOB financing
as a similar finance transaction under Rule 18f-4.

The proposed rule would permit a fund to enter into an unfunded
commitment agreement if it reasonably believes, at the time it
enters into such agreement, that it will have sufficient cash and
cash equivalents to meet its obligations with respect to all of its

unfunded commitment agreements, in each case as they come due.

Reporting Requirements

The proposal would require funds to confidentially report to
the SEC on Form N-LIQUID (to be renamed “Form N-RN”) if
the fund is not in compliance with the VaR-based limit on fund
leverage risk for more than three consecutive business days.
Forms N-PORT and Form N-CEN would also be amended to
require funds to provide certain information regarding a fund’s
derivatives exposure and, as applicable, information regarding
the fund’s VaR. This information would be publicly available.

Rescission of Investment Company Release 10666

The SEC proposed to rescind a 1979 general statement of policy
(Release 10666), which provides SEC guidance on how funds
may use certain derivatives and derivatives-like transactions in
light of the Section 18 restrictions. In addition, the staff in the
Division of Investment Management is reviewing its no-action
letters and other guidance addressing funds’ use of derivatives
and other transactions covered by proposed Rule 18f-4 to deter-
mine which letters and guidance, or portions thereof, should be
withdrawn in connection with any adoption of the proposal. The
SEC noted that it expects to provide a one-year transition period
for funds while they prepare to come into compliance with Rule
18f-4 before Release 10666 is withdrawn.

Comment Period

The public comment period will remain open for 60 days after
publication in the Federal Register.

See the proposing release.
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SEC Proposes
Amendments
to the Proxy
Rules Regarding
Shareholder
Proposals and
Proxy Voting
Advice

On November 5, 2019, the SEC issued two releases— Procedural Requirements and Resub-
mission Thresholds Under Exchange Act Rule 14a-8” and “Amendments to Exemptions

from the Proxy Rules for Proxy Voting Advice” —proposing a number of amendments to the
federal proxy rules. The first release proposed changes to certain procedural requirements
relating to the submission of shareholder proposals and changes to the provision regarding the
ability to exclude resubmitted proposals. The second release proposed amendments relating to
the proxy voting advice business, particularly with respect to the exemptions from the proxy
filing requirements for a proxy advisory firm’s voting recommendations.

Shareholder Proposals

The SEC voted to propose amendments to Rule 14a-8 under the Exchange Act, the shareholder
proposal rule. The proposed amendments would (1) replace the current ownership requirements
with a tiered approach combining the number of shares owned and the length of ownership;

(2) require certain documentation when a proposal is submitted by a representative on behalf of
a proponent; (3) require a proponent to provide information regarding the proponent’s availabil-
ity for engagement with the company; (4) amend the one-proposal rule to apply to a proponent’s
representative; (5) raise the levels of support that a proposal must receive to be resubmitted at
future shareholder meetings; and (6) add a new provision that would allow exclusion of certain
resubmitted proposals that have experienced declining shareholder support.

Proposed Amendments Regarding Proxy Voting Advice

In the release relating to proxy voting advice, the SEC proposed amendments to the proxy rules
that would (1) codify the SEC’s interpretation that proxy voting advice generally constitutes a
“solicitation”; (2) condition the availability of the exemption from the proxy information and
filing requirements for a firm’s proxy voting recommendations on compliance with (A) addi-
tional disclosure requirements concerning material conflicts of interest and (B) new procedural
requirements requiring an opportunity for companies to review the voting recommendations
and provide feedback in advance of the firm’s issuance of the recommendations, as well as a
company option to include in the firm’s voting recommendations a hyperlink to the company’s
views on those recommendations; and (3) provide examples of when the failure to disclose
certain information in proxy voting advice may be considered misleading in violation of the
proxy rules.

Comments on the proposals are due February 3, 2020. As these are proposed rules rather than
final rules, calendar year-end companies currently receiving shareholder proposals for 2020
annual meetings should continue to analyze those proposals under the existing rules.

