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The asset management industry is large and complex. Asset management companies— Analyst in Financial
also known as investment management companies, or asset managers—are companies Economics

that manage money for a fee with the goal of growing it for those who invest with them. ~ é-acte-@crs.loc.gov

The most well-known product these companies create are investment funds. Many types

. X . . For a copy of the full report,
of investment funds exist, including mutual funds, exchange-traded funds (ETFs), hedge O] P ST
funds, private equity, and venture capital. Their business practices and the types of WWW.CFS.gOV.
regulatory requirements to which they are subject are far from standardized. Investment
funds differ by, among other things, asset risk profile, investor access, portfolio company operations, and the ease
of buying or selling their shares. In addition to investment funds, the asset management industry also consists of
entities that connect funds to investors and other services, such as investment advice providers and custodians.

Asset managers collectively manage trillions in assets, including investment savings, of nearly half of all U.S.
households. The industry has experienced periods of high growth largely attributable to retail investors’ increased
reliance on asset managers to invest their money for them rather than investing their own money themselves.

The Securities and Exchange Commission (SEC) is the primary regulator overseeing the asset management
industry. The industry is governed by a somewhat fragmented regulatory regime stemming from several different
statutes. Most of the regulatory framework was created in the 1930s and 1940s, but the business practices and
trends affecting the industry are evolving. Examples of this evolution include (1) the rapid growth of the industry;
(2) the increasing dependency of American businesses on capital market financing; (3) the shift from active to
passive investment style; and (4) the expansion of the private securities markets.

Congress has shown interest in issues relating to the asset management industry. During the 116" Congress,
lawmakers have held related hearings on asset management, financial innovation, investor protection, financial
stability, and leveraged lending. Three areas that have been of particular interest to many are as follows:

o  Whether the asset management industry has any implications for financial stability in the United States. Some
financial authorities state that asset management companies did not pose much concern to financial stability
during the 2007-2009 financial crisis period, with the exception of money market mutual funds. This is
because asset managers are generally agents who provide investment services to clients without taking direct
risk of financial loss. But some argue that structural vulnerabilities do exist and could be observed in certain
financial instruments. Their implications, however, are uncertain.

e  Whether regulation of the asset management industry provides sufficient access and protection for retail
investors. The investor protection concerns center on investor access restrictions, especially for private funds.
Private funds are perceived to have a higher risk and return profile relative to public funds, thus leading to
discussions of investor protection and equal access to investment opportunities.

e The impact of financial technology on the industry, and whether the current regulatory framework is adequate
to address these new technologies. Financial innovation is an integral part of the asset management industry’s
development, and it creates policy and regulatory debates regarding the extent to which the new technologies
are appropriately served by the existing regulatory regime. One of the common goals of policymaking in this
area is to protect investors without hindering innovation.
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Introduction

The asset management industry operates in a complex system with many components. Asset
management companies have two major product categories—public funds and private funds.
Additionally, a number of intermediaries, such as investment advisers and custodians, provide
distribution channels, safeguards, and other essential services to investors and issuers. Nearly
half, or 44.8%, of all U.S. households own some form of public funds.! When operating as
expected, the industry functions to pool assets, share risks, allocate resources, produce
information, and protect investors.

Asset management companies—also referred to as investment management companies, money
managers, funds, or investment funds—are collective investment vehicles that pool money from
various individual or institutional investor clients and invest on their behalf for financial returns.?
The Securities and Exchange Commission (SEC) is the primary regulator of the asset
management industry. The main statutes that govern the asset management industry at the federal
level include the Investment Company Act of 1940 (P.L. 76-768), the Investment Advisers Act of
1940 (P.L. 76-768), the Securities Act of 1933 (P.L. 73-22), and the Securities Exchange Act of
1934 (P.L. 73-291).

Public and private funds are distinguished by the types of investors who can access them and by
the regulation applied to them. Public funds, such as mutual funds, exchange-traded funds
(ETFs), closed-end funds, and unit investment trusts (UITs), are broadly accessible to investors of
all types.® Private funds are limited to more sophisticated institutional and retail (individual)
investors, thus the name private fund.* The main types of private funds are hedge funds, venture
capital funds, and private equity.

The first part of this report provides an overview of the asset management industry and its
regulation. Although there is no single definition for the industry, the report generally covers
public and private investment funds and the industry components that serve those funds.® The
report also illustrates some of the industry’s key risk exposures and the regulations designed to
disclose, monitor, and mitigate them.

The second part of this report considers current trends and policy issues, including (1) whether
the asset management industry affects the financial stability of the United States; (2) whether

1 See Public Funds section of this report for more details on public funds. For household holdings of public funds, see
Investment Company Institute, 2019 Investment Company Fact Book, at https://www.ici.org/pdf/2019_factbook.pdf.

2 While an investment company could manage multiple funds, in common usage, the word “fund” is also used
interchangeably to describe an investment management company. For this report, unless noted otherwise, funds are also
referred to as investment companies. Per 15 U.S.C. §880a-3(a)(1), the legal definition of investment company is any
issuer “which—(A) is or holds itself out as being engaged primarily, or proposes to engage primarily, in the business of
investing, reinvesting, or trading in securities; (B) is engaged or proposes to engage in the business of issuing face-
amount certificates of the installment type, or has been engaged in such business and has any such certificate
outstanding; or (C) is engaged or proposes to engage in the business of investing, reinvesting, owning, holding, or
trading in securities, and owns or proposes to acquire investment securities having a value exceeding 40 per centum of
the value of such issuer’s total assets (exclusive of Government securities and cash items) on an unconsolidated basis.”

3 See Public Funds section of this report for more details.

4 These institutional and retail investors are more sophisticated and higher net worth clients who are perceived as better
positioned to understand and tolerate risks.

5 See Private Funds section of this report for more details.

6 Pension funds and insurance companies also manage assets; however, because they serve different functions and are
not regulated by the Securities and Exchange Commission (SEC), they are beyond the scope of this report.
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regulation of the asset management industry provides sufficient protection for the retail investors
who invest money in the industry; and (3) the impact of financial technology, or “fintech,” on the
industry, and whether the current regulatory framework is adequate to address these new
technologies.

Industry Assets

The asset management industry is large and highly concentrated. Exact statistics differ somewhat
depending on the source, but one industry report on the world’s 500 largest asset managers
indicates that the largest U.S. asset managers (i.e., those within the global top 500 ranking)
managed around $50 trillion in assets in 2017.” The top 10 U.S. asset managers alone held $26.2
trillion in assets under management as of year-end 2017 (Table 1).

Table 1. Top 10 U.S. Asset Managers, Ranked by Assets Under Management
(as of December 31, 2017)

Assets Under Management

Rank Asset Manager ($ Trillions)
| BlackRock 6.3
2 Vanguard Group 4.9
3 State Street Global 28
4 Fidelity Investments 24
5 J.P. Morgan Chase 2.0
6 Bank of New York Mellon 1.9
7 Capital Group 1.8
8 Goldman Sachs Group 1.5
9 Prudential Financial 1.4
10 Northern Trust Asset Management 1.2
Top 10 Total 26.2

Source: CRS based on data from Willis Towers Watson/Thinking Ahead Institute 500 and Pensions &
Investments.

The industry’s assets are measured by assets under management (AUM) and net assets. AUM or
gross assets refer to the sum of assets overseen by the asset manager. Net assets refer to the value
of assets minus liabilities. U.S.-registered investment companies or “public funds” held $21.4
trillion in total net assets as of 2018.2 Private funds, which are not accessible by typical
households, held $8.7 trillion in total net assets and $13.5 trillion in AUM as of December 2018.°

" CRS calculated this approximation by multiplying the 53.2% of assets under U.S. management (page 11) with the
$93.8 trillion (page 4) of total discretionary assets under management of the 500 managers included in the report. The
$50 trillion assets under management does not include assets of smaller funds that are outside of the top 500 list. Willis
Towers Watson, The World’s Largest 500 Asset Managers, at https://www.thinkingaheadinstitute.org/-/media/Pdf/TAIl/
Research-1deas/TAI_P1_500_2018_formatted.pdf.

8 Net assets equal total assets minus total liabilities, and is different than assets under management. For more data, see
Investment Company Institute, “A Review of Trends and Activities in the Investment Company Industry,” 2019
Investment Company Fact Book, at https://www.ici.org/pdf/2019_factbook.pdf.

9 SEC, Private Funds Statistics, November 13, 2018, at https://www.sec.gov/divisions/investment/private-funds-
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In addition, other market intermediaries, such as broker-dealers, held around $3.1 trillion AUM as
of second quarter 2018.1°

Types of Asset Management Companies

Many types of asset management companies exist. Further, the different types of asset
management companies are subject to different regulatory requirements. This section highlights
major types of asset management companies, including public funds, private funds, and other
forms of asset management.

Public Funds

Public funds are pooled investment vehicles that gather money from a wide variety of investors
and invest the money in stocks, bonds, and other securities. They are SEC-registered investment
companies that are open to all institutional and retail investors in the public, thus the name public
funds. Asset holdings of public funds experienced significant growth in the past two decades
(Figure 1). At year-end 2018, public funds managed more than $21.4 trillion in assets, largely on
behalf of more than 100 million U.S. retail investors.**

Figure |. Selected Public Funds Net Asset Value
($ Trillions, Not Inflation Adjusted)

25
1999 2018
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Source: CRS based on data from Investment Company Institute and Strategic Insight Simfund.

Notes: Mutual fund data exclude mutual funds that invest primarily in other mutual funds. Closed-end fund data
include preferred share classes. ETF data include ETFs not registered under the Investment Company Act of
1940 and exclude ETFs that primarily invest in other ETFs. Data are for investment companies that report
statistical information to the Investment Company Institute.

The four basic types of public funds are mutual funds, closed-end funds, exchange-traded funds,
and unit investment trusts.

statistics/private-funds-statistics-2018-g1.pdf.

10 Board of Governors of the Federal Reserve, Financial Stability Report, November 2018, at
https://www.federalreserve.gov/publications/files/financial-stability-report-201811.pdf.

1 Investment Company Institute, 2019 Investment Company Fact Book, at https://www.ici.org/pdf/2019_factbook.pdf.
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Mutual Funds

Mutual funds are the most widely used pooled investment vehicle. They are also called open-
ended funds, referring to their continuous offering of shares. Mutual funds do not have a limit on
the number of shares they can issue.!? The shares are not traded on exchanges. When investors
need to exit their investment positions, they “redeem” shares at net asset value (NAV).1®
Redemption means selling shares back to the mutual fund. These technical features, including
NAV and redemption, are revisited in the context of compliance and risk controls in “Regulatory
and Risk Mitigation Frameworks” section of this report.

Closed-End Funds

A closed-end fund is a publicly traded investment company that sells a limited number of shares
rather than continuously offering them. Closed-end fund shares are not redeemable, meaning they
cannot be returned to the fund for NAV, but they are traded in the secondary market.! Investors
can exit closed-end funds by buying or selling shares on securities exchanges.'®

Exchange-Traded Funds (ETF)

ETFs are pooled investment vehicles that combine features of both mutual funds and closed-end
funds.'® ETFs offer investors a way to pool their money into a fund with continuous share
offerings that can also trade on exchanges like a stock.!’

Unit Investment Trusts (UIT)

UITs invest money raised from many investors in a one-time public offering in a generally fixed
portfolio of stocks, bonds, or other investments. It is an investment company organized under a
trust or similar structure that issues redeemable securities, each of which represents an interest in
a unit of specified securities.'®

Private Funds

Private funds, in contrast, are investment companies that operate through exemptions from certain
SEC regulation.’ Private funds are also called alternative investments. Relative to public funds,

12 SEC, Office of Investor Education and Advocacy, Mutual Funds and ETFs: A Guide for Investors, SEC Pub. 182,
December 20186, at https://www.sec.gov/investor/pubs/sec-guide-to-mutual-funds.pdf.

13 Net asset value is the fund’s net assets minus net liabilities. For more details on mutual funds, see SEC, Fast
Answers, “Mutual Funds,” at https://www.sec.gov/fast-answers/answersmutfundhtm.html.

14 Primary market refers to the market where securities are created. Secondary market refers to the market where
existing securities are bought and sold.

15 SEC, “Fast Answers: Closed-End Fund Information,” at https://www.sec.gov/fast-answers/answersmfclosehtm.html.

16 For more information, see CRS Report R45318, Exchange-Traded Funds (ETFs): Issues for Congress, by Eva Su,
and SEC, “Fast Answers: Exchange-Traded Funds (ETFs),” at https://www.sec.gov/fast-answers/answersetfhtm.html.

17 The vast majority of ETFs are organized as open-end funds, but some of the earliest ETFs were organized as UITs.
Although small in numbers, these UITs represent a significant amount of assets. For example, as of year-end 2017, the
eight existing UIT ETFs held total assets of $379 billion, representing 11% of the ETF industry. SEC proposed rule,
“Exchange-Traded Funds,” June 28, 2018, at https://www.sec.gov/rules/proposed/2018/33-10515.pdf.

18 For more information, see SEC, “Fast Answers: Unit Investment Trusts (UITs),” at https://www.sec.gov/fast-
answers/answersuithtm.html.

19 8202(a)(29) of the Advisers Act defines a private fund as “an issuer that would be an investment company, as
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private funds tend to take on higher risk, and they are subject to more investor access restrictions.
Private funds are available to only a limited number of qualified investors, thus the name private
funds.?

