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Expenses by Acquiring Funds

The purpose of this paper is to request guidance from the Securities and Exchange 

Commission’s Division of Investment Management related to disclosure requirements that 

inadvertently cause potentially misleading and inaccurate disclosures of fees by mutual funds 

and other registered funds when those funds invest in publicly traded business development 

companies (“BDCs”).  The issue arises in the context of amendments to investment company 

registration forms adopted by the SEC in 2006.1  The amendments require each fund registered 

under the 1940 Act to include in its prospectus fee table its pro rata share of any expenses of the 

shares it has purchased of another fund.  These “acquired fund fees and expenses” (commonly 

referred to as “AFFE”) are included as a separate line item in the acquiring fund’s fee table.

The application of this disclosure requirement to BDCs distorts and overstates the 

expenses of mutual funds and other registered funds when those funds invest in BDCs.  We 

request that the SEC staff treat BDCs like similar investment vehicles and issue guidance stating 

that the AFFE requirement does not apply to investments in BDCs.  The guidance can be issued 

quickly and efficiently in the form of an FAQ, which we propose at the end of this paper.

Neither the proposing release nor the adopting release for the AFFE rule made any 

reference to the AFFE disclosure applying to a registered fund’s purchase of shares of a BDC.  

We understand that, after the fact, the staff applied the AFFE rule to BDCs, but the staff did so 

  
1 See Fund of Funds Investments, Investment Company Act Release No. 27399 (June 20, 

2006), available at: http://www.sec.gov/rules/final/2006/33-8713.pdf.
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without providing any robust explanation or justification for their inclusion and despite the fact 

that the staff did not apply AFFE disclosure to very similar investment products, such as real 

estate investment companies (“REITs”).  More importantly, the staff applied the AFFE rule 

relating to BDCs without considering the effect of such application on investors or the BDC 

market.

The application of the AFFE rule to BDCs has resulted in grossly overstated expenses of 

funds that invest in BDCs, and as a result, misleading information is being disseminated to fund 

shareholders.  This is because, as we explain in more detail below, the fees and expenses of 

BDCs already are reflected in the share price of the BDC.  Adding those fees to fund disclosures 

double-counts those fees.  To make matters much worse, the AFFE disclosure has resulted in an 

effective ban on BDCs from most indices.  This consequently has restricted the market for 

BDCs, has limited institutional ownership of BDCs and has reduced investor choice for these 

beneficial investment options. 

We urge the staff of the Division of Investment Management to issue guidance, like it has 

done for REITs and other similar investment products, clarifying that the AFFE rule does not 

apply to investments in BDCs.  The guidance will result in more accurate expense information 

being provided to investors.  It also will help attract institutional ownership of BDCs.  This will 

benefit investors and the capital markets by allowing BDCs to provide greater support for capital 

formation and capital deployment to lower and middle-market companies.  It also will promote 

beneficial corporate governance practices. 

Below we explain the benefits BDCs provide to investors and the markets.  We then 

summarize the SEC’s stated policy goals for adopting the AFFE rule and we explain, in light of 

these goals, the policy rationale for excluding BDCs from the AFFE disclosure.  We also explain 



3

the harm that the AFFE rule has caused to constituents in the BDC marketplace.  Finally, we 

provide recommended language for staff guidance to remove BDCs from the AFFE rule 

disclosure requirement. 

1. BDCs Benefit the U.S. Economy and Investors

Congress established BDCs in 1980 to make capital available to small, developing, and 

financially troubled companies that do not have ready access to the public capital markets or 

other forms of conventional financing.2  BDCs must invest a certain amount of their assets in 

eligible portfolio companies, typically US issuers that are either privately owned or have less 

than $250 million in market capitalization.3  

While not limited to debt investments, BDCs’ primary role in the economy to date has 

been to provide debt financing to companies, primarily in the small and middle-markets, that 

may find it difficult to obtain traditional bank financing.  These small and medium sized 

businesses are vital to promoting job formation and growth of the U.S. economy as a whole.  

