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Market Preferred Stock

Dear Mr. Donohue:

The Investment Company Institute1 is submitting a request under Section 6(c) of the Investment

Company Act of 1940 for a temporary relaxation of the asset coverage requirements to permit closed-

end funds to refinance auction market preferred stock (“AMPS”) outstanding on February 12, 2008. 2

For the last two months, the liquidity crisis that has affected the global markets generally has spilled

over to the market for auction rate securities of all types, including those issued by closed-end funds.

This is an unprecedented situation that requires swift and creative action by the Commission of the

nature already provided by the Commission and other government entities to address, more generally,

the liquidity crisis currently faced in the U.S. and other markets. Granting this request will help enable

closed-end funds to obtain financing to provide much needed liquidity to closed-end fund preferred

shareholders while maintaining the benefits of leverage for common shareholders.

The Institute has worked extensively with its members to develop this proposal and believes that if the

requested relief is granted, many closed-end funds will be able to move forward to restore liquidity to

their preferred shareholders while acting consistently with the interests of their common shareholders.



Given the time sensitive nature of this request, we request that the Commission make such relief

immediately effective upon issuance.3

Background
More than half of the 668 closed-end funds have AMPS outstanding with a total liquidation preference

of approximately $64 billion as of the end of the first quarter of 2008. 4 Closed-end funds typically issue

AMPS that pay dividends at rates set through auctions (or in a few cases, remarketings, which are

included in the term “auctions” for the purposes of this letter) held every seven or twenty-eight days.

Bids are filled to the extent shares are available, and sell orders are filled to the extent there are bids.

These auctions have operated successfully for the last twenty years. 5

The press has widely reported that since mid-February all auctions for AMPS issued by closed-end

funds have failed,6 because there were more shares offered for sale than there were bids. The

decreased demand may have resulted from changes in accounting standards, which generally caused

AMPS to be treated as short-term instruments rather than cash equivalents, thereby making them a

less attractive cash-management tool for businesses7 and from broker-dealers that customarily bid in

these auctions ceasing to do so. While broker-dealers previously submitted enough bids to make

auctions successful, they never have been legally obligated to do so. The failed auctions were not

caused by defaults under the terms of the AMPS or credit quality concerns with closed-end funds. The

assets of closed-end funds, which are valued on a periodic basis, are the collateral underlying the

issuance of the AMPS.

Holders of AMPS have continued receiving dividends from funds at a rate equal to a stated spread

over a particular market benchmark rate provided in the funds’ organizational documents (“maximum

rate”). This maximum rate only has varied slightly from the rates determined at past auctions. However,

the maximum rates are much higher than the historic relative norms (e.g., relative to 7-day commercial

paper rates). Our members are concerned about paying holders of AMPS a maximum rate for the

intermediate or long-term, because as short-term interest rates rise, maximum rates will rise

accordingly. As discussed below, AMPS permit funds to engage in leverage to the benefit of common

shareholders.

Because auctions are not providing liquidity and there is no established secondary market, AMPS

holders wanting to sell their shares are unable to do so. The loss of liquidity in the AMPS market has

created significant hardship and uncertainty for many AMPS holders who may have viewed AMPS as

akin to a liquid cash alternative. For example, failed auctions have made it difficult for some AMPS

holders to make college tuition payments, pay medical bills, or pay their taxes. 8 Small companies that

used these securities to manage cash are unable to make payroll or pay other bills and may be close

to filing bankruptcy as a result.9 A charitable foundation can no longer fund programs that help prevent

AIDS in Africa, provide indigent people with laser vision correction, and correct the cleft palates of

African children.10



A few fund firms have announced that they have refinanced, or soon will be refinancing, some or all of

the AMPS issued by some of their funds with debt in the near future. 11 Doing so will provide their

AMPS holders with liquidity, but replacing all of their outstanding AMPS with debt is not an attractive

option for most closed-end funds unless the Commission relaxes the asset coverage requirements for

debt to 200 percent. Of the 358 funds with AMPS outstanding, eighty-two percent have asset coverage

of at least 200 percent but lower than 300 percent. Only 18 percent of funds with AMPS outstanding

have asset coverage of 300 percent or greater.12

Relief Requested
We request that the Commission issue an exemptive order, effective upon issuance and subject to the

conditions set forth below, that permits any closed-end fund to issue debt to sophisticated institutional

investors for the purpose of redeeming or otherwise replacing the fund’s AMPS that were outstanding

on February 12, 2008 subject to the asset coverage limits described below. 13 We request that the

order, for a three-year period beginning on the date of the order, permit any such fund to declare

dividends or other distributions on common stock and to repurchase common stock so long as the fund

has asset coverage with respect to its debt of 200 percent at the time of declaration after deducting

such dividend, distribution, or repurchase price.14

Although we anticipate that this relief will be used primarily by taxable closed-end funds, 15 we request

relief for both taxable funds and municipal and other closed-end funds that seek to make tax-exempt

distributions to their common shareholders to provide maximum flexibility during this difficult period. 16

We also are aware that some closed-end funds have replaced some or all of their AMPS with debt or

have announced plans to do so17 and may have completed those transactions by the time that this

relief is granted. We request that the relief also apply to those funds, as the goal is to place closed-end

funds and their shareholders in a position similar to that they were in prior to auctions failing; funds that

were able to refinance earlier should not be penalized simply because of this timing.