As of December 2018, private funds held $8.7 trillion in total net assets and $13.5 trillion in gross
assets under management (Figure 2).! From the SEC’s first available private funds statistics in
the first quarter of 2013 to the fourth quarter of 2018, the private fund industry grew more than
60%, primarily led by increases in private equity and hedge funds.?? The rules governing the
funds were established as part of the Investment Company Act in the 1940s, but some argue the
drafters never foresaw the rise of private funds at such a scale.?® The current private fund
landscape thus raises questions regarding if or how the regulations ought to be updated.

Figure 2. Selected Private Funds Net Asset Value
($ Billions)

2018Q4

201803 o e e

2018Q1

2017Q4

2017Q3

2017Q2

2017Q1

o

500 1,000 1,500 2,000 2,500 3,000 3,500 4,000 4,500

Venture Capital Fund & Private Equity Fund ™ Hedge Fund

Source: CRS based on data from SEC, Private Funds Statistics, July 23, 2019.
Note: As reported in SEC Form PF, Question 9. The fund types are not mutually exclusive.

defined in section 3 of the Investment Company Act of 1940 (15 U.S.C. 80a-3), but for section 3(c)(1) or 3(c)(7) of
that Act.”

20 A private fund is any issuer whose outstanding securities are beneficially owned by not more than 100 persons, or, in
the case of a qualifying venture capital fund, 250 persons, and which is not making and does not presently propose to
make a public offering of its securities, among other conditions.

2L SEC, Division of Investment Management’s Analytics Office, Private Funds Statistics, Fourth Calendar Quarter
2018, July 23, 2019, at https://www.sec.gov/divisions/investment/private-funds-statistics/private-funds-statistics-2018-
q4.pdf.

22 Private funds grew 69% or 63%, as measured by percentage increases in gross asset value and net asset value, for
periods between first quarter 2013 (the inception of the private fund statistics) and fourth quarter of 2018. For more
details, see SEC, Division of Investment Management’s Analytics Office, Private Funds Statistics, Fourth Calendar
Quarter 2018, July 23, 2019, at https://www.sec.gov/divisions/investment/private-funds-statistics/private-funds-
statistics-2018-g4.pdf; and SEC, Division of Investment Management’s Analytics Office, Private Funds Statistics,
Fourth Calendar Quarter 2014, December 30, 2015 p. 5, at https://www.sec.gov/divisions/investment/private-funds-
statistics/private-funds-statistics-2014-g4.pdf.

2 Allen Ferrell and John D. Morley, New Special Study of the Securities Markets: Institutional Intermediaries, Yale
Law & Economics Research Paper no. 580, July 19, 2017, at https://ssrn.com/abstract=3005542.
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The main types of private funds include hedge funds, venture capital funds, private equity funds,
and family offices, but these fund types are not mutually exclusive.?* Some use the term private
equity interchangeably as a catch-all phrase to describe all types of private funds.?® This report
uses the terminology set forth by the SEC in its private funds Form PF reporting system.?

Among all major types of private funds, only venture capital funds and family offices have legal
definitions. In 2010, the Dodd-Frank Wall Street Reform and Consumer Protection Act (P.L. 111-
203; Dodd-Frank Act)?’ removed the historical exemption from SEC registration for investment
advisers with fewer than 15 clients to “fill a key gap in the regulatory landscape.”? The act also
established legal definitions of venture capital funds and family offices, so that these selected
private funds could be exempted from the new regulation requirement.?® In addition, private funds
with less than $150 million in assets under management continue to be exempted.*

Private Equity Funds

A private equity fund is a pooled investment vehicle that typically concentrates on investments
not offered to the public, such as ownership stakes in privately held companies.®! Private equity
fund investors include high-net-worth individuals and families, pension funds, endowments,
banks and insurance companies.* According to a 2017 survey, around 88% of institutional
investors invested in private equity funds; nearly a third allocated more than 10% of their assets
in private equity.>

Venture Capital Funds

Venture capital funds are sources of startup financing for early stage, high-potential firms, such as
high-tech startups. Pursuant to the Dodd-Frank Act, the SEC established a definition for venture
capital funds in 2011. To be considered for the venture capital exemption from certain investment
company regulatory requirements, the fund should generally pursue a venture strategy, cannot

24 The SEC’s quarterly private funds statistics release explicitly states that the various categories of private funds are
not mutually exclusive, meaning the same fund could potentially be referred to by multiple names. SEC, Private Funds
Statistics, January 29, 2019, at https://www.sec.gov/divisions/investment/private-funds-statistics/private-funds-
statistics-2018-g2-accessible.pdf.

% For example, some experts define private equity as an alternative asset class that includes all assets beyond the three
primary asset classes—stocks, bonds, and cash. For more details, see Benoit Leleux, Hans van Swaay and Esmeralda
Megally, Private Equity 4.0: Reinventing Value Creation (The Wiley Finance Series, 2015).

% SEC, Form PF — Reporting Form for Investment Advisers to Private Funds and Certain Commodity Pool Operators
and Commodity Trading Advisors, at https://www.sec.gov/about/forms/formpf.pdf.

27 For more information, see CRS Report R41350, The Dodd-Frank Wall Street Reform and Consumer Protection Act:
Background and Summary, coordinated by Baird Webel.

28 This previous exemption counted every fund as a client as opposed to each investor in a fund as a client. SEC, “SEC

Adopts Dodd-Frank Act Amendments to Investment Advisers Act,” press release, June 22, 2011, at
https://www.sec.gov/news/press/2011/2011-133.htm.

2917 C.F.R. 8275.

30 SEC, “Private Fund Adviser Overview,” at https://www.sec.gov/divisions/investment/guidance/private-fund-adviser-
resources.htm.

31 Private equity funds could also invest in publicly traded companies, especially purchasing the controlling stake of
public companies with a combination of debt and equity, often referred to as leveraged buyouts.

32 SEC, Implications of the Growth of Hedge Funds, staff report, September 2003, at https://www.sec.gov/news/studies/
hedgefunds0903.pdf.

33 Brian Boyer et al., Private Equity Indices Based on Secondary Market Transactions, National Bureau of Economic
Research, Working Paper no. 25207, November 18, 2018, at https://www.nber.org/papers/w25207.pdf.
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borrow funding to incur leverage, and should hold no more than 20% of its capital in
nonqualifying investments, among other conditions.* The legal definition of “venture capital
fund” needs to be met in order to qualify for regulatory exemptions.®

Hedge Funds

Hedge funds are pooled investment vehicles that often deploy more “speculative” investment
practices than mutual funds, such as leverage and short-selling.®® Among investors, hedge funds
are more controversial than other funds because of their high fee structure coupled with reported
persistent underperformance.®” Hedge fund fee structures often include an annual asset
management fee of 1% to 2% of assets under management as well as an additional 20%
performance fee on any profits.® This fee structure could motivate a hedge fund manager to take
greater risks in the hope of generating a larger performance fee, yet only the investors, not the
hedge funds, bear the downside risk.

Prior to the Dodd-Frank Act, hedge funds were virtually unregulated, and regulators were largely
unaware of the hedge fund market’s size, investment strategies, and number of players.* The
Dodd-Frank Act mandated more detailed reporting of hedge funds and other private funds.
Confidential filings from hedge funds are now reported to the SEC.*’ Despite continuous
discussions of whether hedge funds’ fees are excessive and their closings, the hedge fund industry
remains at peak net assets levels of around $4 trillion (Figure 2).4

34 The SEC defines a venture capital fund as a private fund that meets the following conditions: (1) Represents itself as
pursuing a venture capital strategy to its investors and prospective investors; (2) Holds no more than 20% of its
aggregate capital contributions and uncalled committed capital in nonqualifying investments, other than short-term
holdings; (3) Does not borrow, provide guarantees, or otherwise incur leverage, other than limited short-term
borrowing; (4) Does not offer its investors redemption or other similar liquidity rights except in extraordinary
circumstances; and (5) Is not registered under the Investment Company Act of 1940 and has not elected to be treated as
a business development company. Qualifying investments generally consist of equity securities of “qualifying portfolio
companies” that are directly acquired by the fund. 17 CFR §275.203(1)-1.

35 See discussions of Title XXV of S. 488 (115™ Congress), in CRS Report R45308, JOBS and Investor Confidence Act
(House-Amended S. 488): Capital Markets Provisions, coordinated by Eva Su.

3 |_everage refers to using borrowing to increase investment exposure as well as risk. Short-selling is placing
investments to gain return when targeted assets fall in price. SEC “Fast Answers: Hedge Funds,” at
https://www.sec.gov/fast-answers/answershedgehtm.html.

37 Nir Kaissar, “If Hedge Funds Are Lagging, Why Do They Have So Much Money?” Bloomberg, February 19, 2019,
at https://www.bloomberg.com/opinion/articles/2019-02-19/hedge-funds-lag-so-why-do-they-have-so-much-cash.

38 SEC, “Hedge Funds,” Investor Bulletin, SEC Pub. no. 139, February 2013, at https://www.sec.gov/investor/alerts/
ib_hedgefunds.pdf.

39 U.S. Congress, House Committee on Oversight and Government Reform, Hedge Funds and the Financial Market,
hearings, 110" Cong., 2" sess., November 13, 2008, H.Hrg. 56-582, Serial No. 110-210 (Washington, DC: GPO,
2010), at https://www.govinfo.gov/content/pkg/CHRG-110hhrg56582/pdf/CHRG-110hhrg56582.pdf.

40 SEC Form PF defines a hedge fund as any private fund (other than a securitized asset fund): (1) with respect to which
one or more investment advisers (or related persons of investment advisers) may be paid a performance fee or
allocation calculated by taking into account unrealized gains (other than a fee or allocation the calculation of which
may take into account unrealized gains solely for the purpose of reducing such fee or allocation to reflect net unrealized
losses); (2) that may borrow an amount in excess of one-half of its net asset value (including any committed capital) or
may have gross notional exposure in excess of twice its net asset value (including any committed capital); or (3) that
may sell securities or other assets short or enter into similar transactions (other than for the purpose of hedging
currency exposure or managing duration). The definition of a hedge fund for Form PF purposes also includes any
commodity pool an adviser reports on Form PF. See SEC, Private Fund Statistics, at https://www.sec.gov/divisions/
investment/private-funds-statistics/private-funds-statistics-2018-g1.pdf.

41 Shelly Hagan and Saijel Kishan, “Omega, Jabre Capital Among Hedge Fund Casualties in Dismal 2018,”
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Family Offices

Family offices are investment firms that solely manage the wealth of family clients. They do not
offer their services to the public and are generally exempt from SEC registration requirements.*?
According to a 2018 report, around two-thirds of family offices were established after 2000.%
Owing to their exclusivity, family offices receive minimal regulation and oversight. They have
grown rapidly in recent years and are reportedly increasingly becoming an option for some hedge
fund managers, who solely manage their own money.*

Public Versus Private Funds

Table 2 compares public and private funds’ characteristics. The main differences between public
and private funds include the following examples:

e Risk—oprivate funds normally invest in higher-risk assets and deploy more
volatile investment strategies. For example, certain private funds focus on
funding for startups, which are inherently riskier with higher possibilities for
business failure. Certain private funds also have a greater ability to borrow
money to invest (leverage), which could multiply the funds’ risks and returns.

o Regulation—private funds face less regulation relative to public funds. For
example, whereas public funds generally have to calculate daily valuation and
maintain periodic public reporting, private funds are not subject to such
mandates.

e Investor access—private funds are limited as to the type and the number of
investors they can reach, while public funds are available to all investors. These
restrictions are meant to protect certain retail investors who are perceived as less
sophisticated, given the generally higher risk and lower levels of regulation.

¢ Portfolio company involvement—a private equity or venture capital fund
typically uses client funds to obtain a controlling interest in a nonpublicly traded
company (called a portfolio company). This controlling interest normally allows
the private fund to have a say in the portfolio company’s operations. Public
funds, in contrast, typically do not directly affect portfolio company management
and operations, except through shareholder voting processes.

e Liquidity—liquidity refers to how easy it is to buy and sell securities without
affecting the price. Public funds are considered liquid for investors because of

Bloomberg, December 27, 2018, at https://www.bloomberg.com/news/articles/2018-12-27/omega-jabre-capital-among-
hedge-fund-casualties-in-dismal-2018.

42 Under the Dodd-Frank Act, the SEC established a legal definition for family offices in 2011. Per the SEC’s family
offices final rule, a family office is any company that (1) provides investment advice only to “family clients,” as
defined by the rule; (2) is wholly owned by family clients and is exclusively controlled by family members and/or
family entities, as defined by the rule; and (3) does not hold itself out to the public as an investment adviser. 17 CFR
§275.202(a)(11)(G)-1 - Family offices and see also SEC press release and final rule, “SEC Adopts Rule under Dodd-
Frank Act Defining ‘Family Offices’,” press release, June 22, 2011, at https://www.sec.gov/news/press/2011/2011-
134.htm.

43 UBS, The Global Family Office Report 2018, at https://www.ubs.com/global/en/wealth-management/uhnw/global-
family-office/global-family-office-report-2018.html.

4 Lindsay Fortado, “John Paulson Mulls Shutting His Hedge Fund,” Financial Times, January 22, 2019, at
https://www.ft.com/content/846¢68d2-1e84-11e9-b2f7-97e4dbd3580d.