This role has only increased in recent years as banks have pulled back from middle-

market lending in the face of stricter post-financial-crisis capital requirements.  As their statutory 

mandate contemplated, BDCs have sought to expand their role and fill this void.  They have had 

some success, managing over $50 billion as of April 1, 2017, while the number of publicly-

traded BDCs has grown to more than 50 as of that same date.  A supportive equity market, in the 

form of access to retail and institutional investors, is critical to fully realize Congress’s goal in 

  
2 Small Business Investment Incentive Act of 1980, H.R. 7554, 96th Cong. (1980), 

amending the Investment Company Act of 1940.  
3 U.S. Securities and Exchange Commission, “Definition of Eligible Portfolio Company 

under the Investment Company Act of 1940, Amendments to Rule 2a-46” (May 15, 
2008).
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creating BDCs, and the staff’s application of the AFFE rule has inadvertently limited BDCs’ 

potential to do just that.

To give just one example, Ares Capital Corporation (“Ares”), invested in OTG 

Management, Inc. (“OTG”), a founder-owned operator of full service sit-down and quick service 

restaurants, bars, lounges, gourmet markets, and news and gift shops in U.S. and Canadian 

airports.  OTG had been awarded a contract to build and operate the food and beverage 

concessions at the new Terminal 5 at New York’s JFK International Airport.  As a small 

company with limited operating history, OTG had been unable to obtain financing from 

traditional lenders. Ares stepped in to provide OTG with much-needed capital, as well as 

management expertise and support, to assist OTG in continuing to grow its business.  BDCs have 

the potential to create far more success stories, like OTG’s, but the AFFE rule is hampering their 

ability to do so.

In addition to their unique and valuable capital formation role, investments in BDCs 

provide many benefits to investors.  Investors frequently find BDCs to be attractive and 

diversified investments, particularly in the current low interest rate environment.  BDCs provide 

access to an asset class typically only accessible to institutional and wealthy investors through 

private funds, and they provide access to such investments in a liquid structure through exchange 

traded shares.  BDCs pay out strong dividends, making them attractive to income-seeking 

investors, such as retirees.  And they accomplish this in an efficient, flow-through tax structure. 

2. The SEC’s Policy Rationale for Adopting the AFFE Rule Does not Apply to 
BDCs

When adopting the AFFE rule, the SEC stated that its primary goal was to provide 

investors with a greater understanding of the actual costs of investing in a fund whose 

investments included shares of other “traditional investment funds,” as some of those other funds 
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have their own expenses that may be equal to or higher than the acquiring fund.  The SEC further 

stated that the disclosure requirement would allow investors to compare their investment 

opportunities, such as investing in alternative funds of funds or traditional funds.  

The SEC’s policy goals do not apply to the operational expenses of a BDC.  AFFE 

disclosure regarding investments in BDCs misleads investors – it does not provide them greater 

understanding about the cost of investing in funds that invest in BDCs.  And AFFE rule 

disclosure relating to BDCs does not result in an investor’s ability to compare investment 

opportunities.  Instead, the AFFE rule requires a double-counting of BDC operating expenses.  

a. BDC “fees” are just like an operating company’s expenses

At the heart of the issue is a need to avoid confusing the fees of a BDC, which is not a 

traditional investment fund, with the expenses of a mutual fund or other traditional investment 

fund.  The fees of a BDC are a component of its operating costs, like the compensation expense 

of traditional operating companies which is not required to be included under the AFFE rule 

disclosure requirements.  

BDCs are registered under the Securities Act of 1933 and the Securities Exchange Act of 

1934, and are subject to all registration and reporting requirements under those two statutes.  

Similar to other operating companies, BDCs must file periodic reports, including Form 10-Ks 

and, Form 10-Qs, which include the BDC’s statement of operations and other financial 

statements.  A BDCs fees are reported on its statement of operations as expenses.  These 

expenses include compensation, real estate and other operating expenses.  The statements of 

operations calculates a BDC’s net investment income as the difference in revenues minus these 

operating expenses.  The BDC’s net asset value (NAV)  is reported on the statements of assets 
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and liabilities and is calculated as total assets minus total liabilities.  The information reported on 

these financial statements have a direct influence on a BDC’s trading price.