In addition, at the SEC meeting at which these proposing releases were approved, SEC
Chairman Jay Clayton stated that the SEC staff has been instructed to prepare recommen-
dations regarding “proxy plumbing” and universal proxy cards. The timing of any proposed
amendments on these topics is uncertain.

A detailed description of both releases is available in our November 7, 2019, client alert
regarding these proposals, “SEC Proposes Amendments to the Proxy Rules Regarding Share-
holder Proposals and Proxy Voting Advice.” And discussion of considerations for closed-end
funds in connection with these two releases is available in our November 20, 2019, client alert,
“Proposed Amendments to the Federal Proxy Rules: Considerations for Closed-End Funds.”
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SEC Pro oses On November 4, 2019, the SEC voted to propose a series of rule and form amendments
p that are intended to modernize rules under the Advisers Act addressing investment adviser
to M Od ernize advertisements and payments to solicitors. The proposed amendments are intended to reflect

changes in technology, the expectations of investors and the evolution of industry practices.

Advertls'“g The proposed changes to the advertising rule include, among other things:
and CaSh updates to the definition of “advertisement” intended to ensure that it is flexible enough
to remain relevant and effective in light of advances in technology and evolving industry

SOIiCitation practices;

Ru I es for replacement of the advertising rule’s prescriptive requirements, such as with respect to testi-
monials and past specific recommendations, with a principles-based approach to regulation

Investment of adviser advertising;

specific guidance and/or rule-based provisions addressing common scenarios that have

AdVlserS historically presented challenges for advisers since they are not expressly addressed in the
existing advertising rule, such as performance portability; use of gross performance, hypo-
— thetical performance and related performance; and the appropriate tailoring of performance

information for different audiences; and

- a compliance requirement that most advertisements be reviewed and approved in writing by
a designated employee before dissemination.

The proposed rule would apply to all investment advisers registered, or required to be regis-
tered, with the SEC.

The proposed changes to the solicitation rule include, among other things:

expanding the rule to cover solicitation arrangements involving all forms of compensation,
rather than only cash compensation;

expanding the rule to apply to the solicitation of existing and prospective clients and private
fund investors rather than only to “clients”;

eliminating certain existing requirements where the purpose of the requirement can be
achieved under other Advisers Act rules (such as the brochure delivery requirement);

revising certain provisions to better reflect evolving practices since the rule’s original
adoption in 1979, including those with respect to the written agreement and solicitor disclo-
sure requirements, the partial exemptions for impersonal investment advice and affiliated
solicitors;

revising the solicitor disqualification provision and providing a conditional carve-out for
certain disciplinary events that is broadly consistent with routinely issued no-action relief;
and

- adding exemptions to the rule for de minimis payments and nonprofit programs.
The proposing release also included amendments to Form ADV designed to provide the SEC

with additional information regarding advisers’ advertising practices. See the proposing
release. Comments on the proposed amendments were due December 10, 2019.
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SEC Issues
Guidance on
Non-Traded
BDCs and
Section 61(a) of
the 1940 Act

On October 17, 2019, the SEC’s Division of Investment Management published guidance
to assist BDCs whose common shares are not exchange-listed (non-traded BDCs) with the
repurchase offer requirements of Section 61(a) of the 1940 Act.

Background

The Small Business Credit Availability Act, enacted in March 2018, amended Section 61(a) of
the 1940 Act to permit a BDC to reduce its asset coverage requirements for senior securities
from 200% to 150%, subject to certain conditions. These conditions require, among other
things, that the change in asset coverage be approved either by a “required majority” of the
BDC'’s board, or by a vote of the BDC’s shareholders. With board approval, a BDC may rely
on the 150% asset coverage requirement one year after the approval date; with shareholder
approval, a BDC may rely on the 150% asset coverage requirement the day after such approval
is obtained. See our April 9, 2018, client alert, “New Legislation Will Benefit Business Devel-

opment Companies While Closed-End Funds Remain in Limbo,” for a summary of the Small
Business Credit Availability Act.