Congressional Research Service 8



Capital Markets: Asset Management and Related Policy Issues

their redemption or exchange trading features, whereas private funds are
considered illiquid.

e Holding period

e Private funds often invest in private securities that are not publicly
traded.* This causes private funds to normally have to wait for three to
seven years before a “liquidity event” can occur.*® The liquidity events
are typically company buyouts or initial public offerings (IPOs).*’ Private
funds typically realize the gains or losses of their investments only when
portfolio companies are sold or go public.

e Public funds mostly invest in publicly traded companies that are
considered to offer immediate liquidity. Public funds are not restricted
from investing in private securities, but certain public fund regulatory
requirements, such as daily valuation, make private investment
operations less practical for public funds. As such, public funds largely
focus on publicly traded securities and have not significantly undertaken
private securities investments.*?

e Publicly traded private funds

e Some of the world’s largest private fund managers are publicly traded,
and thus able to offer company stock level liquidity.*® This means that
public investors can directly purchase these fund companies’ stocks and
gain exposure to the companies’ private fund investment portfolios as a
whole. Publicly listed asset management firms include Amundi Group,
Man Group, Och-Ziff Capital Management Group, Blackstone Group,
and KKR. In 2017, they managed $2.4 trillion combined.>

e Publicly traded private funds must concurrently adhere to private fund
compliance requirements and restrictions, as well as public security
offering standards.>! These private funds separately answer to both their
direct fund investors and public shareholders.

45 For more details on private securities, see CRS In Focus IF10747, Private Securities Offerings: Background and
Legislation, by Eva Su.

46 Cendrowski et al., Private Equity, Second Edition, History, Governance, and Operations, John Wiley & Sons, Inc.,
2012.

47 For more details on initial public offerings (IPOs), see CRS In Focus IF10855, Capital Access: IPO and “IPO On-
Ramp”, by Eva Su.

“8 For more details, see Jeff Schwartz, Should Mutual Funds Invest in Startups? A Case Study of Fidelity Magellan
Fund’s Investments in Unicorns (and Other Startups) and the Regulatory Implications, February 3, 2017, North
Carolina Law Review, vol. 95, no. 5, 2017; University of Utah College of Law Research Paper no. 201, at
https://ssrn.com/abstract=2911394.

49 These fund managers are private fund investors, but they may not invest in private funds exclusively.

%0 Lin Sun and Melvyn Teo, “Public Hedge Funds,” Journal of Financial Economics (December 10, 2016), at
https://ssrn.com/abstract=2883416.

51 See CRS Report R45221, Capital Markets, Securities Offerings, and Related Policy Issues, by Eva Su for more
details on regulatory requirements affecting public and private securities offerings in primary markets.
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Table 2. Summary Characteristics and Risk Profiles of Major Public and Private Funds

NAV Publicly
Fund Type ($trillions) Offered Main Investors Disclosure Risk of Loss Redemption/Exit Leverage
Mutual Funds 17.7 Yes Retail, institutional High Low End of day Yes with cap
Public Closed-end Funds 0.3 Yes Retail, institutional High Low L:::T:ii;l (secondary Yes with cap
Funds
Exchange-traded Funds 34 Yes Retail, institutional High Low L:::Tii;, (secondary Yes with cap
Institutional,
Private Equity 2.8 No certain qualified Low High Buyout/IPO Yes
retail
. Institutional,
Private Hedge Funds 38 No certain qualified Low High Quarte.:rly * lock- Yes. and .
Funds retail up period typically high
Institutional, No (unless
Venture Capital 0.1 No certain qualified Low High Buyout/IPO limited short-
retail term)

Source: CRS. NAV data from the Securities and Exchange Commission and Investment Company Institute.

Notes: IPO = initial public offering. Buyout = the purchase of controlling share of a company. NAV = net asset value. Public funds NAV as of year-end 2018, private

funds NAV as of 4th quarter 2018. The summary characteristics are for selected funds and typical situations only; they are not inclusive of all situations.
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Other Forms of Asset Management

Other forms of asset management do not fit tightly into the public or private fund categorization.

Business Development Companies

Business development companies (BDCs) are closed-end funds that primarily invest in small and
developing businesses, and that generally provide operational assistance to such businesses in
addition to funding. Congress created BDCs in 1980 in amendments to the Investment Company
Act of 1940 to “make capital more readily available to small, developing, and financially troubled
companies that are not able to access public markets or other forms of conventional financing.”%?
BDCs are not required to register with the SEC as investment companies, and thus face much less
regulation than mutual funds. But they do offer their securities to the public, and their public
offerings are subject to full SEC reporting requirements.*

Fund of Funds

A fund of funds is an investment fund that invests in other funds. The fund of funds design aims
to achieve asset allocation, diversification, hedging, or other investment objectives. The SEC
estimates that almost half of all registered funds invest in other funds.>*

Operational Components

The asset management industry operates in a complex system with many components, including
different types of funds and various intermediaries. This section explains the operation of a
typical public fund as well as other prominent actors supporting the fund and the efficient
operations of the industry.

Operation of a Fund

Funds typically operate through asset management companies (AMCs). The largest AMCs, as
measured by assets under management, are shown in Table 1. The AMCs can manage multiple
funds of different types. Each fund has an Investment Management Agreement that designates the
AMC to manage the fund’s portfolio composition and trading. As Figure 3 illustrates, the end
investors own the fund and contribute cash for its shares, custodians safeguard the fund assets,
and the fund can also interact with certain counterparties for other transactions.>®

52 U.S. Congress, House Committee on Financial Services, Small Business Credit Availability Act, report to accompany
H.R. 4267, 115" Cong. 2" sess., H.Rept. 115-646 (Washington, DC: GPO, 2018).

%317 C.F.R. 8270.

54 SEC proposed rule, “Fund of Funds Arrangements,” December 19, 2018, press release, at https://www.sec.gov/rules/
proposed/2018/33-10590.pdf.

55 Hiroko Oura et al., “The Asset Management Industry and Financial Stability,” Global Financial Stability Report,

IMF, April, 2015, at https://www.imf.org/~/media/Websites/IMF/imported-flagship-issues/external/pubs/ft/ GFSR/
2015/01/pdf/_c3pdf.ashx.
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Figure 3. Operation of a Mutual Fund
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Source: CRS.

Key Intermediaries

The main players supporting the asset management industry include those who are more directly
related to the flow of capital, such as financial advisers and others who serve back-office or
administrative functions, such as data and research, asset safekeeping, and shareholder voting.
Because funds are also financial products that are sold to investors, investment advisers and
broker-dealers are the most commonly used retail sales and distribution channels. This section
discusses several selected groups of players that frequently appear in asset management policy
discussions.

Investment Advisers

An investment adviser is “any person or firm that for compensation is engaged in the business of
providing advice to others or issuing reports or analysis regarding securities.”*® Investment
advisers generally include money managers, investment consultants, financial planners, and
others who provide advice about securities.®’ Investment advisers meeting the SEC legal
definition must register with the SEC.%® As of 2018, the SEC oversaw around 13,200 registered
investment advisers.*®

56 8202(a)(11) of the Investment Advisers Act of 1940.

57 SEC, “Fast Answers: Investment Advisers,” at https://www.sec.gov/fast-answers/answersinvadvhtm.html.

58 «“A broker or dealer that is registered with the SEC under the Securities and Exchange Act of 1934 is excluded from
the Investment Advisers Act if the advice given is: (i) solely incidental to the conduct of its business as broker or
dealer, and (ii) it does not receive any ‘special compensation’ for providing investment advice.” For more details, see
SEC Division of Investment Management, Regulation of Investment Advisers by the U.S. Securities and Exchange
Commission, white paper, March 2013, at https://www.sec.gov/about/offices/oia/oia_investman/rplaze-042012.pdf.

%9 SEC, Office of Compliance Inspections and Examinations (OCIE), 2019 Examination Priorities, at
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Broker-Dealers

Brokers and dealers are often discussed together, but they are two different types of entities.
Brokers conduct securities transactions for others.®® They are generally paid a commission on
securities sales. Dealers conduct securities transactions for their own accounts.®! Most brokers
and dealers must register with the SEC and also comply with the guidance of self-regulatory
organizations (SROs).%? The Financial Industry Regulatory Authority (FINRA) is the main SRO
for the broker-dealer industry. FINRA writes and enforces broker-dealer rules, conducts
examinations, and provides investor education.®® As of 2018, FINRA supervises around 3,596
member firms and 626,127 individual registered reps.®*

Different Standards of Care: Investment Advisers Versus Broker-Dealers

Investment advisers and broker-dealers play similar roles with regard to helping retail and institutional investors
make financial decisions. However, they are subject to different standards of care, with tighter standards for SEC-
registered investment advisers:

®  Fiduciary standard for SEC-registered investment advisers—an investment adviser is a fiduciary
whose duty is to serve the best interests of its clients and fulfill the duties of loyalty and care.
Fiduciaries are obligated to place clients’ interests ahead of their own.

®  Suitability standard for broker-dealers—the suitability standard generally requires a broker-
dealer to make recommendations that are consistent with the interests of its customers.

Research cited by the SEC shows that retail investors generally do not understand the difference between
investment advisers and broker-dealers or their different standards of care. Aiming to improve the quality and
transparency of financial advice, the SEC finalized a package of rules, including Regulation Best Interest (17 C.F.R.
§240), in 2019.

Custodians

Custodians provide safekeeping of financial assets. They are financial institutions that do not
have legal ownership of assets but are tasked with holding and securing the assets, among other
administrative functions.®® As mentioned in more detail in the “Asset Management Risks and
Regulation” section of this report, client assets are not owned by an adviser or fund. As part of the
regulatory requirements to protect investors, client assets are generally required to be safeguarded
by a qualified custodian who maintains possession and control of the assets. In the past 90 years,
financial custody has evolved from a system of self-custody to custodians playing key component
of asset management operations. Today, four banks (BNY Mellon, J.P. Morgan, State Street, and
Citigroup) service around $114 trillion of global assets under custody.5®

https://www.sec.gov/files/OCIE%202019%20Priorities.pdf.
6015 U.S.C. §78c - Section 3(a)(4)(A).

6115 U.S.C. §78c - Section 3(a)(5)(A).

62 Depending on the nature of the broker-dealer activities, they could be subject to the requirements of the Financial
Industry Regulatory Authority, national securities exchanges, or the Municipal Securities Rulemaking Board. SEC,
Division of Trading and Markets, Guide to Broker-Dealer Registration, Investor Publications, April 2008, at
https://www.sec.gov/reportspubs/investor-publications/divisionsmarketreghdguidehtm.html#I11.

63 FINRA, “About FINRA,” at https://www.finra.org/about.

64 FINRA, “Key Statistics for 2018,” at https://www.finra.org/newsroom/statistics.

85 817(f) of the Investment Company Act and 17 C.F.R. §§270.17f-1-270.17f-7; 17 CFR §275.206(4)-2.

% Fidelity Digital Assets, Custody in the Age of Digital Assets, October 2018, at https://www.fidelitydigitalassets.com/
bin-public/060_www_fidelity _com/documents/FDAS/custody-in-the-age-of-digital-assets.pdf.
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Information Services

The asset management industry in its essence is also an investment research industry that
aggregates data and analysis for investment decision-making. Owing to the sophistication of the
industry’s technology and analysis, there are many data vendors and research providers, including
national exchanges, data and technology aggregators, and sell-side researchers involved.®’

The Proxy System

A proxy vote is a vote cast by others on behalf of a shareholder who may not physically attend a
shareholder meeting. This is how the vast majority of shareholder votes are cast. The SEC
requires investment managers to vote as proxies in the best interest of their clients and disclose
their voting policies and records to clients.®® During the 2018 shareholder meeting season, there
were more than 4,000 shareholder meetings involving over 259 million proxy votes.® Under the
current system, shareholders cast their votes through a variety of intermediaries that assume the
functions of forwarding proxy materials, collecting voting instructions, voting shares, soliciting
proxies, tabulating proxies, and analyzing proxy issues.’® Different aspects of this complex
system have attracted years-long policy debates regarding proxy reform.”

Regulatory and Risk Mitigation Frameworks

The asset management industry’s legislative history is relatively long and complex. The current
regulatory regime governing the asset management industry was not a comprehensive design
from inception, but rather developed through many iterations of adjustments and expansions.
Therefore, the asset management industry is overseen by a somewhat fragmented regulatory
regime with areas of disconnect between business practices and the legal definitions describing
them. "

Congress created the SEC during the Great Depression to restore public confidence in the U.S.
capital markets. Early policymaking in the 1930s focused on full disclosure, with the specific
intention that publicly traded companies tell the whole truth about any material issues pertaining

67 Asset managers and traders pay fees to access national exchanges’ market data. Sell-side research refers to research
funded by trade execution through broker-dealer trading desks (soft dollar). In Europe, the second Markets in Financial
Instruments Directive (MiFID Il) has mandated European financial institutions to move away from soft dollar
arrangements and make research pricing more transparent. MiFID Il has already affected U.S. research services and
generated policy implications globally. Siobhan Riding, “MiFID II’s Transparency Rules Go Global,” Financial Times,
January 20, 2019, at https://www.ft.com/content/f2a46c41-4bd4-3580-92a0-3dd0Obae8daf3.

6 17 C.F.R. §275; SEC final rule, “Proxy Voting by Investment Advisers,” January 31, 2003, at https://www.sec.gov/
rules/final/ia-2106.htm.

69 Please note that because 95% of proxy votes were cast through an electronic platform run by Broadridge, the
Broadridge statistics approximate the statistics of the whole industry. Broadridge, Key Statistics and Performance
Rating, at https://www.broadridge.com/_assets/pdf/broadridge-proxy-season-stats.pdf.