A BDC’s fees and expenses, furthermore, are not direct costs paid by the acquiring fund’s 

shareholder.  They are not used to calculate the acquiring fund’s net asset value. They have no 

impact on the costs associated with the operations of the acquiring fund.  They also are not 

included in the acquiring fund’s financial statements, which provide a clearer picture of the 

acquiring fund’s actual operating costs.

b. The AFFE rule requires a double-counting of a BDC’s expenses and results 
in misleading disclosure

Long-established, traditional valuation techniques dictate estimating a firm’s intrinsic 

value by valuing the assets in its portfolio.  The typical approach is to conduct a discounted cash 

flow analysis to value all the assets in the portfolio.  As outlined by one of the foremost 

authorities on valuation, Gaughan et al., “The discounted future cash flows approach to valuing a 

business is based on projecting the magnitude of the future monetary benefits that a business will 

generate.”4  The earnings or cash flows for each asset, which are calculated net of expenses, are 

discounted back to present value to determine the intrinsic value of the firm. Public share prices 

reflect a firm’s intrinsic value. According to Koller et al., another authority on valuation, 

“Valuation levels for the stock market as a whole clearly reflect the underlying fundamental 

performance of companies in the real economy. . . .  Our studies indicate that, in most cases and 

  
4 Patrick A. Gaughan “Valuation” in Mergers, Acquisitions, and Corporate Restructurings 

(Hoboken, NJ: John Wiley & Sons, Inc., 2007) p. 535.
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nearly all the time, managers can safely assume that share prices reflect the markets’ best 

estimate for intrinsic value.”5

When an acquiring fund purchases a mutual fund, shares are purchased at the acquired 

fund’s NAV.  The NAV reflects the portfolio asset values but does not capitalize the present 

value of the future management fees, and these future management fees will represent a 

reduction in the investor’s returns.  When an acquiring fund purchases a BDC at its market price, 

however, that price effectively capitalizes future expenses. The BDC’s trading price will already 

reflect its operating expense structure, which in turn will reduce the total return of the acquiring 

fund’s investment in the BDC.  Reflecting these expenses again under the AFFE rule results in 

double-counting a BDC’s expenses, and hence the AFFE rule disclosure requirements will result 

in significantly overstating acquiring fund expense ratios.  

Disclosure in a recent Vanguard prospectus illuminates the point.6  In providing a 

rationale for an acquiring fund’s expense ratio, the prospectus explained, “Like an automaker, 

retailer, or any other operating company, many BDCs incur expenses such as employee salaries.  

These costs are not paid directly by a fund that owns shares in a BDC, just as the costs of labor 

and steel are not paid directly by a fund that owns shares in an automaker.”7  The Vanguard 

prospectus went on to say that an acquiring fund is nevertheless required to include BDC 

expenses in an acquiring fund’s expense ratio, and to explicitly state that “the expense ratio of a 

  
5 Tim Koller, Marc Hoedhart, and David Wessels, “Market Value Tracks Return on 

Invested Capital and Growth” in Valuation (Hoboken, NJ: John Wiley & Sons, Inc., 
2010), p. 326.

6 Vanguard Explorer Value Fund Prospectus, “Plain Talk About Business Development 
Companies and Acquired Fund Fees and Expenses” (December 22, 2016).

7 Id. 
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fund that holds a BDC will thus overstate what the fund actually spends on portfolio 

management, administrative services, and other shareholder services by an amount equal to these

Acquired Fund Fees and Expenses.”8  As demonstrated by the Vanguard disclosure, including 

BDC expenses in an acquiring fund’s fee ratio overstates the acquiring fund’s expenses and 

provides misleading and inaccurate information to investors.

The Market Vectors BDC Income ETF (Ticker: BIZD), which tracks an index comprised 

almost entirely of BDCs, provides another example of how the AFFE rule forces an acquiring 

fund to overstate its expense ratio.9  As reflected in the ETF’s fee table in its most recent 

prospectus, the ETF’s management fee is 0.40%, the ETF’s other expenses are 0.18%, while its 

acquired fund fees and expenses are 8.79%, resulting in a gross operating expense ratio of 

9.37%.10  That number massively overstates the fund’s actual gross expenses of 0.53%, as 

reflected in the ETF’s annual report for the fiscal year ended April 30, 2016 (the period reflected 

in the ETF’s fee table).  The AFFE rule’s applications to investments in BDCs required a 

dramatically large overstatement of this fund’s expenses in its prospectus, and therefore a 

significant financial disclosure discrepancy.11  

This example shows the distortion of an acquiring fund’s reported expenses when it is 

required to include BDC expenses in its AFFE rule disclosure, and calls into question the 

usefulness or validity of such disclosure to acquiring fund shareholders.  Another example is the 