Section 61(a) also imposes an additional condition applicable to non-traded BDCs, requiring
a non-traded BDC to extend “to each person that is a shareholder as of the date of an approval
[by the board or shareholders], as applicable, the opportunity (which may include a tender
offer) to sell the securities held by that shareholder as of that applicable approval date, with
25 percent of those securities to be repurchased in each of the 4 calendar quarters following
the calendar quarter in which that applicable approval date takes place” (Condition).

Guidance

Following the amendments to Section 61(a), the SEC staff received inquiries regarding the
Condition. The staff’s responses to certain of these inquiries are summarized below.

- One single repurchase offer versus four separate repurchase offers: The staff noted that
relevant portions of Section 61(a) can be read to allow a non-traded BDC to provide either
one offer or four separate quarterly offers, in each case with the repurchases to be effectu-
ated quarterly. The staff stated that the price at which each repurchase is effectuated should
be based on the current net asset value of the non-traded BDC at the time of that repurchase,
rather than the net asset value at the time of the offer.

- Whether a non-traded BDC could effectuate the repurchase of securities more quickly
than required by the Condition: The staff noted that it would not recommend enforcement
action if a non-traded BDC that has, or raises, sufficient funds to effectuate the repurchases
more quickly does so, thereby enabling shareholders who accept the offer to have all their
shares repurchased more quickly. However, the staff stated that a BDC planning to take this
approach would need to (1) consider the consequences on the interests of any remaining
shareholders, such as shareholder dilution and the potential effects on portfolio management;
and (2) disclose, in conjunction with the offer to repurchase, its anticipated schedule for
effectuating the repurchases because the timing of liquidity may be material to shareholders
determining whether to accept the offer.

Extending a repurchase offer under the Condition: The staff noted that in extending an offer
to repurchase for the exclusive purpose of complying with the Condition, a non-traded BDC
need not conduct the offer under Section 23(c) of the 1940 Act or under Sections 13(e) and
14(e) of the Exchange Act and the rules thereunder. The staff stated that a non-traded BDC
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may use the forms, communications and filing processes under
Section 23(c) of the 1940 Act or Section 13(e) of the Exchange
Act and the rules thereunder that it would ordinarily use in
extending an offer to repurchase or making a tender offer and
encouraged non-traded BDCs to follow applicable SEC filing
requirements and provide related documents to shareholders.

- Non-traded BDC listing common shares: The staff stated that it
believes that Section 61(a) does not provide an exception from
the Condition for a BDC whose common shares become listed

on a national securities exchange after the approval date. The
staff explained, however, that it believes that the right to receive
a repurchase offer or to sell securities pursuant to the Condition
would not (1) transfer with the securities of the BDC if, follow-
ing the listing of those securities, a shareholder were to sell
them; or (2) attach to securities that a shareholder purchases
subsequent to the approval date.

See the guidance.
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Update on
Closed-End
Fund Activism

Activist Campaign Round-Up

Activist closed-end fund investors — such as Bulldog Investors, LLC; Special Opportunities
Fund, Inc. (SPE), a closed-end fund advised by Bulldog; Saba Capital Management, L.P.;
and Karpus Management, Inc. — continue to promote their agendas as the 2020 proxy
season approaches.

Earlier this year, Saba submitted notice to Ivy High Income Opportunities Fund (IVH) of its
intent to present at the 2019 annual shareholder meeting a nonbinding proposal requesting that
the board of the fund take all necessary steps to declassify the board (such type of nonbinding
proposal, a “declassification proposal”). IVH held its annual shareholder meeting on August
30, 2019, for the purpose of electing trustee nominees and voting on the declassification
proposal. The proposal, which required the affirmative vote of a majority of the shares cast,
received more “for” than “against” votes.