7017 C.F.R. 88240, 270, and 275. SEC, “Concept Release on the U.S. Proxy System,” July 14, 2010, at
https://www.sec.gov/rules/concept/2010/34-62495.pdf.

"L SEC, Chairman Jay Clayton, “Statement Announcing SEC Staff Roundtable on the Proxy Process,” July 30, 2018, at
https://www.sec.gov/news/public-statement/statement-announcing-sec-staff-roundtable-proxy-process; and David Katz
and Trevor Norwitz, Wachtell, Lipton, Rosen & Katz, “Congress Increases Pressure on Proxy Advisory Firms,” May
23, 2018, at https://corpgov.law.harvard.edu/2018/05/23/congress-increases-pressure-on-proxy-advisory-firms.

72 See “Regulatory and Risk Mitigation Frameworks” section of this report for information on the laws and regulations
that govern the asset management industry. See “Private Funds ” section for a discussion of funds with and without
SEC legal definitions. Certain fund definitions are not mutually exclusive in practice.
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to their securities and the risks associated with investing in them.” However, Congress realized
that the disclosure-based approach alone was not enough to deter fraudulent and abusive activities
in the asset management industry, which flourished in the 1920s and 1930s. Congress thus
directed the SEC to conduct a 1’2-year study of the issue in the Public Utility Holding Company
Act of 1935.7* The SEC took four years, resulting in a four-part study with six additional
supplemental reports.” Based on the SEC research and subsequent hearings, in 1940, Congress
introduced two new laws to govern the asset management industry—the Investment Company
Act of 1940 and the Investment Advisers Act of 1940. These statutes and regulations required
those who manage and distribute funds to treat investors fairly and honestly.” The textbox below
describes the individual laws,”” which generally apply to the asset management industry as
follows:

e Asset management companies must comply with the Investment Company Act of
1940 or gain exemption from its requirements.

e Funds’ portfolio managers or investment advisers generally must register with the
SEC under the Investment Advisers Act of 1940.7

o The funds themselves are securities, and thus subject to federal securities regulation
in relation to securities offering and trading, including the Securities Act of 1933 and
the Securities Exchange Act of 1934.7°

8 SEC, “What We Do,” at https://www.sec.gov/Article/whatwedo.html.
715 U.S.C. 82c.

5 SEC Historical Society, Investment Company Regulation: The Intricacies of an “Enlightened Partnership,” at
http://www.sechistorical.org/museum/galleries/icr/icr02_rules_of_new_game.php.

76 Louis Loss, Securities Regulation Fifth Edition, Volume 1, Wolter Kluwer.
" Content of the textbox taken from SEC, “What We Do,” at https://www.sec.gov/Article/whatwedo.html.

8 SEC, “Fast Answers: Investment Company Registration and Regulation Package,” at https://www.sec.gov/
investment/fast-answers/divisionsinvestmentinvcoreg121504htm.html#P46_2920.

9 SEC, “Investment Company Registration and Regulation Package,” at https://www.sec.gov/investment/fast-answers/
divisionsinvestmentinvcoreg121504htm.html.
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The Laws That Govern the Asset Management Industry
Investment Company Act of 1940 (P.L. 76-768)

This act regulates the organization of investment companies, and is designed to minimize conflicts of interest. The
act requires investment companies to disclose their financial conditions and investment policies to investors. The
act focuses on public disclosure of information about the fund and its investment objectives, as well as information
on investment company structure and operations. The act does not permit the SEC to directly supervise the
investment decisions or activities of these companies or judge the merits of their investments.

Investment Advisers Act of 1940 (P.L. 76-768)

This act regulates investment advisers. It generally requires that firms or sole practitioners compensated for
advising others about securities investments register with the SEC and conform to regulations designed to protect
investors. Since the act was amended in 1996 and 2010, generally only advisers who have at least $100 million of
assets under management or advise a registered investment company must register with the SEC.

Securities Act of 1933 (P.L. 73-22)

This act is also referred to as the truth in securities law. It (I) requires that investors receive financial and other
significant information concerning securities being offered for public sale and (2) prohibits deceit,
misrepresentations, and other fraud in the sale of securities.

Securities Exchange Act of 1934 (P.L. 73-291)

This act created the SEC and empowers it with broad authority over all aspects of the securities industry. This act
gave the SEC the authority to register, regulate, and oversee brokerage firms, transfer agents, and clearing
agencies as well as the nation’s securities self-regulatory organizations, including various securities exchanges and
the Financial Industry Regulatory Authority. The act also identifies and prohibits certain types of conduct in the
markets and provides the SEC with disciplinary powers over regulated entities and persons associated with them.

Asset Management Risks and Regulation Compared With Banking

After the 2007-2009 financial crisis, Congress directed more attention toward financial services
sector risks and policy solutions. In some congressional discussions, risks in the banking and
asset management industries were jointly debated.®® Although similarities exist between the two
industries’ financial risks, there are fundamental differences. These differences are derived from
the industries’ different business models, risk controls, and risk mitigation backstops.

Agent-Based Versus Principal-Based Models

The asset management framework is an agent-based model that separates investment
management functions from investment ownership.8! This is different from the principal-based
model for banking, in which banks own and retain the assets and risks. In many ways, asset
managers are viewed as agents that perform investment management services. They are
compensated through service or performance fees, but otherwise they are insulated from the
investment returns or their clients’ account losses.®? Because their clients’ assets are not owned by
the funds, asset managers routinely exit the market without significant market impact.®®

80 Testimony of former SEC Commissioner Paul Atkins, in U.S. Congress, House Committee on Financial Services,
The Dodd-Frank Act Five Years Later: Are We More Stable?, hearings 114™ Cong., 1t sess., July 9, 2015, Serial No.
114-39, H.Hrg. 97-151 (Washington, DC: GPO, 2016) at https://mww.govinfo.gov/content/pkg/CHRG-114hhrg97151/
pdf/CHRG-114hhrg97151.pdf.

81 For explanations on the principal-agent paradigm, see former SEC assistant chief economist Stewart Mayhew’s
presentation, “Conflict of Interest Among Market Intermediaries,” at https://www.sec.gov/about/offices/oia/
oia_market/conflict.pdf.

82 Except in some cases, such as hedge funds, as discussed previously on p. 7.
8 Former SEC Chair Mary Jo White speech, “Enhancing Risk Monitoring and Regulatory Safeguards for the Asset
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Even when under market stress, the risks associated with asset managers winding down differ
greatly from those associated with bank liquidations. Whereas bank failures may lead to
government financial intervention for either recovery or resolution, asset managers do not own or
guarantee client assets.® Their clients bear investment performance risks and can directly transfer
assets out of failing asset management firms. With that said, macro-prudential tools for detecting
and mitigating systemic risks in the banking sector have been considered for asset management
firms. For example, the Dodd-Frank Act mandated the SEC implement annual stress testing for
certain asset managers.%

Disclosure Requirements

Disclosure requirements are the cornerstone of securities regulation.®® The purposes of and
requirements for disclosure differ for public and private funds. Public funds normally provide
public disclosures to inform investors. Private funds normally provide SEC-only disclosures that
allow the agency to monitor risks and inform policy, while maintaining confidentiality.®’

Public Disclosure

Public disclosures allow the public to make informed judgments about whether to invest in
specific funds by ensuring that investors receive significant information on the funds. The
disclosure-based regulatory philosophy is consistent with Supreme Court Justice Louis Brandeis’s
famous dictum that “sunlight is said to be the best of disinfectants; electric light the most efficient
policeman.”®® Public disclosures, including mutual fund and ETF prospectuses, are available for
free from the SEC public disclosure portal.® SEC-registered investment advisers, for example,
are also required to publicly report their business operations and certain disciplinary events.*

Nonpublic SEC-only Disclosure

A number of SEC-only reporting requirements apply to public and private funds and their
advisers. The private disclosures are often for purposes of regulatory review, risk monitoring, and
policymaking. The SEC normally does not make information that identifies any particular
registrant publicly available, although it can release certain information in aggregate and use the

Management Industry,” December 11, 2014, at https://www.sec.gov/news/speech/2014-spch121114mjw#_ftn27.

84 For more on banking liquidation, see CRS In Focus IF10716, Orderly Liquidation Authority, by David W. Perkins
and Raj Gnanarajah.

& p L. 111-203, §165(i)(2).
8 For more details, see CRS In Focus IF11256, SEC Securities Disclosure: Background and Policy Issues, by Eva Su.

87 Certain aggregated private disclosure data are also made public by the SEC. For example, Form PF information is
shared with the public in aggregate on a quarterly basis. The companies’ names and individual performances, however,
are not disclosed to the public. In addition, public and private disclosures are not exclusively linked to public and
private funds. For example, business development companies are not SEC-registered investment companies and thus
are not subject to Investment Company Act public disclosure requirements. However, public offerings of their funds
are subject to public disclosure requirements under the Exchange Act.

8 Louis Brandeis, “What Publicity Can Do,” Chapter 5 in Other People’s Money (1932). First published in Harper’s
Weekly, December 20, 1913.

8 These reports are available through the SEC’s EDGAR database, which provides free public access to corporate
information, at https://www.sec.gov/edgar/searchedgar/companysearch.html.

% SEC, Investment Adviser Public Disclosure website, at https://www.adviserinfo.sec.gov. For more details on
registered investment adviser public reporting, see SEC, Form ADV (Uniform Application for Investment Adviser
Registration), Glossary, at https://www.investor.gov/additional-resources/general-resources/glossary/form-adv.
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information in enforcement actions. Examples of private disclosure include public fund liquidity
position reporting®® and periodic reporting of private funds by SEC-registered investment advisers
pursuant to Dodd-Frank Act requirements.*?

Investor Access Restrictions

Public funds are open to all investors, but private funds’ investor access is restricted by several
intersecting federal laws that govern different regulatory requirements for securities offerings,
investment management companies, and investment advisers. Only those investors who meet
certain definitions can invest in private funds without triggering related regulatory requirements.
Funds can avoid additional regulatory requirements by adhering to restrictions on the types of
investors permitted to invest in the fund; some examples follows:®

e Accredited investor—if a fund’s investors meet the definition, such a fund could
qualify for private securities exemption.%*

e Qualified client—if a fund’s investors meet the definition, the fund manager
could receive performance-based compensation.*®

e Qualified purchaser—if a fund’s investors meet the definition, the fund could be
exempted from registering as an investment company.

Most private funds choose to comply with investor definitions to preserve their scaled-down
regulatory requirements relative to public funds. The specifics of the investor access definitions,
especially the accredited investor definition, have been a source of policy debate.

Examinations

The SEC’s Office of Compliance Inspections and Examinations (OCIE) is responsible for
conducting examinations and certain other risk oversight of the asset management industry.®” In
addition, self-regulatory agencies, such as FINRA, also conduct examinations of their members
under SEC oversight.%

OCIE examinations focus on compliance, fraud, risk monitoring, and informing policymaking.
OCIE has 1,000 employees in 11 regional offices and headquarters. Approximately 10,000 mutual
funds and ETFs, 13,200 investment advisers, and 3,800 broker-dealers, among other regulated

9 Form N-LIQUID for reporting liquidity positions at open-end investment management companies. See SEC, Form
N-LIQUID: Current Report Open-End Management Investment Company Liquidity, SEC no. 2941, at
https://www.sec.gov/files/formn-liquid.pdf.

92 SEC, Reporting by Investment Advisers to Private Funds and Certain Commodity Pool Operators and Commodity
Trading Advisors on Form PF, at https://www.sec.gov/rules/final/2012/ia-3308-secg.htm.

9 For more details on the statutes and definitions, see Eric Smith, Venable LLP, “Investor Qualification: A Primer,”
January 2016, at https://www.venable.com/insights/publications/2016/01/investor-qualification-a-primer.

9 For more information, see CRS In Focus IF11278, Accredited Investor Definition and Private Securities Markets, by
Eva Su.

9 §205-3(a) of Investment Advisers Act of 1940.
% §2(a)(51)(A) of the Investment Company Act of 1940.
9 SEC, OCIE, 2019 Examination Priorities, at https://www.sec.gov/filesfOCIE%202019%20Priorities.pdf.

9% FINRA, for example, conducts examination on broker-dealers. FINRA, “2019 Annual Risk Monitoring and
Examination Priorities Letter,” January 22, 2019, at http://www.finra.org/industry/2019-annual-risk-monitoring-and-
examination-priorities-letter.
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entities are subject to potential examinations.” The OCIE completed more than 3,000
examinations in fiscal year 2018.2%°

Securities Investor Protection Corporation

The federal government does not guarantee or insure the value and performance of investment
management accounts. As the common investment disclaimer—*“past performance is no
guarantee of future results”—suggests, due to unpredictable market fluctuations, capital markets
investors could experience underperformance or lose their principal.t’! Investors should be
prepared to absorb their own losses.

When a capital markets firm fails, certain losses could possibly receive limited payouts for
investors from the Securities Investor Protection Corporation (SIPC). However, the nature and the
level of payouts are different than those associated with the banking insurer Federal Deposit
Insurance Corporation (FDIC).