  
8 Id. (emphasis added)
9 Market Vectors BDC Income ETF Summary Prospectus (September 1, 2016), available 

at: https://www.vaneck.com/etf/income/bizd/overview/
10 Id.
11 Van Eck Vectors ETF Trust Annual Report (April 30, 2017), available at: 

https://www.vaneck.com/etf/income/bizd/overview/



9

impact on the Russell 2000 Index. In 2013, before they were removed from that index, BDC’s 

represented roughly 1.2% of the Russell 2000 Index.  Though they represented only a very small 

portion of the index, inclusion of BDCs increased the expense ratio of the overall index by 25% 

(from 20 to 25 basis points).12  If operating companies were the subject of AFFE disclosure, they 

would have a similarly distortive effect.  

c. The staff should treat BDCs the same as REITs and certain other non-
traditional investment vehicles for purposes of the AFFE rule 

BDCs operate almost entirely the same way as REITs.  This makes sense because BDCs 

essentially modeled themselves structurally after REITs.  Like REITs, BDCs operate a portfolio 

of financial assets (loans for BDCs, real estate for REITs) that requires sourcing and managerial 

expertise.  Both REITs and BDCs are characterized as nontraditional investments that are 

designed to provide yield to investors, they are taxed identically under Subchapter M of the 

Internal Revenue Code, and, due to these similarities, they are often accepted in the same 

distribution channels.13

The AFFE rule is not applied to an acquiring fund’s investment in securities issued by 

REITs, even though their fee and expense structures are materially identical to BDCs.  We know 

of no sound policy rationale for treating REITs and BDCs differently for purposes of the AFFE 

rule– both should be excluded because they function like operating companies, not traditional 

investment vehicles that were at the heart of the SEC’s policy rationale for the requirement.

  
12 Wells Fargo Securities Equity Research, “The 1Q17 BDC Scorecard” (January 18, 2017).
13 See Cynthia M. Krus, Esq. and Owen J. Pinkerton, Esq., “How Are REITs and BDCs 

Different?” FYI: Timely Insights by the Real Estate Investment Securities Association 
(REISA) (August 2012 Vol. 7, Issue 3). available at: 
https://www.adisa.org/MediaLibraries/REISA/Images/.../FYI-August2012.pdf



10

Almost immediately after adoption, the AFFE rule caused some confusion as to whether 

it applied to certain investments other than mutual funds and other traditional investment 

vehicles.  Like our request for BDCs, other non-traditional investment vehicles have sought and 

obtained guidance that the AFFE rule does not apply to investments in them.  The Investment 

Management Division issued FAQs discussing the disclosure of fund of fund expenses by mutual 

funds.14  In response to “Question 1” of the FAQs, for example, the staff stated that requirements 

of the AFFE rule were not applicable to “collateralized debt obligations [“CLOs”], or other 

entities not traditionally considered pooled investment vehicles.”  The structure of CLOs are 

similar to that of BDCs in many ways. Like BDCs, CLOs are comprised of loan assets and 

distribute substantially all of their interest income from the such loans to investors. Despite the 

similar business models of CLOs and BDCs, BDCs were not included in the exception provided 

to CLOs in Question 1 of the AFFE FAQ.

d. There is no evidence that the SEC intended to apply the AFFE rule to 
investments in BDCs 

We believe that BDCs never were the intended target of the SEC’s AFFE rule.  At the 

time the AFFE rule was proposed, the BDC market was exceptionally small –there were only 

five significantly sized BDCs in 2003, when the SEC proposed the AFFE rule.  In 2003, BDC 

assets under management were less than $5 billion, but they have grown to over $50 billion in 

2017.  This likely explains why the SEC did not analyze the impact on BDCs and why the 

limited number of BDCs in existence at the time failed to provide any comments on the rule 

  
14 SEC Staff Responses to Questions Regarding Disclosure of Fund of Funds Expenses (last 

modified May 23, 2007), available at: 
https://www.sec.gov/divisions/investment/guidance/fundfundfaq.htm. 
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proposal.15  There appears to have been little understanding of the implications of the AFFE rule 

on BDCs because the BDC marketplace was new and the impact of the rule on BDCs was not yet 

clear.  BDCs might have commented if they had understood that the rule would be an effective 

ban on BDCs from most indices.   

Regulatory agencies have been directed by executive order to revisit and revise 

regulations that are unnecessary or ineffective, that eliminate jobs or inhibit job creation, or that 

impose costs that exceed benefits.16  The application of the AFFE rule to BDC investments meets 

all these criteria.