On September 9, 2019, SPE submitted notice to BrandywineGLOBAL — Global Income
Opportunities Fund Inc. (BWG) of its intent to present at BWG’s 2020 annual shareholder
meeting a nonbinding proposal requesting that the board authorize a self-tender offer for

all outstanding common stock of the fund and, if more than 50% of the fund’s outstanding
common stock is submitted for tender, to cancel the tender offer and either liquidate the fund
or convert it to an ETF or an open-end fund (such type of nonbinding proposal, a “liquidity
event proposal”).

On September 13, 2019, Karpus Management, Inc. submitted notice to Duff & Phelps Utility
and Corporate Bond Trust Inc. (DUC) of its intent to present a liquidity event proposal at
DUC’s 2020 annual shareholder meeting.

On October 8, 2019, Neuberger Berman High Yield Strategies Fund Inc. (NHS) announced
the results of its 2019 annual shareholder meeting, noting that Saba failed to have its dissident
nominees elected and that the fund’s stockholders rejected Saba’s proposal to terminate the
fund’s investment advisory agreement with the fund’s investment adviser. Saba’s nonbinding
proposal to conduct a tender offer, which required the affirmative vote of a majority of the
shares cast, received more “for” than “against” votes.

On October 11, 2019, Vertical Capital Income Fund (VCIF) released the results of its 2019
annual shareholder meeting, noting that shareholders of the fund approved the new investment
advisory agreement between the fund and its investment adviser and reelected the lead inde-
pendent trustee of the fund. Bulldog had previously submitted to VCIF notice of its intention
to solicit proxies for the upcoming annual meeting to oppose the approval of a new invest-
ment advisory agreement between the fund and its investment adviser, and the reelection of
the lead independent trustee of the fund.

Saba submitted declassification proposals to Western Asset Global High Income Fund Inc.
(EHI) and Western Asset High Income Fund II Inc. (HIX) earlier this year, in connection with
each fund’s 2019 annual shareholder meeting held on October 25, 2019. The declassification
proposals required the affirmative vote of a majority of the votes cast; for each fund, the
declassification proposal received more “for” than “against” votes.

On November 1, 2019, The Swiss Helvetia Fund, Inc. (SWZ) announced the results of its 2019
annual shareholder meeting. At the meeting, shareholders were asked to vote on, among other
things, proposals to (1) approve the proposed investment advisory agreement between the fund
and Bulldog; (2) approve the replacement of the fund’s fundamental investment objective with
a nonfundamental investment objective of providing total return; and (3) approve amendments
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to certain of the fund’s fundamental investment restrictions. If
shareholders approved these three proposals, the fund would, as
soon as practicable thereafter, commence a tender offer for up

to 15% of the fund’s outstanding shares at a price of 95% of the
fund’s net asset value (NAV) per share. SWZ noted that although
the votes cast for each of these three proposals exceeded the
votes cast against, none of these proposals passed as they did not
receive the required affirmative vote of a majority of the outstand-
ing voting securities of the fund.

On November 4, 2019, Karpus Management, Inc. submitted
notice to First Trust/Aberdeen Global Opportunity Income Fund
(FAM) of its intent to present a liquidity event proposal at the
2020 annual shareholder meeting.

Earlier this year, Saba Capital Management, L.P. submitted
declassification proposals to BlackRock New York Municipal
Bond Trust and BlackRock Credit Allocation Income Trust
and a liquidity event proposal to BlackRock Muni New York
Intermediate Duration Fund, Inc. For each fund, the declassi-
fication proposal received more “for” than “against” votes. On
December 3, 2019, Saba issued an open letter to the board of
trustees of each fund, requesting that each board take action on
the proposals.