SIPC is a nongovernment nonprofit corporation created by the Securities Investor Protection
Act. 22 It insures up to $500,000 of cash and securities (with a $250,000 limit for cash) in
brokerage accounts to protect customers against cash and securities losses if their brokerage firm
fails.’®® SIPC only protects the custody function of the broker-dealers, which means it works to
restore any assets missing from customers’ accounts but it does not protect the principal against
the decline in market value of investments.’®* The FDIC, in contrast, is a government organization
that insures up to $250,000 of deposits, including principal, in banks and thrift institutions when
these institutions fail.1%

Risk Mitigation Controls

The asset management industry faces a number of risks. Some of them are inherent in the
industry’s agent-based business model whereas others are more common to financial services
institutions. This section lays out examples of the risk factors and attendant mitigation controls to
help policymakers better comprehend the rationale behind the regulatory requirements. This
section also contains a summary table (Table 3) providing context on how certain existing
regulations fit into risk mitigation policy goals.

Conflict of Interest

e Context: Conflicts of interest may occur in any principal-agent paradigm within
which one entity (agent) makes decisions on behalf of another entity (principal).!% In

9 SEC, OCIE, 2019 Examination Priorities, at https://www.sec.gov/filessOCIE%202019%20Priorities. pdf.
100 |pig,

101 SEC, “Fast Answers: Mutual Funds, Past Performance,” at https://www.sec.gov/fast-answers/
answersmperfhtm.html.

102 15 U.S.C. §§78aaa et seq.

103 Securities Investor Protection Corporation (SIPC), What Is SIPC?, at https://www.sipc.org/for-investors/
introduction.

104 See the “Custodians” section of this report for an explanation of custody. See also SIPC, What SIPC Protects?, at
https://www.sipc.org/for-investors/what-sipc-protects.

105 Federal Deposit Insurance Corporation (FDIC), Who is FDIC?, at https://www.fdic.gov/about/learn/symbol/
index.html.

106 Stewart Mayhew, former SEC assistant chief economist, “Conflicts of Interest Among Market Intermediaries,”
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the context of asset management industry client relationships, the central concern is
that asset managers (agents) may not act in the best interest of investors (principals).
An example of a conflict of interest would be an investment adviser directing clients’
investments toward products that generate higher sales commissions, rather than
products that best fit the clients’ financial needs.

e Examples of mitigation controls: SEC-registered investment advisers are
fiduciaries,'%” meaning they have a legal obligation to act in the best interest of their
clients. FINRA also casts a similar, yet less rigorous suitability requirement for
broker-dealers. The standard requires broker-dealers to make investment
recommendations to suit client financial needs.!% In addition, the SEC adopted
Regulation Best Interest in June 2019 to address certain conflict of interest concerns
in financial advisory services.!® The proposal aims to further prevent financial
advisers from placing their own financial or other interests ahead of the best interest
of their clients.!*

Liquidity

e Context: Liquidity, as mentioned previously, is commonly defined as the ease of
buying or selling assets without affecting their prices. The easier the assets are to sell,
the higher their liquidity. The liquidity issue could be especially important during
market distress, when factors like cash needs and exceptional volatility in asset
valuations could drive panic reactions in the market. Different funds have different
types of liquidity risk concerns. Mutual funds that allow investors to redeem their
shares daily need to maintain sufficient liquid assets to meet shareholder redemptions
and minimize the impact of the redemptions on the funds’ remaining shareholders.!'!
Private funds present different concerns because, in most cases, their investors enter
into illiquid investments knowing that they could experience several years of holding
periods.™? Private funds generally do not promise daily redemption, and investors in
private funds cannot easily sell their positions to meet urgent cash needs.

o Examples of mitigation controls: Funds that offer frequent redemption as a product
feature must maintain liquid assets to meet potential redemptions. Under the SEC

presentation, at https://www.sec.gov/about/offices/oia/oia_market/conflict.pdf.

107 SEC, Information for Newly-Registered Investment Advisers, November 23, 2010, at https://www.sec.gov/divisions/
investment/advoverview.htm.

108 FINRA, “Suitability,” at http://www.finra.org/industry/suitability.

109 SEC, “SEC Adopts Rules and Interpretations to Enhance Protections and Preserve Choice for Retail Investors in
Their Relationships with Financial Professionals,” press release, June 5, 2019, at https://www.sec.gov/news/press-
release/2019-89.

110 SEC proposed rule, “Regulation Best Interest,” April 18, 2018, at https://www.sec.gov/rules/proposed/2018/34-
83062.pdf. Also see CRS In Focus IF11073, The SEC'’s Best Interest Proposal for Advice Given by Broker-Dealers, by
Gary Shorter.

11 Shareholder redemption refers to shareholders returning shares to funds in exchange for proceeds at net asset value.
For other discussions on liquidity risk, see SEC, Division of Investment Management, Investment Company Liquidity
Risk Management Program Rules, October 13, 2016, at https://www.sec.gov/divisions/investment/guidance/secg-
liquidity.htm.

112 See “Private Funds™ section of this report for more details on liquidity and holding periods, as well as Cendrowski et
al., Private Equity, Second Edition, History, Governance, and Operations, John Wiley & Sons, Inc., 2012.
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liquidity rule, such funds must categorize their investments into four different types
and limit their illiquid investments to no more than 15% of the funds’ net assets.!!3

Leverage

e Context: Leverage generally refers to the use of borrowed funding to invest,
which may multiply risks and returns.!** High leverage could complicate funds’
investment structures and increase risks to both individual investors and the
financial system as a whole, due to its effects in multiplying both losses and
returns.*®

o Examples of mitigation controls: Mutual funds and closed-end funds are
subject to a 300% asset coverage requirement.!*® This is a leverage ratio of 33%,
meaning the fund cannot borrow an amount exceeding a third of its portfolio size.
By contrast, most private funds do not have leverage restrictions.

Operational Risks

e Context: Operational risks arise from operational challenges and business
transaction issues. Operational risks are especially important for the asset
management industry because the industry manages client accounts. Accurate
client account recordkeeping and transfer, asset safeguards, information sharing,
and cybersecurity are some areas of operational importance.

o Examples of mitigation controls: The SEC’s custody rule requires registered
investment advisers to engage qualified custodians to (1) have possession and
control of assets, (2) undergo annual surprise examinations, (3) have a qualified
custodian maintaining client assets, and (4) send account statements directly to
the clients instead of to funds, among other requirements.**’

113 SEC Rule 22e-4 requires a fund to classify each of its portfolio investments into one of the following liquidity
categories: highly liquid investments (an investment that can be converted to cash within three business days);
moderately liquid investments (an investment that can be converted to cash within four to seven calendar days); less
liquid investments (an investment that can be sold or disposed of in seven calendar days); and illiquid investments (an
investment that cannot be sold or disposed of within seven calendar days). For more details, see SEC final rule,
“Investment Company Liquidity Risk Management Programs,” October 13, 2016, at https://www.sec.gov/rules/final/
2016/33-10233.pdf.

114 In addition to direct borrowing, derivatives products could also be used for “synthetic leverage.”

115 Financial Stability Board, Policy Recommendations to Address Structural Vulnerabilities from Asset Management
Activities, January 12, 2017, at http://www.fsh.org/2017/01/policy-recommendations-to-address-structural-
vulnerabilities-from-asset-management-activities/.

116 15 U.S.C. 880a-18.

117 Rule 206(4)-2 under the Investment Advisers Act of 1940. Also see “Custodians” section of this report for more
details on custody services and their history.
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Table 3. Examples of Risk Factors and Risk Mitigation Controls

Risk Factors

Compliance and Risk
Controls

Examples of Strongly
Affected Parties

How It Works

Investor
Protection

Investment
Portfolio Risk

Operational Risk

Risk transparency

Retail investor
exposure

Conflict of
interest

Liquidity

Leverage

Asset safekeeping

Disclosure requirements

Investor access
restrictions

Fiduciary and suitability
standards

Liquidity rules and daily
NAV valuation

Leverage ratio
requirements

Custody rule

Public funds

Private funds

Broker-dealers and

investment advisers

Mutual funds

Business development

companies

Digital assets management

Requires public disclosure of portfolio composition and risks so that
investors are informed

Disallows ordinary retail investors to purchase private funds that are
perceived as having higher risk than public funds

Requires advisers to place the best interest of clients ahead of their
own interests (i.e., sales commissions)

Ensures the availability of liquid assets to meet investor redemption
needs

Caps the amount investment companies could borrow to reduce
portfolio risk and complexity for those funds that are selling to retail
investors

Makes sure there is a third party custodian to safeguard and ensure the
availability of investment portfolio assets

Source: CRS.

Notes: “Examples of strongly affected parties” refer to the entities within the asset management ecosystem that are likely to be strongly affected by the risk control
requirements. The column does not list all the affected parties. The table is for illustration purposes only and is not inclusive of all risk factors or mitigation controls. See
“Risk Mitigation and Controls” section of the report for explanation of the different factors in column one.
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Recent Trends

Over the past several decades, the asset-management industry has undergone several changes that
may have important implications for public policy. This section discusses a number of these
changes, including (1) the industry’s overall growth; (2) increased reliance on capital markets for
financing rather than bank loans by American businesses; (3) a shift from active to passive
investment style; and (4) the expansion of private securities markets.

The Asset-Management Industry’s Growth

In the past two decades, the asset-management industry has grown significantly because of
increased use of defined-contribution retirement plans,'!® asset appreciation, and changes in
investment styles and preferences, among other things (see Figure 1 and Figure 2).!'° Over the
past 70 years, investors have largely shifted from investing directly themselves to investing
indirectly through asset managers. For example, in the 1940s, almost all corporate equities were
held by households and nonprofits, whereas in 2017, direct holdings by individuals made up less
than 40% of total holdings.'*® Some argue that the percentage of equity directly held by
individuals could be closer to 20%.'?! As a result of these changes, asset managers now dominate
the investment decisionmaking on behalf of retail investors and other institutions. Their influence
on both investors and the companies they invest in has expanded.

Capital Market Financing Outpaces Bank Lending

The importance of the asset-management industry has also increased because of changes in the
relative importance of the capital markets and banks. Specifically, growth in capital markets
financing (i.e., the issuance of bonds and other debt securities) significantly outpaced growth in
bank loans (Figure 4).

118 For more information, see Sebastian Devlin-Foltz, Alice M. Henriques, and John Sabelhaus, The Evolution of
Retirement Wealth, Board of Governors of the Federal Reserve System, 2015, at https://www.federalreserve.gov/
econresdata/feds/2015/files/2015009pap.pdf.

119 popular defined-contribution retirement plans include 401(k) plans and individual retirement accounts (IRAS).

120 jonathan Berk and Jules Binsbergen, New Special Study of the Securities Markets: Financial Intermediaries, July
14, 2018, at https://www.law.columbia.edu/sites/default/files/microsites/capital-markets/berk-vanbinsbergen-
final_draft.pdf.

121 1bid.
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Figure 4. Nonfinancial Business Financing: A Comparison
Capital Market Financing Versus Bank Loans
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Source: International Monetary Fund.

Notes: Capital market financing refers to bonds and other debt securities, but not equity securities. Loans refer
to bank loans.

This general trend has increased the relative importance of asset managers, who represent major
holders of such bonds and debt securities. For example, mutual funds and ETFs held about 21%
of all U.S. corporate bonds in 2018, more than double their percentage of such holdings in
2009.12? The International Monetary Fund (IMF) has observed that this shift may be attributable
to tighter banking regulation, rising compliance costs, and bank deleveraging following the 2007-
2009 financial crisis.'?® As Figure 4 illustrates, U.S. capital markets play a much more dominant
role in business financing relative to the Euro area.

Active to Passive Investment Style Shift

The asset-management industry has also witnessed a trend away from active and toward passive
management, whereby asset managers do not actively select funds’ portfolio assets, instead
pegging investments to an index, such as the S&P 500. In recent years, passive investment
through index mutual funds and ETFs has displaced active investment (Figure 5).'?* This trend
has mostly been driven by passive funds’ lower costs through management fee savings and
superior performance. According to a 2016 S&P Global study, for example, active stock
managers underperformed their passive-fund targets more than 80% of the time over 1-year, 5-
year, and 10-year periods.!?®

122 |MF, Vulnerabilities in a Maturing Credit Cycle, Global Financial Stability Report, April 2019, at
https://www.imf.org/en/Publications/GFSR/Issues/2019/03/27/Global-Financial-Stability-Report-April-2019.
(Hereinafter IMF, Global Financial Stability Report, April 2019.)

123 |bid.

124 This trend applies only to the equity markets. The bond markets did not experience the migration of investment
styles from active to passive. Bank for International Settlements, The Implications of Passive Investing for Securities
Markets, March, 2018, at https://www.bis.org/publ/qtrpdf/r_qt1803j.pdf.

125 S&P Global, SPIVA U.S. Scorecard, September 15, 2016, at https://www.spglobal.com/our-insights/SPIVA-US-
Scorecard.html.
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Figure 5. Cumulative Flows into Passive and Active Equity Funds
($ Billions)
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The rise of passive investing has generated criticism from active asset managers. Some active
managers are concerned that the growth of passive investing will undermine price discovery
through reduced fundamental research by active asset managers.'?® They argue this could create
systemic risk concerns through correlations and volatility, affecting the efficient allocation of
capital.’?” Regarding financial stability, a recent Federal Reserve whitepaper concludes that the
shift from active to passive investment has probably reduced liquidity transformation risks while
amplifying market volatility and asset management industry concentration.'?® Finally, some
argued that actively managed funds perform better than passive strategies when markets are less
efficient. If this argument is true, then actively managed funds may be able to capitalize on
market inefficiencies caused by growth in passive investment, enabling continued growth in
active management as well.