3. The AFFE Rule Has Reduced BDC Access to Capital and Liquidity

The AFFE rule’s application to BDCs has created significant problems for BDCs in the 

capital markets and specifically has resulted in a substantial decline in institutional ownership.  

First, the inclusion of BDC expenses in an acquiring fund’s AFFE rule disclosure has 

negatively affected traditional institutional investment in BDCs (primarily mutual fund 

investments) due to the unnecessary consolidation of all the expenses of a BDC investment into 

the acquiring fund’s expense ratio.  This makes it very challenging in a competitive mutual fund 

environment for portfolio managers to consider investments in BDCs because a large emphasis is 

placed on reported mutual fund expenses.17

  
15 Comments on Proposed Rule: Fund of Funds Investments available at:

http://www.sec.gov/rules/proposed/s71803.shtml. 
16 Presidential Executive Order on Enforcing the Regulatory Reform Agenda, Executive 

Order 13777 (February 24, 2017).
17 Wall Street Journal, “Fees on Mutual Funds and ETFs Tumble Toward Zero” (January 

26, 2016).
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Second, in 2014 the MSCI, Russell and S&P indices all removed BDCs from their 

respective indices primarily because of the AFFE rule disclosure requirement.18  In all, the 

decisions by these index providers affected more than 30 BDCs, and BDC index performance in 

2014 showed a negative result.19  The removal of BDCs from these prominent indices has further 

reduced institutional share ownership in BDCs which has resulted in reduced BDC share 

liquidity and increased capital raising costs.  Access to the capital markets is of particular 

importance for BDCs, because they are limited in their ability to retain capital.  This is because 

BDCs are required to distribute a minimum of 90% of their taxable earnings annually and, as a 

practice, they typically pay out dividends at a relatively stable level.

The impact on the total number of public BDCs and their assets under management 

(“AUM”) as a result of their removal from the MSCI, Russell and S&P indices in 2014 is 

palpable, as the chart included as Attachment A shows.  The steady growth in the number of 

public BDCs for more than a decade prior to 2014 has flattened since that time. In addition, the 

chart also shows that while AUM grew rapidly starting in 2010, it has declined during the last 

two years.

After the exclusion of BDCs from the MSCI, Russell and S&P indices, institutional 

ownership of BDCs also declined significantly.  Earlier this year, one of the most respected 

research analysts on the BDC sector examined voting participation rates in BDCs and concluded 

that retail shareholders get better governance from the BDCs they’re invested in when the BDCs 

  
18 See Removal of BDCs from Indices May Reduce Equity Access, Fitch Ratings (March 

13, 2014) available at: 
https://www.fitchratings.com/gws/en/fitchwire/fitchwirearticle/Removal-of-
BDCs?pr_id=823651. 

19 CEFA’s Closed-End Fund Universe (December 31, 2014).
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have strong/significant institutional ownership.20  Conversely, governance suffers when 

institutional ownership is lower.  Institutional investment is imperative for providing access to 

capital for BDCs, which in turn supports the liquidity of BDC shares, leads to improved 

corporate governance, and provides greater protection for all BDC shareholders, both retail and 

institutional.

4. The Staff Should Amend the AFFEs Rule FAQ to Exclude BDCs

The most efficient and direct way to remedy the disparate treatment of BDCs is simply to 

amend the AFFEs Rule FAQs to exclude BDCs.  Our proposed AFFEs Rule FAQ is as follows:

Question 9

Q:  Although REITs are not excluded from the definition of “investment company” under 
sections 3(c)(1) and 3(c)(7) of the Investment Company Act, and are instead excluded 
under section 3(c)(5), AFFE disclosure requirements do not apply to REITs.  Like REITs, 
BDCs operate a portfolio of financial assets (loans for BDCs, real estate for REITs) that 
requires sourcing and managerial expertise, and their fees and expenses are materially 
identical to those of REITs.  Does instruction 3(f)(i) to Item 3 of Form N1-A require an 
Acquiring Fund to disclose fees and expenses associated with investments in BDCs?

A:  No.  Like REITs, BDCs are not considered to be traditional pooled investment 
vehicles of the type targeted by the AFFE disclosure requirements.

  
20 Wells Fargo Securities Equity Research, “The 1Q17 BDC Scorecard” (January 18, 2017) 

(“lower institutional ownership led to a much less engaged shareholder base, which, in 
turn, led to much less corporate governance on behalf of retail investors. . . .  Large 
institutional investors are often much better about actively vetting corporate/board 
proposals).”
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