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SEC STAFF SHOWS NEW OPENNESS TO CLOSED-
END FUND DEFENSES
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Asset Management and Investment Funds Alert

By: Clifford J. Alexander, Jennifer R. Gonzalez, Jacob M. Derr, George Zornada, Steven B. Levine, Shane C.
Shannon

In a potentially significant reversal of a prior Securities and Exchange Commission (SEC) staff position that could
enhance the ability of closed-end funds to defend against activist shareholders, the Division of Investment
Management of the SEC on May 27, 2020, withdrew a 2010 no-action letter that criticized the use by closed-end
funds of certain defensive measures permitted under state corporate law. The 2010 letter, issued to Boulder Total
Return Fund (Boulder Letter)," had long been an impediment to a closed-end fund opting in to state statutes that
permit companies to restrict the ability of certain shareholders to vote control shares. The Boulder Letter stated
that the SEC staff believed such a statute would be “inconsistent with the fundamental requirements of Section
18(i) of the Investment Company Act that every share of stock issued by [a fund] be voting stock and have equal
voting rights with every other outstanding voting stock.”

The statement withdrawing the Boulder Letter (Statement)? adopts the position that the SEC staff “would not
recommend enforcement action to the Commission against a closed-end fund under [S]ection 18(i) of the
[Investment Company] Act for opting in to and triggering a control share statute if the decision to do so by the
board of the fund was taken with reasonable care on a basis consistent with other applicable duties and laws and
the duty to the fund and its shareholders generally.” The Statement also requests input as to whether the SEC
staff should recommend that the SEC take additional action to provide clarity regarding the applicability of the
1940 Act to a closed-end fund's decision to opt in to a control share statute. The withdrawal of the Boulder Letter
and the latitude apparently offered by the Statement removes an SEC staff interpretation that arguably has had a
chilling effect on closed-end funds' and their boards' willingness to opt in to, or rely on, control share statutes.
States have adopted the control share statutes under corporate statutes primarily to protect public companies
incorporated in their jurisdictions. Investment companies established in states without applicable control share
statues may have adopted similar provisions in their organizational documents. The SEC staff position in the
Boulder Letter also has had a potential chilling effect on their boards' willingness to rely on these provisions.

CONTROL SHARE STATUTES AND SECTION 18(l) INTERPRETATIONS PRIOR TO
THE BOULDER LETTER

Section 18(i) of the Investment Company Act of 1940, as amended (1940 Act), states, in pertinent part, that every
share of stock issued by a registered investment company “shall be a voting stock and have equal voting rights
with every other outstanding voting stock....” A defensive measure that limits the voting rights attached to a share
potentially implicates the share voting requirements in Section 18(i).
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A control share statute generally prohibits an acquirer of “control shares” — as that term is defined in a state's
control share statute — from voting its control shares unless or until its voting rights are reinstated by a vote of the
disinterested shareholders. Generally, “control shares” are shares that are equal to or exceed a specific
percentage of a company or fund's total voting power. For example, the Maryland Control Share Acquisition Act
(MCSAA), which was at issue in the Boulder Letter, defines “control shares” in three categories: those shares with
more than (1) one-tenth or more, but less than one-third of all voting power; (2) one-third or more, but less than a
majority of all voting power; or (3) a majority or more of all voting power.2 Importantly, the effect of a control share
statute is not to prevent the acquirer from voting all of its shares, but rather to limit the number of shares it can
vote without first obtaining approval from disinterested shareholders.

According to the SEC staff's analysis in the Statement, almost half of U.S. states have control share statutes in
effect.* Control share statutes may apply to all entities organized under the laws of a state, but permit such
entities to opt out of the statute or may require that an entity affirmatively opt in to the coverage of the statute.

In a 2007 opinion, the U.S. District Court for the District of Maryland, among other things, applied the terms of the
MCSAA to shares acquired by a stockholder after the fund had opted in to the statute.® In a 2009 speech,
however, the director of the SEC's Division of Investment Management expressed the view that a closed-end
fund's reliance on control share statutes “constitutes a denial of equal voting rights and may violate the
fundamental requirement that every share of fund stock be voting stock.”® Subsequently, the SEC staff issued the
Boulder Letter.

THE BOULDER LETTER

The Boulder Letter, issued in 2010, expressed the SEC staff's view that opting in to the MCSAA, which the
Boulder Letter described as stating that “[h]olders of control shares of the corporation acquired in a control share
acquisition have no voting rights with respect to control shares except to the extent approved by the
stockholders,” would be “inconsistent with the fundamental requirements of Section 18(i) of the [1940 Act] that
every share of stock issued by [a fund] be voting stock and have equal voting rights with every other outstanding
voting stock.”” The SEC staff acknowledged in the Boulder Letter that “use of the MCSAA [to restrict the ability of
certain stockholders to vote control shares] may be permitted for operating companies under state law,” but
concluded that “the [1940 Act], with its unique regulatory approach, demands a different result for investment
companies.”®

The Boulder Letter, although reflecting a position of the SEC staff and not a statement of the SEC Commission or
a rule or regulation made with the force of law, and arguably in conflict with the U.S. District Court opinions in
2004 and 2007, had a chilling effect on closed-end funds' and their boards' comfort with opting in to, or relying on,
control share statutes. Since then there has been a notable increase in the intensity of activists attacking closed-
end funds.