Private Securities Offerings Outpace Public Offerings

The asset-management industry has also taken on increased importance because of a significant
rise in the volume of private securities offerings.'?® Because many asset managers purchase large
volumes of private securities, this shift has led the asset-management industry to occupy an
increasingly central role in U.S. financial markets. In 2018, American companies raised roughly
$2.9 trillion through private offerings—more than double the size of public offerings that year.

126 price discovery is the process by which buyers and sellers determine the price of a security. It involves markets,
market participants, and information. For more details, see Simon Constable, “What Is ‘Price Discovery’ and Why
Does It Matter?”” Wall Street Journal, January 8, 2017, at https://www.wsj.com/articles/what-is-price-discovery-and-
why-does-it-matter-1483930860.

127 Robin Wigglesworth, “ETF Growth Is in Danger of Devouring Capitalism,” Financial Times, February 4, 2018, at
https://www.ft.com/content/09cb4a5e-e4dc-11e7-a685-5634466a6915.

128 | jquidity transformation refers to the creation of liquid claims against illiquid assts. Kenechukwu Anadu et al., The
Shift from Active to Passive Investing: Potential Risks to Financial Stability?, Board of Governors of the Federal
Reserve System, Finance and Economics Discussion Series no. 2018-060, 2018, at https://doi.org/10.17016/
FEDS.2018.060.

129 Companies turn to capital markets to raise funding from investors. This process is referred to as a securities offering.
Similar to public and private funds, public securities offerings are open to a wide range of investors and must meet
comprehensive registration requirements imposed by the SEC, whereas private securities offerings are exempt from
certain SEC registration requirements and face investor access restrictions.
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Figure 6. New Capital Raised in Public and Private Securities Markets, 2009-2018
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The increase in the volume of private securities offerings has also attracted the attention of
policymakers, some of whom have proposed measures to increase investor access to private
securities markets. For example, a type of closed-end fund, referred to as an interval fund, can
conduct periodic repurchases generally every 3, 6, or 12 months.**® Because of the longer
intervals, these funds are better able to involve less liquid assets such as private securities. In a
2017 report, the Treasury recommended the SEC review the rules governing interval funds.3
The SEC also explored the potential of interval funds in its 2019 concept release regarding
private securities markets. 32

Policy Issues

The increased importance of the asset-management industry raises a variety of policy issues. This
section discusses several of these issues, including financial stability, investor protection, and
financial innovation.

Financial Stability

Financial stability typically refers to the ability of the financial system to withstand economic
shocks and satisfy its basic functions: financial intermediation, risk management, and capital
allocation.'®® Policymakers attempting to safeguard financial stability generally focus on the
minimization of systemic risk—the risk that the entire financial system will cease to perform
these functions. Former Federal Reserve Governor Daniel Tarullo has identified four possible
sources of systemic risk:

130 SEC, “Fast Answer: Interval Funds,” at https://www.sec.gov/fast-answers/answersmfinterhtm.html.

181 U.S. Treasury, A Financial System That Creates Economic Opportunities Capital Markets, October 2017, at
https://www.treasury.gov/press-center/press-releases/documents/a-financial-system-capital-markets-final-final . pdf.

132 Concept releases are SEC publications to solicit public inputs before potential rulemaking, often viewed as singles
of upcoming reforms. SEC, Concept Release on Harmonization of Securities Offering Exemptions, June 18, 2019, at
https://www.sec.gov/rules/concept/2019/33-10649.pdf.

133 For more details, see CRS In Focus IF10700, Introduction to Financial Services: Systemic Risk, by Marc Labonte.
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e Domino or spillover effects—when one firm’s failure imposes debilitating
losses on its counterparties.

o Feedback loops—when fire sales of assets depress market prices, thereby
imposing losses on all investors holding the same asset class.

e Contagion effects—a run in which investors suddenly withdraw their funds from
a class of institutions or assets.

e Disruptions to critical functions—when a market can no longer operate because
of a breakdown in market infrastructure. 3

According to an international financial organization, the Financial Stability Board, asset-
management companies did not display particularly large financial stability concerns during the
2007-2009 financial crisis, with the exception of money market mutual funds (MMFs).!*® This is
a result of the fact that asset managers are generally agents who provide investment services to
clients rather than principals who invest for themselves.!® They manage large amounts of assets,
but do not have direct ownership of them. As such, asset managers are largely insulated from
client account losses. This does not mean that the industry is free of financial stability concerns.
Actual market events show that even perceived-to-be-safe funds could trigger financial system
instability. For example, the money market mutual fund industry triggered market disruptions in
2008 and accelerated the 2007-2009 financial crisis. Before that, hedge fund Long-Term Capital
Management’s failure in 1998 also demonstrated that the transmission of risks from one event can
broadly affect the functioning of the financial system.%

The Financial Stability Board identified several asset management structural vulnerabilities that
could present financial stability risks. These vulnerabilities include liquidity mismatch, leverage
within investment funds, operational risk and challenges under stressed conditions, and certain
lending activities of asset managers and funds.® This section uses three examples—money
market mutual funds, ETFs, and leveraged lending—to illustrate the context of selected asset
management structural vulnerabilities and the extent to which these vulnerabilities could cause
financial stability concerns.

134 Daniel K. Tarullo, Federal Reseve, “Regulating Systemic Risk,” March 31, 2011, at https://www.federalreserve.gov/
newsevents/speech/tarullo20110331a.htm. For other discussion of systemic risk definitions, see IMF, Contagion Risk in
the International Banking System and Implications for London as a Global Financial Center, Working Paper no. 07/74,
April 2007, at https://www.imf.org/en/Publications/WP/Issues/2016/12/31/Contagion-Risk-in-the-International-
Banking-System-and-Implications-for-London-As-a-Global-20577 and Federal Reserve Bank of New York, “Liberty
Street Economics: Assessing Contagion Risk in a Financial Network,” June 24, 2019, at
https://libertystreeteconomics.newyorkfed.org/2019/06/assessing-contagion-risk-in-a-financial-network.html.

135 Financial Stability Board, Policy Recommendations to Address Structural Vulnerabilities from Asset Management
Activities, January 12, 2017, at https://www.fsb.org/wp-content/uploads/FSB-Policy-Recommendations-on-Asset-
Management-Structural-Vulnerabilities.pdf.

136 For more details, see “Asset Management Risks and Regulation Compared to Banking” section of this report.

137 The President’s Working Group on Financial Markets, Hedge Funds, Leverage, and the Lessons of Long-Term
Capital Management, April 28, 1999, at https://www.cftc.gov/sites/default/files/tm/tmhedgefundreport.htm.
138 Financial Stability Board, Policy Recommendations to Address Structural Vulnerabilities from Asset Management

Activities, January 12, 2017, at https://www.fsb.org/wp-content/uploads/FSB-Policy-Recommendations-on-Asset-
Management-Structural-Vulnerabilities.pdf.
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Money Market Mutual Funds'®

Money market mutual funds (MMFs) represent one corner of the asset-management industry that
has generated systemic-risk issues. MMFs are mutual funds that invest in short-term debt
securities, such as U.S. Treasury bills or commercial paper (a type of corporate debt).}*® Because
MMFs invest in high-quality, short-term debt securities, investors generally regard them as safe
alternatives to bank deposits even though they are not federally insured like bank deposits.**! Like
the shares of other mutual funds, MMF shares are generally redeemed at net asset value (NAV),
meaning investors sell shares back to a fund at a per share value of the fund’s assets minus its
liabilities.

Some MMFs, however, operate somewhat differently than most other mutual funds. Specifically,
some MMFs aim to keep a stable NAV at $1.00 per share, paying dividends as their value rises
and thereby even more closely mimicking the features of bank deposits. If its stable NAV drops
below $1.00, which rarely occurs, it is said that the MMF “broke the buck.” On September 15,
2008, Lehman Brothers Holdings Inc. filed for bankruptcy. The next day, one MMF, the Reserve
Primary Fund, broke the buck when its shares fell to 97 cents after writing off the debt issued by
Lehman Brothers.** This event triggered an array of market reactions and accelerated the 2007-
2009 financial crisis.!*® Ultimately the Treasury Department intervened with an emergency
guarantee program for MMFs as one of the ways to address the crises.'*

MMFs thus became a known financial stability concern, demonstrating clearly that they are
susceptible to sudden large redemptions (runs) that can cause dislocation in short-term funding
markets. MMFs are vulnerable to runs because shareholders have an incentive to redeem their
shares before others do when there is a perception that the fund could suffer a loss. To address
this concern, the SEC promulgated MMF rules in 2010 and 2014 mandating that institutional
municipal and institutional prime MMFs float their NAV from stable value. The SEC also
provided new tools to the MMFs’ boards, allowing them to impose fees and redemption gates to
discourage runs.

Policy discussions continued after the 2014 revisions, especially about whether the MMFs’ NAV
should be floating or stable, generating controversy and attracting congressional interest. For
example, the Consumer Financial Choice and Capital Markets Protection Act of 2019 (S. 733)
would require the SEC to reverse the floating NAV back to a stable NAV for the affected MMFs.
A floating NAV reflects more closely the actual market value of the fund. Proponents believe the
floating NAV could (1) reduces investors’ incentive in distressed markets to run because of the
difference between stable value and the actual market value; (2) allows investors to understand
price movements and market fluctuations, and (3) removes the implicit guarantee of zero investor
losses through stable value that could lead to unrealistic expectations of safety.!*> Opponents

139 CRS In Focus IF11320, Money Market Mutual Funds: A Financial Stability Case Study, by Eva Su.
14017 C.F.R. 8270.2a-7.
141 SEC, “Fast Answers: Money Market Funds,” at https://www.sec.gov/answers/mfmmkt.htm.

142 The DealBook, “Money-Market Fund ‘Breaks the Buck,”” The New York Times, September 17, 2008, at
https://dealbook.nytimes.com/2008/09/17/money-market-fund-says-customers-could-lose-money.

143 president’s Working Group on Financial Markets, Money Market Fund Reform Options, October 2010, at
https://www.treasury.gov/press-center/press-releases/Documents/10.21%20PWG%20Report%20Final.pdf.

144 For more information, see CRS Report R43413, Costs of Government Interventions in Response to the Financial
Crisis: A Retrospective, by Baird Webel and Marc Labonte.

14517 C.F.R. §§230, 293, 270, 274, and 279; and SEC final rule, “Money Market Fund Reform; Amendments to Form
PF,” October 14, 2014, at https://www.sec.gov/rules/final/2014/33-9616.pdf.
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believe that floating NAV does not solve the issue of investors fleeing. For example, one
academic research article concludes that European MMFs that offer similar structures to floating
NAV did not experience significant reduction in run propensity during market distress.*® In
addition, providing floating NAV requires calculation time and more tax, accounting, and
disclosure related business model changes.**” Opponents also point to the volume decline of
affected MMFs since the reform as an example of a shrinking MMF market that may create
working capital shortages for business and municipal operations.*® Others argue that because the
MMF reform has been fully implemented since October 2016, it makes sense to study the actual
effectiveness and impact of the reform before considering changes.#

Stress Testing for Asset Management Firms

Stress testing generally refers to a forward-looking quantitative evaluation of the impact of stressful economic and
financial market conditions. As part of the broader legislative response to the 2007-2009 financial crisis, the Dodd-
Frank Act requires regulators to establish stress tests for banks and certain asset management firms. The SEC is
responsible for establishing stress testing methodologies for broker-dealers, registered investment companies, and
registered investment advisers with $10 billion or more in total consolidated assets. The stress tests are to
include baseline, adverse, and severely adverse scenarios, and the results of the stress testing must be reported to
the SEC and the Federal Reserve Board.

As part of the SEC’s 2014 MMF reform, MMFs are required to test their abilities to maintain weekly liquid assets
of at least 10% and to minimize principal volatility in response to several SEC-defined hypothetical stress scenarios,
including: (1) increases in the level of short-term interest rates, (2) the downgrade or default of particular
portfolio security positions, and (3) the widening of spreads in various sectors.!50

The SEC has not yet implemented the Dodd-Frank Act stress-testing requirements for asset managers. A 2017
Treasury Department report states that the Treasury does not support the use of banking sector prudential stress
testing on investment advisers and investment companies because the MMF reform stress testing requirements
already “satisfy the spirit of” the Dodd-Frank Act’s stress testing requirements.!s! In the | 16t Congress, the
Alleviating Stress Test Burden to Help Investors Act (H.R. 3987) would exempt nonbanks from certain Dodd-
Frank stress test requirements. There are also others who support stress tests as an important systemic risk
mitigation tool.

Exchange-Traded Funds

Some commentators have also argued that ETFs raise certain systemic-risk concerns. The vast
majority of all ETF assets are passively managed or index-based; thus investors often view the

146 “\\/e find that the stable/accumulating distinction explains none of the cross-sectional variation in the run rate
among these funds.” Gordon, Jeffrey N. and Gandia, Christopher, “Money Market Funds Run Risk: Will Floating Net
Asset Value Fix the Problem?” March 1, 2013, Columbia Business Law Review, at https://ssrn.com/abstract=2134995.

147 BlackRock, U.S. Money Market Fund Reform: Assessing the Impact, June 2018, at https://www.blackrock.com/
cash/literature/whitepaper/viewpoint-us-mmf-reform-assessing-the-impact-january-2018.pdf.

148 J.S. Chamber of Commerce, Money Market Funds Helping Businesses Manage Cash Flow, at
https://www.centerforcapitalmarkets.com/wp-content/uploads/2013/08/17003_CCMC-Money-Market.pdf.