Goldstein Request for SEC Guidance

On December 4, 2019, SPE Chairman Phillip Goldstein submit-
ted a request for a determination to the staff of the Division

of Investment Management of the SEC as to whether certain
potential amendments to the fund’s bylaws would contravene
the 1940 Act, particularly Sections 16(a), 18(i) and 36(a).! The
potential amendments include share ownership limitations, a
majority voting requirement for contested director elections and
a continuing director bylaw that would confer certain powers
specifically upon continuing directors.? The request also seeks
interpretive guidance regarding (1) certain senior security voting
rights contained in Section 18 of the 1940 Act; and (2) a fund
board’s fiduciary duty in considering anti-takeover measures not
expressly permitted by the 1940 Act.

T Section 16(a) requires that investment company directors be “elected” by the
investment company’s outstanding voting securities, Section 18(i) requires that
all investment company voting stock have equal voting rights and Section 36(a)
permits the SEC to bring an action against investment company directors for
“breach of fiduciary duty involving personal misconduct.”

2 These powers would include the power to amend the fund’s bylaws, waive
the share ownership limitation, determine the number of directors and fill
any vacancies. In addition, the continuing director bylaw may provide for
indemnification exclusively for current and former continuing directors.

The request identifies various potential interpretations that could
render SPE’s proposed bylaw amendments violative of the 1940
Act. In particular, it posits that “holdover” directors that can
result from a majority voting requirement in contested elections
could no longer be considered “elected” for purposes of Section
16(a), that share ownership limitations could be inconsistent with
Section 18(i) and that a continuing director bylaw could raise
concerns under Sections 16(a), 18(i) and 36(a). The request also
points to various references to fiduciary standards of conduct in
the anti-takeover context expressed in the past by the IM staff
and contained in Delaware case law and requests that the IM
staff provide guidance regarding the fiduciary duty of boards of
directors of registered investment companies when considering
measures “that may impair the effectiveness of a shareholder vote.

EE)

The IM staff last directly addressed closed-end funds’ use of
corporate defenses in an interpretive letter to Boulder Total
Return Fund, Inc. in 2010. While a registered closed-end fund,
Boulder was managed by a well-known closed-end fund activist
investor, Stewart Horejsi. The Boulder no-action request was in
essence an interpretative roadmap for denying the request, which
the IM staff did. This had a chilling effect on closed-end fund
corporate defense activity. Similarly, Mr. Goldstein, chairman of
SPE and a member of SPE’s investment advisor, Bulldog, is also
a well-known closed-end fund activist investor, and this letter too
sets out arguments that, if accepted by the SEC, could provide a
similar chilling result on corporate defenses.

SEC Engagement on Activist Issues

The SEC has formed a working group to examine closed-end
fund corporate governance matters and has been meeting with
industry participants on these topics. We have stated to the IM
staff that the industry would also benefit from the opportunity

for formal involvement and dialogue on the issues raised by Mr.
Goldstein’s request. As part of its focus on corporate governance
matters, we believe that the SEC or the IM staff will soon issue a
request for comments on topics related to closed-end fund corpo-
rate governance and activist issues. Industry participants should
strongly consider participating in any such comment process and
public dialogue in order to ensure the SEC receives a broad range
of views and understands all of the ramifications of any position it
takes. Even in the absence of a formal request for comments from
the SEC or the IM staff, industry participants may nonetheless
wish to express their views to the SEC and the IM staff through
direct reach-out and, for example, in connection with responses to
the rule-making requests for the “Procedural Requirements and
Resubmission Thresholds Under Exchange Act Rule 14a-8” and/
or “Amendments to Exemptions from the Proxy Rules for Proxy
Voting Advice” proposals discussed above; the comment period
for both proposals ends February 3, 2020.
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SEC Proposes
Amendments
to Exemptive
Relief Process
Under the
1940 Act

On October 18, 2019, the SEC proposed amendments to the exemptive relief application
process under the 1940 Act to establish an expedited review procedure for exemptive appli-
cations that are substantially identical to recent precedent and proposed adopting a new rule
that establi