In the years since the Boulder Letter was issued, industry participants and groups have expressed contrary views
to the SEC staff's interpretation of Section 18(i). Recently, the Investment Company Institute submitted a report
(ICI Report) to the SEC that included many of the arguments underpinning these contrary views.® The ICI Report
stated that the SEC staff's interpretation of the Section 18(i) provision that every share of stock issued by a fund
be voting stock and have equal voting rights, as meaning that every stockholder have identical voting rights,
misreads the plain language of Section 18(i). Among other things, the ICI Report noted that, because the plain
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language of Section 18(i) pertains to the voting rights of each share of stock, rather than the voting rights of a
particular stockholder, the use of defensive measures, including a control share statute, that impact the voting
rights of a particular stockholder does not change the stock's voting rights and thus does not violate Section 18(i).

The ICI Report further noted that, if a disinterested shareholder vote restores an investor's ability to vote control
shares, or that investor sells or otherwise reduces its holdings below the applicable statutory threshold, that
investor would again be permitted to vote all its shares, and that none of these events would change the voting
rights of those shares. The ICI Letter also argued that enabling the use of such takeover defenses to prevent
activist shareholders from taking control of a fund for their own benefit at the expense of the fund and the other
shareholders furthers the purposes of the 1940 Act. For instance, among the conditions “which adversely affect
the national public interest and the interest of investors” enumerated in Section 1(b) of the 1940 Act is the
operation of investment companies in the interest not only of their insiders, but also “other affiliated persons.”

WITHDRAWAL OF BOULDER LETTER

On September 13, 2018, SEC Chair Jay Clayton issued a statement noting that the “Commission’s longstanding
position is that all staff statements are nonbinding and create no enforceable legal rights or obligations of the
Commission or other parties” and stating that the SEC's divisions and offices “have been and will continue to
review whether prior staff statements and staff documents should be modified, rescinded or supplemented in light
of market or other developments.”'® Without commenting specifically on the several arguments that have been
raised since 2010 regarding the Boulder Letter, in the Statement the SEC staff announced that, based on this
review, as well as market developments since the Boulder Letter's issuance and recent feedback from affected
market participants, it decided to withdraw the Boulder Letter, effective immediately.

The Statement also provides that the SEC staff “would not recommend enforcement action to the Commission
against a closed-end fund under [S]ection 18(i) of the [1940 Act] for opting in to and triggering a control share
statute if the decision to do so by the board of the fund was taken with reasonable care on a basis consistent with
other applicable duties and laws and the duty to the fund and its shareholders generally.” The SEC staff cautioned
that any inquiry into the application of Section 18(i) to a fund's decision to opt in to a control share statute would
be based on the facts and circumstances. In this regard, the SEC staff reminded market participants that “any
actions taken by a board of a fund, including with regard to control share statutes, should be examined in light of
(1) the board's fiduciary obligations to the fund, (2) applicable federal and state law provisions, and (3) the
particular facts and circumstances surrounding the board's action.”

In addition, in a footnote to the Statement, the SEC staff stated that “[o]ther corporate defensive measures, such
as poison pills, may also implicate the [1940 Act],” but that the staff “is not addressing whether any particular
corporate defensive measure is consistent with [S]ection 18(i) or any other section of, or rule or regulation under,
the [1940 Act.]""!

REQUEST FOR FEEDBACK

In the Statement, the SEC staff requested public input about whether additional SEC action in this area is
necessary or appropriate. In particular, the SEC staff solicited input on the following questions:

1. What are the practical and functional impacts on closed-end funds, their management, and their
shareholders when funds opt in and trigger control share statutes? How are those impacts affected by the
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availability of other defensive measures? Relatedly, in what circumstances would the availability of other
defensive measures affect a fund's decision to opt in to and trigger a control share statute?

2. What considerations would a fund's board take into account in determining whether to opt in to and trigger
a control share statute, particularly with regard to benefits to shareholders and compliance with the
board's fiduciary duty? Under what specific facts and circumstances would a board decide to opt in to and
trigger a control share statute (or decline to do so0)?