149 BlackRock, U.S. Money Market Fund Reform: Assessing the Impact, June 2018, at https://www.blackrock.com/
cash/literature/whitepaper/viewpoint-us-mmf-reform-assessing-the-impact-january-2018.pdf.

150 See SEC final rule, “Money Market Fund Reform; Amendments to Form PF,” July 23, 2014, p. 553, at
https://www.sec.gov/rules/final/2014/33-9616.pdf, and “SEC Adopts Money Market Fund Reform Rules,” press
release, July 23, 2014, at https://www.sec.gov/news/press-release/2014-143. For examples of applying the scenarios,
see Jeremy Berkowitz “Money Market Mutual Funds: Stress Testing & New Regulatory Requirements,” National
Economics Research Associates (NERA), July 14, 2015, at https://corpgov.law.harvard.edu/2015/07/14/money-market-
mutual-funds-stress-testing-new-regulatory-requirements/.

151 U.S. Department of the Treasury, A Financial System That Creates Economic Opportunities Capital Markets,
October 2017, at https://www.treasury.gov/press-center/press-releases/Documents/A-Financial-System-Capital-
Markets-FINAL-FINAL.pdf.
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high growth in ETFs as one of the driving forces behind the passive investment trend the report
discusses in the previous section. With U.S. ETFs accounting for more than $3.4 trillion in assets
under management and 30% of all U.S. equity trading volume in 2018, ETFs’ scale and continued
growth give rise to financial stability considerations.>

The key systemic-risk issue surrounding certain ETFs involves liquidity mismatch. Liquidity
mismatch generally points to a relatively complex ETF operational structure that offers buying
and selling activities at both the fund level and the portfolio asset level. If the amount of liquidity
differs between the two levels, for example, if the ETF shares trade differently than the
underlying portfolio ETF holdings of stocks or other assets, there could be a liquidity
mismatch.'®® Some argue this liquidity mismatch could amplify market distress and potentially
trigger fire sales that further depress asset prices and worsen market conditions. In contrast, others
have argued that liquidity provision through the ETF structure is additive, meaning an ETF’s
liquidity is at least as great as that of its underlying assets.’® Other commentators have argued
that not all ETFs are created equal. The majority of ETFs are “plain-vanilla” index-tracking
products that are considered lower risk. However, there is also a growing subset of complex,
higher-risk ETFs that is a source of greater concern. To add to the confusion, the industry does
not currently have a consistent naming convention to clearly differentiate between the types of
products that are higher risk.**®

On September 26, 2019, the SEC established a comprehensive listing standard for ETFs only.
Prior to that, prospective ETF issuers typically must have been approved by the SEC under an
exemption to the Investment Company Act. The new ETF approval process replaces individual
exemptive orders with a single rule for plain-vanilla ETFs. The approach excludes certain higher-
risk ETFs and mandates new disclosures and other conditions on index-based and actively
managed ETFs. 1%

Leveraged Lending

Leveraged lending, also referred to as leveraged loans, is financing made to below investment
grade companies (i.e., companies with a credit rating below BBB-/Baa3), which tend to be highly
indebted.®” Leveraged lending received its name because of the recipients’ high-debt-to-earnings
leverage. Most leveraged loans are syndicated, meaning that a group of bank or nonbank lenders,
including asset managers, collectively funds a single borrower, in contrast to a traditional loan
held by a single bank.'*® Some regulators consider syndicated loans to be an emerging regulatory
gray area that is not fully overseen by either banking or securities regulators.**

152 jShares, iShares 2018 ETF and Derivatives Guide, at https://www.ishares.com/us/resources/institutional-investors/
etf-derivatives-guide.

153 For more details, see CRS Report R45318, Exchange-Traded Funds (ETFs): Issues for Congress, by Eva Su.

154 Ananth Madhavan, Exchange-Traded Funds and the New Dynamics of Investing, Oxford University Press, 2016.
155 | bid.

156 SEC Rule 6¢-11, at https://www.sec.gov/rules/final/2019/33-10695.pdf.

157 Securities Industry and Financial Markets Association (SIFMA), “Leveraged Lending FAQ & Fact Sheet,” at
https://www.sifma.org/resources/research/leveraged-lending-fag-fact-sheet/. For a more detailed definition, see Federal
Reserve, FDIC, and OCC, Interagency Guidance on Leveraged Lending, March 21, 2013, at
https://www.federalreserve.gov/supervisionreg/srletters/sr1303al.pdf.

158 Board of Governors of the Federal Reserve System, “Syndicated Loan Portfolios of Financial Institutions,” at
https://www.federalreserve.gov/releases/efa/efa-project-syndicated-loan-portfolios-of-financial-institutions.htm.

159 Lisa Lee, “Leveraged Loan Risks May Require Financial Regulation, SEC’s Jackson Says”, Bloomberg, April 17,
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Leveraged loans generally present higher risks than other forms of lending because they involve
riskier borrowers and often feature relatively weak investor safeguards (indicated by a weak
“covenant”) and relatively weak capabilities for loan repayment, indicated by high ratios of debt
to earnings before interest, tax, depreciation and amortization (EBITDA).® During the past
decade, the U.S. leveraged loan market experienced rapid growth, deteriorating credit quality, and
decreased repayment capabilities (Table 4). However, the total amount of leveraged loans
outstanding remained relatively low at around $1 trillion as of 2018. Nonbanks make up around
90% of the leveraged loan primary market investor base as of 2017.1%* Mutual funds and hedge
funds held 21% and 5% of leveraged loans in 2017 respectively, with mutual funds’ share of the
market more than doubling between 2006 and 2017.1%? In addition, nearly 60% of U.S. leveraged
loans are packaged into a type of structured credit called a collateralized loan obligation
(CLO).%3 CLOs are then sold to institutional investors, including asset managers, banks, and
others, with the asset management industry holding the riskier CLO tranches and banks holding
the higher-quality tranches.'®* Mutual funds and other investment vehicles hold more than 20% of
CLOs.1%

Table 4. U.S. Leveraged Loan Risk Characteristics

U.S. Leveraged Loan Market Characteristics 2007 2018
Outstanding Leveraged Loans ($ billions) $554 $1,147
U.S. Issuance (percent of global issuance) 66.9% 75.8%
Covenant Quality Index 2.6 4.1
Covenant Lite Share (percent of new issuance) 29.2% 84.7%
Total Debt/EBITDA (times) 4.9 53

Source: IMF, Global Financial Stability Report, April 2019.

2019, at https://www.bgov.com/core/news/#!/articles/PQ4HZD6JI1JUZ.

160 The “covenant lite” loans are lending contracts that lack investor protection features or safeguards. “A financial
covenant clause in a syndicated loan contract typically requires the borrower to pass regular financial fitness tests.
Because the financial industry considers loan covenants a major device by which lenders can monitor loan repayment
performance, many see this rise in covenant-lite lending as evidence of a decline in credit standards.” Edison Yu,
“Measuring Cov-Lite Right,” Federal Reserve Bank of Philadelphia, 2018, at https://www.philadelphiafed.org/-/media/
research-and-data/publications/banking-trends/2018/bt-cov_lite.pdf?la=en.

161 Nonbanks generally include asset managers, insurance companies, pension funds, and other non-depository financial
intermediaries. Primary market refers to the market where a financial instrument is first created. Secondary market
refers to the market where these instruments are traded. Data from IMF, Global Financial Stability Report, April 2019.

162 |MF, Vulnerabilities in a Maturing Credit Cycle, April, 2019, at https://www.imf.org/en/Publications/GFSR/Issues/
2019/03/27/Global-Financial-Stability-Report-April-2019.

163 1bid.

164 To redistribute the credit risk, collateralized loan obligations (CLOs) pool leveraged loans together in a portfolio and
restructure the pool into different credit tranches often known as senior, mezzanine, and equity tranches, in order from
highest to lowest payment priority, credit quality, and credit rating. Through this process, risks of the portfolio of loans
are often redistributed to lower tranches and new high-credit-rating CLOs are formed out of the below-investment-
grade pools of leveraged loan assets. For more details, see National Association of Insurance Commissioners,
Collateralized Loan Obligations Primer, at https://www.naic.org/capital_markets_archive/primer_180821.pdf.

165 According to the Federal Reserve, as of year-end 2018, most U.S. CLOs are issued out of the Cayman Islands ($457
billion or 74%). Of these issuances, 27% or $94 billion are held by mutual funds and other investment vehicles. Emily
Liu and Tim Schmidt-Eisenlohr, “Who Owns U.S. CLO Securities?” FEDS Notes, July 19, 2019, at
https://www.federalreserve.gov/econres/notes/feds-notes/who-owns-us-clo-securities-20190719.htm.
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Notes: EBITDA = earnings before interest, tax, depreciation and amortization. Covenant = certain credit
agreements that serve as a measurement of the degree of investor protection. A higher covenant quality index
score denotes weaker covenant quality.

Multiple financial regulators and Members of Congress have voiced concerns about leveraged
loans’ risks and implications for financial stability.}®® However, other commentators have argued
that leveraged loans are resilient and stable, claiming unwarranted fears.®’

Leveraged lending raises a variety of policy issues, including the following:

e Market opacity. Leveraged lending, particularly the increase of covenant-lite loans,
couples high risk with relative lack of transparency, potentially leading to
unexpectedly high losses and shocks to the financial system (Table 4). It is unclear,
as discussed below, the degree to which contagion across the financial system would
result from this.

¢ Liquidity mismatch. Public funds expect easy entry and exit through daily
redemption or intraday trading, whereas leveraged loans, which could serve as
underlying assets to funds, trade infrequently and take longer to settle. These features
of leveraged loans have prompted the Chairman of the SEC to caution that investors
should be aware of their relative illiquidity.*6®

o The loan syndication process and federal oversight. Leveraged loans are usually
syndicated by groups of institutional investors, including asset managers. Some
regulators and researchers worry that certain leveraged loans are less regulated than
other financial products like bonds and bank loans.®°

o Contagion risk. Given the leveraged loan market’s size and investor composition, some
experts have argued that leveraged lending raises concerns about financial contagion.
However, most investors in leveraged loans are nonbanks, with the asset management
industry holding a significant portion of total outstanding exposure. As a result, some
commentators have argued that direct financial losses from leveraged loans would largely
stop at the investor level, instead of being multiplied throughout the interconnected financial
system by banks.”® The Chairman of the Federal Reserve, for example, has indicated that

166 Jesse Hamilton, “Leveraged-Loan Peril Demands Action by Mnuchin, Key Senator Says,” Bloomberg, April 11,
2019, at https://www.bgov.com/core/news/#!/articlessPPTEEO6KLVR7 and “High-Risk Corporate Lending Hazard
Rising, Bank Agencies Say,” Bloomberg, January 25, 2019, at https://www.bgov.com/core/news/
#!/articles/PLWEBP6VDKHT.

167 Comments from Dwight Scott, Senior Managing Director of Blackstone and President of GSO Capital Partners, “Do
Leveraged Loans Pose a Threat to the U.S. Economy?” Financial Times, February 11, 2019, at https://www.ft.com/
content/ae503190-2a02-11e9-9222-7024d72222bc.

168 Ben Bain, “SEC Chief to Mutual Fund Investors: Beware of Leveraged Loans,” Bloomberg, April 9, 2019, at
https://www.bgov.com/core/news/#!/articles/PPPNE86K50XS.

169 |isa Lee, “Leveraged Loan Risks May Require Financial Regulation, SEC’s Jackson Says”, Bloomberg, April 17,
2019, at https://www.bgov.com/core/news/#!/articles/PQ4HZD6J1JUZ.

170 Federal Reserve Chairman Jerome Powell stated that “we don’t see it is akin to the risks that existed before the
financial crisis which were more risks to the financial system as such. Most of this risk is now held in market-based
vehicles which have stable funding — not all of it but most of it is held in that so it is really for us — and macroeconomic
risk — and we called it out and we’ve — we’re looking hard at those vehicles and assuring that they do have stable
funding as we believe they do for the most part.” Senate Banking, Housing, and Urban Affairs hearing, The Semiannual
Monetary Policy Report to the Congress, July 11, 2019, at https://www.banking.senate.gov/hearings/07/08/2019/the-
semiannual-monetary-policy-report-to-the-congress and Bloomberg transcript at https://www.bgov.com/core/news/
#!/articles/PUI1F08JMDCO.

Congressional Research Service 32



Capital Markets: Asset Management and Related Policy Issues

while leveraged loans raise some concerns, they “do[es] not appear to present notable risks to
financial stability.”*"*

e Data gap. Some analysts have argued that the lack of available information through data
collection and sharing on CLO holdings has prevented the industry and the regulators from
monitoring risks in the leveraged lending market.!’

Investor Protection

Investor protections attempt to prevent investors from being harmed due to inappropriate risk
exposure, conflicts of interest, or abusive conduct. This section discusses certain policy debates
concerning investors’ access to private funds, fund disclosures, and asset managers’ voting of
clients’ stocks.

Defining Accredited Investors'”

Some private funds are limited to “accredited investors”—a limitation that has generated debate
about which categories of investors should be eligible for this status. An individual can qualify as
an accredited investor if he or she (1) earned more than $200,000 (or $300,000 together with a
spouse) in annual gross income during each of the prior two years and can reasonably be expected
to earn a gross income above that threshold in the current year, or (2) has a net worth of more
than $1 million (either alone or together with a spouse), excluding the value of their primary
residence.'’ Institutions can also qualify as accredited investors if they own more than $5 million
in assets. A number of regulated entities, such as banks, insurance companies, and registered
investment companies, automatically qualify as accredited investors.