Legal Discussion
Section 18 of the Investment Company Act permits closed-end funds to issue preferred stock, debt, or

both. It requires debt to have, immediately after issuance, asset coverage 18 of at least 300 percent and

preferred stock to have, immediately after issuance, asset coverage of at least 200 percent. 19

Section 6(c) of the Investment Company Act provides the Commission with authority to exempt any

class of person from any requirements of the Investment Company Act if and to the extent that such

exemption is necessary or appropriate in the public interest and consistent with the protection of

investors and the purposes fairly intended by the policy and provisions of the Act. The Commission

explained the scope of its exemptive authority as being broad power that has been used “in situations

where the Investment Company Act by its terms clearly applied, and has rejected the argument that

simply because a provision prohibited certain conduct any exemption from that provision was contrary



to the intent of the Act.”20

Analysis

The Commission has authority under Section 6(c) to grant the requested relief. It is consistent with

investor protection because it is in the interests of both common and preferred closed-end fund

shareholders. Relaxing the asset coverage requirements will remove a regulatory obstacle to closed-

end funds seeking debt refinancing of AMPS. Once debt financing is obtained, holders of AMPS that

are redeemed21 will achieve liquidity by receiving the liquidation preference of their shares (plus any

dividends payable).22

As a general matter, common shareholders benefit from funds maintaining leverage. Funds invest the

additional capital raised through leverage in securities that are expected to earn a rate of return over

the long-term that exceeds the short-term borrowing cost. The additional income or “spread” is then

available for the benefit of the fund’s common shareholders and allows the fund to produce higher

long-term returns for its common shareholders. Before relying on the requested relief, a fund’s board

would have to determine that the refinancing is in the best interests of all fund shareholders taking into

account the interests of both common and preferred shareholders.

The relief we request is consistent with the policy and provisions of the Investment Company Act in

general and Section 18(a).

The Investment Company Act states that the national public interest and the interests of investors are

adversely affected when investment companies, by excessive borrowing and issuance of excessive

amounts of senior securities, increase unduly the speculative character of their junior securities, or

when investment companies operate without adequate assets or reserves. 23

Granting the requested relief would not impede these policies. In particular, closed-end funds would not

be engaged in excessive leveraging. Rather, they would be maintaining the same level of leverage

they are permitted to engage in today, simply through a different means. Similarly, they would not be

operating without adequate assets. They would be required to have two dollars of assets for each one

dollar of debt (and other senior securities) upon issuance and thereafter if they declare dividends

(except with respect to privately arranged bank debt).

Further, granting the requested relief would be consistent with the policies of Section 18. The

legislative history of Section 18 explains that the greater amount of asset coverage for debt as

compared to preferred stock was put in place to protect the debt holder. 24 In granting an early

exemption from the asset coverage requirements, the Commission explained the general purpose of

the asset coverage requirements as being a response to “managements representing the equity

interests engaging in a variety of activities which, by design or accident, have tended to impair the

asset and income protection of the principal and interest of the debt securities for the benefit and profit

of the equity or management interests.”25



Such protection is not necessary here because the relief requested would require sophisticated

institutional investors such as banks and insurance companies to hold the debt. 26 They would be able

to make informed decisions regarding whether their interests would be adequately protected in making

a loan on the basis of 200 percent asset coverage. The Commission already has recognized that such

a high degree of asset coverage is not necessary in the circumstance where a debt holder is able to

adequately protect its interests.27

Finally, granting the requested relief is consistent with the public interest because otherwise funds will

have to: (1) deleverage; (2) not take steps toward providing AMPS holders with liquidity; or (3) replace

AMPS with a new form of preferred stock. Deleveraging may have adverse consequences for holders

of common shares, and in this volatile market, any deleveraging could produce further strain on the

financial markets.28 Not facilitating liquidity for preferred shareholders is yet another undesirable

outcome.29 Replacing AMPS with a new form of preferred stock may be an attractive resolution of the

current situation but also will require regulatory relief30 and likely will take a significant amount of time

to implement, thus delaying liquidity for preferred shareholders in funds that will be able to take

advantage of the requested relief.

Further, granting the requested relief will help to restore liquidity and confidence in the market at a time

when both have been unusually stressed.