3. Apart from Section 18(i), which turns on the meaning of “equal voting rights,” please explain whether the
ability to opt in to and trigger a control share statute would have a practical or functional impact on a
fund's compliance with other provisions of the federal securities laws, such as Section 12(d)(1)(E) of the
1940 Act, which requires pass-through or mirror voting for certain fund of funds arrangements, or Rule
13d-1 under the Securities Exchange Act of 1934, which places a limitation on the ability of certain
shareholders from voting based on the size of their holding. If relevant, please provide an analysis of any
practical or functional differences between how the principle of equal voting rights may apply in those
different regulatory contexts.

4. Should the staff recommend that the SEC address the ability of a closed-end fund to opt in and trigger a
control share statute in accordance with Section 18(i)?

The SEC staff encouraged parties wishing to provide public input on the above questions to email such input to
IMOCC@sec.gov and insert “Control Share Statutes” in the subject line and did not provide a deadline by which
to provide such input.

CONCLUSION

The Statement is good news for closed-end funds, many of which have spent considerable time, energy, and
money in recent years battling activist investors whose short-term goals are inconsistent with those of most
closed-end fund investors. The Statement reminds funds and their boards of their responsibilities when
considering whether to opt in to or trigger a control share statute and requests public input to assist the SEC in
determining whether any additional SEC action is appropriate. Any such consideration would need to include,
among other things, an evaluation of a fund's governing documents, specific state law provisions, and prior
disclosures or undertakings made, including those in registration statements. It would not be surprising if closed-
end funds, industry groups, and activist investors provide significant feedback to the SEC and the SEC issues
further statements taking into account that feedback. Nonetheless, in the interim, the withdrawal of the Boulder
Letter and the SEC staff's newly-expressed openness to prudently-considered defensive measures may increase
the comfort of closed-end funds and their boards in implementing such measures and may well impact
shareholder activism, engagement with large shareholders, and contested solicitations.

FOOTNOTES

" Boulder Total Return Fund, SEC No-Action Letter (Nov. 15, 2010), available here.

2 See Control Share Acquisition Statutes, Staff Statement, Division of Investment Management (May 27, 2020),
available here.
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3 See MD. CODE ANN. CORPS. & ASS'NS § 3-701(e)(1) (2019).

4 Of the three states that are the most common states of organization for registered investment companies,
Maryland and Massachusetts have control share statutes while Delaware does not.

5 See Neuberger Berman Real Estate Income Fund, Inc. v. Lola Brown Trust No. 1B et al., 485 F.Supp.2d 631 (D.
Md. 2007); see also Neuberger Berman Real Estate Income Fund, Inc. v. Lola Brown Trust No. 1B et al., 342
F.Supp.2d 371 (D. Md. 2004).

6 See Andrew J. Donohue, Director, Division of Investment Management, Securities and Exchange Commission,
Keynote Address at the Independent Directors Council Investment Company Directors Conference (Nov. 12,
2009), available here.

7 Arguably, the SEC staff's position in the Boulder Letter that every share must have equal voting rights was not
consistent with prior SEC staff positions regarding voting rights in a variety of circumstances, including allowing
registered funds to use a “one vote per dollar” or dollar-based voting structure, see, e.g., Sentinel Group Funds,
Inc., SEC No-Action Letter (Oct. 27, 1992), and allowing funds to issue preferred stock with a greater number of
votes per share than the common stock issued by the same fund, recognizing the greater economic investment
per share of preferred stock, see, e.g., Drexel Burnham Lambert Inc., SEC No-Action Letter (June 14, 1989).

8 Subsequent to the issuance of the Boulder Letter, SEC staff disclosure examiners in certain instances included
comments on closed-end fund registration statements, which require an SEC order of effectiveness, that closed-
end funds opt out of the MCSAA if they had disclosed that they had opted in and delete language suggesting that
they had the power or intention to opt in to the MCSAA.

9 See Investment Company Institute, Recommendations Regarding the Availability of Closed-End Fund Takeover
Defenses (March 12, 2020), available here.

10 See Statement regarding SEC Staff Views, Chairman Jay Clayton (Sept. 13, 2018), available here.

" The U.S. District Court for the District of Maryland has ruled that the use of a poison pill does not violate
Section 18. See Neuberger Berman Real Estate Income Fund, Inc. v. Lola Brown Trust No. 1B et al., 485
F.Supp.2d 631 (D. Md. 2007); see also Neuberger Berman Real Estate Income Fund, Inc. v. Lola Brown Trust
No. 1B et al., 342 F.Supp.2d 371 (D. Md. 2004); Arthur Delibert and Jennifer Gonzalez, The Use of Shareholder
Rights Plans by Registered Investment Companies, 17 INV. LAWYER 5 (May 2010), available here.
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This publication/newsletter is for informational purposes and does not contain or convey legal advice. The
information herein should not be used or relied upon in regard to any particular facts or circumstances without first
consulting a lawyer. Any views expressed herein are those of the author(s) and not necessarily those of the law
firm's clients.
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