Some commentators have criticized the SEC’s existing rules for determining accredited investor
status, arguing that income and net-worth criteria bear little relationship to investor sophistication.
These critics contend that the current accredited investor definition is both over- and under-
inclusive, capturing wealthy but unsophisticated investors while excluding those who are well-
informed but less affluent. In addition, given the trend of private securities offerings outpacing
public offerings, some observers are concerned about ensuring equal access to investment
opportunities and the diversification benefits from allocating capital across the full spectrum of
public and private securities and funds. Commentators have accordingly discussed expanding the
accredited investor definition to (1) account for individuals with financial training or
demonstrated financial experience, (2) allow investors to opt-in to private market investment
opportunities, or (3) expand the eligible accredited investor base in other ways, subject to certain
limitations.*™

71 Jesse Hamilton, “Leveraged Lending Isn’t Posing Crash Threat, Fed Chairman Says,” Bloomberg, May 21, 2019, at
https://www.bloomberglaw.com/document/X7ARN6TKO000000; and Federal Reserve Chairman Jerome Powell speech,
“Business Debt and Our Dynamic Financial System,” May 20, 2019, at https://www.federalreserve.gov/newsevents/
speech/powell20190520a.htm.

172 Victoria lvashina, Emerging Threats to Stability: Considering the Systematic Risk of leveraged Lending, June 4,
2019, at https://financialservices.house.gov/uploadedfiles/hhrg-116-bal5-wstate-ivashinav-20190604.pdf.

173 For more policy discussions, see CRS In Focus IF11278, Accredited Investor Definition and Private Securities
Markets, by Eva Su.

174 SEC, Updated Investor Bulletin: Accredited Investors, January 31, 2019, at https://www.investor.gov/additional-
resources/news-alerts/alerts-bulletins/updated-investor-bulletin-accredited-investors.
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Voting of Proxy Shares

Proxy voting represents another issue involving investor protection that has taken on increased
significance. Asset managers have fiduciary duties to vote the proxies of their public company
voting shares on their clients’ behalf.1”® Some asset managers outsource proxy voting and
research to proxy advisory firms, whereas others operate these functions in-house. Commentators
have identified a number of policy issues involving the proxy system, including (1)
stewardship—whether asset managers and proxy advisory firms are in fact voting in their clients’
best interests; and (2) accuracy—whether the actual votes are tabulated correctly. These topics are
critically important because proxy voting can often decide the strategic directions of publicly
traded companies. To address these issues, the SEC issued a concept release soliciting public
feedback on the proxy system in 2010.1”” The SEC has also held multiple roundtables to discuss
the proxy process, most recently in November 2018.178

Fund Disclosure

Ensuring full and fair disclosure of material information is a key objective of the federal
securities laws. To promote these goals, the SEC has implemented a series of initiatives to
improve the investor experience by updating the design, delivery, and content of fund disclosure.
For example, after longstanding policy debate, the SEC adopted Rule 30e-3 in June 2018 to allow
certain investment funds to transmit shareholder reports digitally as the default option.*"
Supporters of this rule point to its environmental and economic benefits, including its estimated
$2 billion savings over a 10-year period.'®° In contrast, the rule’s opponents have voiced concerns
over the usefulness of electronic reports for elderly and rural investors who may lack access to or
familiarity with the Internet.’8! The SEC continues to seek public input on the fund disclosure and
retail investor experience, including shareholder reports, prospectuses, advertising, and other
types of disclosure.

Financial Innovation

Financial innovation is an integral part of the asset management industry’s development.
Innovation raises policy and regulatory issues, including (1) whether new technologies and
practices have outgrown or are sufficiently served by the existing regulatory system; (2) how the

regulatory framework can achieve the goal of “same business, same risk, same regulation”;!% and

176 SEC, Proxy Voting: Proxy Voting Responsibilities of Investment Advisers and Availability of Exemptions from the
Proxy Rules for Proxy Advisory Firms, Staff Legal Bulletin No. 20, July 2014, at https://www.sec.gov/interps/legal/
cfslb20.htm.

177 SEC, Concept Release on The U.S. Proxy System, at https://www.sec.gov/rules/concept/2010/34-62495.pdf.
178 SEC, November 15, 2018: Roundtable on the Proxy Process, at https://www.sec.gov/proxy-roundtable-2018.
17917 C.F.R. 88200, 230, 239, 240, 249, 270, and 274.

180 Dave Michaels, “Return to Sender: Mutual Fund Reports Will Go Paperless,” Wall Street Journal, June 5, 2018, at
https://www.wsj.com/articles/sec-approves-paperless-mutual-fund-reports-1528205042.

181 Burton Eller, “SEC Paperless Mandate a Bad Idea for Rural, Elderly Investors,” The Hill, February 3, 2018, at
https://thehill.com/opinion/finance/372026-sec-paperless-mandate-a-bad-deal-for-rural-elderly-investors.

182 SEC, Request for Comment on Fund Retail Investor Experience and Disclosure, October 31, 2018, at
https://www.sec.gov/rules/other/2018/33-10503.pdf.

183 European Central Bank, “Digital Na(t)ive? Fintechs and the Future of Banking,” March 27, 2017, at
https://www.bankingsupervision.europa.eu/press/speeches/date/2017/html/se170327_1.en.html.

Congressional Research Service 34



Capital Markets: Asset Management and Related Policy Issues

(3) how to protect investors without hindering innovation. This section explains policy challenges
involving these general issues.

Digital Asset Custody

Digital-asset custody has recently attracted regulatory attention. Under the SEC’s Custody Rule,
custodians of client assets must abide by certain requirements designed to protect client funds
from the possibility of being lost or misappropriated. This rule was developed for the traditional
asset management industry that dealt in instruments with more tangible tracks of physical
existence and recording, and thus could pose unique challenges for digital assets often without
tangible representation. For example, the digital asset industry’s common practice thus far
focuses on the safeguarding of private keys.'®* Private keys are unique numbers assigned
mathematically to digital asset transactions to confirm ownership, raising questions about the
nature of “possession” and “control” of a digital asset.!®

A March 2019 letter from the SEC to the digital asset industry solicited public input regarding the
custody of digital assets.’® In the letter, the SEC summarized a number of policy issues involving
the custody of digital assets, including the use of distributed ledger technology (DLT) to record
ownership, the use of public and private cryptographic key pairings to transfer digital assets, the
ability to restore or recover lost digital assets, the generally anonymous nature of DLT
transactions, and the challenges auditors face in examining DLT and digital assets.'®
Congressional hearings have also addressed the issue of digital asset custody.'®

Nonfinancial Technology Platforms

A second recent development in financial technology that raises important policy questions
involves the entry of nonfinancial technology platforms into the financial services industry.®
Large technology firms such as Amazon, Facebook, and Uber have all started financial-services
operations as potential competitors and partners to the asset-management industry.!*® Although
the scale of this innovation has not been broadly felt, industry experts like the World Economic
Forum predict that platforms offering the ability to engage with different financial institutions

184 Debevoise & Plimpton LLP, Custody of Digital Assets: Centralized Safekeeping of Decentralized Assets under the
Investment Advisers Act, December 17, 2018, at https://www.debevoise.com/~/media/files/insights/publications/2018/
12/20181217_custody_of_digital_assets.pdf.

185 Fidelity Digital Assets, Custody in the Age of Digital Assets, October 2018, at https://www.fidelitydigitalassets.com/
bin-public/060_www_fidelity com/documents/FDAS/custody-in-the-age-of-digital-assets.pdf.

186 SEC, “Engaging on Non-DVP Custodial Practices and Digital Assets,” March 12, 2019, at https://www.sec.gov/
investment/non-dvp-and-custody-digital-assets-031219-206.

187 1bid.

188 U.S. Congress, Senate Committee on Banking, Housing, and Urban Affairs, Examining Regulatory Frameworks for
Digital Currencies and Blockchain, Hearings, 116%™ Cong., 1% sess. July 30, 2019 (Washington, DC: GPO, 2019).

189 |tay Goldstein and Andrew Karolyi, “Fintech: What’s Real, and What’s Hype,” Knowledge@Wharton, March 12,
2019, at https://knowledge.wharton.upenn.edu/article/fintech.

190 For example, Facebook is reportedly planning on a cryptocurrency-based payment system, see Wolfie Zhao,
“Facebook to Roll Out ‘GlobalCoin’ Cryptocurrency in 2020,” coindesk, May 24, 2019, at https://www.coindesk.com/
facebook-to-roll-out-globalcoin-cryptocurrency-in-2020-report-says?utm_source=BlockchainBites&utm_medium=
Email&utm_campaign=2019-05-24; Amazon is reportedly providing multiple financial services offerings, see Kevin
Wack, “Slideshow How Amazon is Shacking up Financial Services,” American Banker, March 18, 2018, at
https://www.americanbanker.com/slideshow/how-amazon-is-shaking-up-financial-services; and Uber offers financial
services payment solutions, see Uber SEC Form S-1 at https://www.sec.gov/Archives/edgar/data/1543151/
000119312519103850/d647752ds1.htm.
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from a single channel will likely become the dominant model for the delivery of financial
services.!®! Technology firms have the potential to disrupt the asset-management industry through
digital asset transactions, robo advisory services, and direct asset management product
distribution to investors.'%? Investment researchers argue that Amazon, for example, could use the
trust of its brand and distribution channels to become “an arms-length distributor of funds.”%
The influence of technology platforms has already been realized in certain overseas markets. For
example, Ant Financial—an affiliate of Alibaba Group—manages the world’s largest MMF, with
588 million Alipay users, a third of the Chinese population, among its investors.?® This entry of
technology companies into financial services raises a number of concerns related to these
companies’ power, their control over user data, and personal privacy.

Facebook Libra’s ETF-Like Characteristics

Facebook is among the technology companies that have expressed interest in entering financial
services. In June 2019, the social media company announced its intention to develop a new
cryptocurrency called Libra—a revelation that has attracted congressional interest. At a hearing
addressing the issue, several Members of Congress questioned Facebook officials about how
Libra should be regulated and whether it meets the existing regulatory definition of an ETF,
among other issues.!® Some commentators have argued that because Libra will be backed by
reserve assets that certain authorized sellers can exchange for units of the cryptocurrency, its
operational structure is similar to that of ETFs, which rely on a roughly comparable creation and
redemption process.!®® Although Facebook officials acknowledged that Libra uses operational
mechanisms that are similar to ETFs, the company maintained that the cryptocurrency should not
be considered an ETF because it is intended to operate as a payment tool rather than an
investment vehicle.'®” If Libra did qualify as an ETF, it would fall under the SEC’s oversight and
require regulatory approval. The SEC is reportedly evaluating whether the cryptocurrency will
fall within that category.'%

191 World Economic Forum, Beyond Fintech: A Pragmatic Assessment Of Disruptive Potential In Financial Services,
August 2017, at http://www3.weforum.org/docs/Beyond_Fintech_-
_A_Pragmatic_Assessment_of_Disruptive_Potential_in_Financial_Services.pdf.

192 Digital assets, often referred to as “crypto assets,” among other terminology, are digital representations of value
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193 Bailey Lipschultz, “Could Amazon Manage Your Money? Bernstein Analysts Think So,” Bloomberg, July 24, 2018,
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195 U.S. House Committee on Financial Services Hearing, Examining Facebook’s Proposed Cryptocurrency and Its
Impact on Consumers, Investors, and the American Financial System, July 17, 2019, at
https://financialservices.house.gov/calendar/eventsingle.aspx?EventID=404001.

1% Dave Nagid, “Most Interesting ETF Filing Ever: Libra,” ETF.com, June 25, 2019, at https://www.etf.com/sections/
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Some Members of Congress have also expressed opposition to Facebook’s Libra project.
Members of the House Financial Services Committee have circulated a discussion draft, the Keep
Big Tech Out of Finance Act, which would prevent certain large technology firms from creating
digital assets intended to be used widely as a medium of exchange, unit of account, or store of
value.!®

Conclusion

The asset-management industry is large, complex, and governed by a host of intersecting federal
regulations primarily overseen by the SEC. The industry has undergone a number of changes,
including increases in its size, changes in the relative importance of capital markets and banks,
shifts away from active and toward passive investment management, and increases in the volume
of private securities offerings. Some of these trends raise important policy issues, including
financial stability, investor protection, and the promotion of financial innovation.

As a general matter, asset-management companies have generated fewer financial-stability
concerns than some other financial institutions. This is largely because asset managers generally
are agents who provide investment services rather than principals who invest for their own
accounts. But it does not mean that the industry is free of financial stability risks. Specific
structural vulnerabilities, for example, redemption risk and liquidity mismatch, among other
vulnerabilities, could be observed in the context of certain MMFs, ETFs, and leveraged lending,
but their implications are uncertain.

The asset-management industry is governed by a range of investor-protection rules that raise
various policy issues, including the appropriate level of investor access to certain types of funds,
fund disclosure, and proxy voting. Finally, the need to balance financial innovation with investor
protection has generated a number of important debates surrounding digital asset custody and the
entry of technology firms into financial services.

199 House Committee on Financial Services, “The Keep Big Tech Out of Finance Act,” discussion draft, at
https://financialservices.house.gov/uploadedfiles/bills-116hr ih-bigtech.pdf.
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