Refunding Preferred Stock with Debt
We further request that the Commission provide relief from Section 18(e)(1) of the Investment

Company Act to the extent necessary to permit a fund to refinance its AMPS with debt in a single

transaction. The Articles Supplementary or other documents governing closed-end fund AMPS typically

require a fund desiring to redeem AMPS to provide a redemption notice to holders in advance of the

redemption date. The notice period typically runs between twenty and forty-eight days. In addition,

many funds are prohibited from sending the notice unless the fund has available “deposit securities” in

an amount equal to the redemption price. Deposit securities are variously defined but, in some cases,

mean cash, U.S. Treasury securities, and certain other short-term money market instruments. 31

Liquidating portfolio securities in order to have deposit securities on hand is not a practical choice for

closed-end funds because it would disrupt portfolio management and otherwise harm common

shareholders as previously discussed.32 Therefore, funds need to obtain debt financing before they

can redeem outstanding AMPS. Consequently, a closed-end fund’s asset coverage would fall below

200 percent for the short period of time that both debt and AMPS are deemed outstanding if the fund

were to redeem all of its AMPS in a single transaction.

Section 18(e)(1) addresses the temporary noncompliance that arises when one form of leverage

replaces another by “exempt[ing] from the provisions of Section 18 senior securities issued by a

closed-end fund for the purpose of redeeming any of the fund’s outstanding senior securities,” at least

to the extent that the fund’s capital structure would comply with Section 18 at the completion of the



transaction. By its terms, however, Section 18(e)(1) is not available for transactions in which preferred

stock is redeemed through the issuance of debt.

Absent this relief, a closed-end fund seeking to replace its AMPS with debt (or for those funds that

already have replaced some or all of their AMPS with debt, to replace both its existing debt and AMPS

with new debt) in accordance with the Section 18(a) relief discussed above might need to effect such

replacement of AMPS and/or debt in a piecemeal fashion to assure that its asset coverage does not

ever fall below 200 percent. Requiring funds to undertake multiple redemption transactions will

increase expenses for shareholders, significantly delay the fund’s redemption of AMPS, which may be

subject to an unfavorable maximum rate compared to debt financing that may have more favorable

terms, and inappropriately elevate form over substance. Therefore, we request that the Commission

permit a closed-end fund to redeem its AMPS with the proceeds of debt financing in a single

transaction, provided that following completion of the transaction, the fund has asset coverage of at

least 200 percent. The requested relief would be consistent with no-action relief previously granted by

the staff.33

Conclusion and Proposed Conditions of Relief
For all of the reasons stated above, we request that the Commission grant the requested relief

provided that any closed-end fund relying on the exemptive order meets the conditions provided below.

The closed-end fund only will apply a 200 percent asset coverage requirement to debt issued to: (i)
redeem any or all of its AMPS that were outstanding on February 12, 2008; and/or (ii) refinance or
refund any financing previously used to redeem any or all of such AMPS. 34

Such debt will be issued only to sophisticated institutional investors, such as banks and insurance
companies.
The closed-end fund will have a minimum of 200 percent asset coverage upon the completion of the
transaction that is the subject of this order, and (except with respect to privately arranged bank debt)
will not declare a dividend or make any other distribution to common shareholders or repurchase
common shares during the three-year period commencing from the date of the order unless the fund
has asset coverage of 200 percent after deducting the amount of the dividend, distribution, or
purchase price.
The closed-end fund’s board of directors, including a majority of directors that are not interested
persons, will find that the proposed transaction is in the best interests of the fund’s shareholders,
taking into account the interests of the common and preferred shareholders.
The closed-end fund, in applying the 200 percent asset coverage requirement to debt as permitted
by the order, will comply with its organizational documents (including as amended to permit reliance
on such order) and any other applicable law.
The closed-end fund will inform its common shareholders of the replacement of preferred stock with
debt and of the applicable asset coverage of such debt by means of press release and posting on
its website within a short period of time of obtaining debt financing, and thereafter in its next
regularly scheduled shareholder report.
The order will expire three years from its date of issuance.



We look forward to discussing our request with you at your earliest convenience. Please feel free to

contact me at (202) 326-5815, Bob Grohowski at (202) 371-5430, or Dorothy Donohue at (202) 218-

3563 if you have any questions or would like additional information.

Sincerely,

Karrie McMillan

General Counsel

cc: The Honorable Christopher Cox

The Honorable Paul S. Atkins

The Honorable Kathleen L. Casey

Thomas R. Smith, Jr., Senior Adviser to the Director

Elizabeth G. Osterman, Associate Director

Douglas J. Scheidt, Associate Director and Chief Counsel

James M. Curtis, Branch Chief

Division of Investment Management

Erik R. Sirri, Director

Division of Market Regulation
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