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Abstract: Understdﬁdéng ‘accounting rules is
important, as the spectacular failure of Enron
clearly demon&ﬁa:é;; For financial advisers, even
subtle accounting ﬁct; are relevant if they could
alter the recommendations made to clients. For
example, a4 recent accounting rule change requires
advisers of closed-end funds to expense (rather than
amortize) commissions they pay to underwriters at
the fund’s initial public offering. This change
greatly increases earnings volatility for “independ-
ent” asset managers, those who are advisers but not
underwriters. Independent advisers have tended to
offer the majority of equity closed-end funds. Con-
solidation, departure, or nonentry of independent
advisers could reduce competition and impact costs
for equity closed-end funds, which tend to invest in

special situations or in illiquid stocks.
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Introduction

nabled by recent legislation,! the financial service

industry continues to consolidate with the goal of

providing clients with integrated advice and “one-
stop shopping.” Consolidation could also enhance scale
economy and other competitive advantages such as
improved access to capital and technology. But conver-
gence in the financial service industry also occurs for
subtle reasons. In addition, consolidation doesn’t always
benefit the client. Along with the larger trends, financial
service professionals should understand these subtle issues
as they can also lead to restructuring, to changes in com-
petition and cost visibility, and ultimately to changes in
recommendations they make to clients.

This article examines a controversial accounting
ruling by the Financial Accounting Standards Board
(FASB) in late 1998 that requires advisers of closed-end
funds to expense (rather than amortize) commissions
they pay to underwriters for sale of shares to the pub-
lic.2 Comment letters to the FASB decried the change,
predicting the demise of closed-end funds in the United
States as a result. Reports of the death of closed-end
funds as an investment vehicle at the hands of this new
rule are exaggerated. However, the new rule will
increase earnings volatility for advisers who do not
underwrite their own offerings.

Although not its express purpose, the new rule

*Data used in this study are available in electronic form from C.S. Ciccotello.
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encourages the closed-end fund adviser and underwriter
to consolidate and become the same business entity.
FASB “Statement of Concepts No. 2: Qualitative Char-
acteristics of Accounting Information,” establishes a hier-
archy of accounting qualities that makes information
useful for decision making.? One of these qualities is
neutrality. According to “Concepts No. 2,” “To be neu-
tral, accounting information must report economic activ-
ity as faithfully as possible, without coloring the image it
communicates for the purpose of influencing behavior in
some particular direction”* While the ruling indirectly
encourages consolidation of adviser and underwriter, the
FASB concluded in “Concepts No. 27 that fears of this
type “could not be allowed to stand in the way of what
the Board and others considered to be @ gain in the rel-
evance and reliability of financial statements.”

This analysis has three major implications for financial
service professionals. First, consolidation pressures will exist
more in closed-end equities where independent advisers are
prevalent, as opposed to debt where most advisers are also
underwriters. Consolidation alters competition, and the
benefits of competition in closed-end fund equities are
important. Closed-end equity funds often hold special sit-
uations or highly illiquid stocks, such as those in emerging
markets. In both cases, expenses can be quite high.

Second, any convergence among underwriter and
adviser in closed-end funds is likely to make costs more
opaque and thus harder to compare. It is easier to assess sep-
arate commission and management fee costs across com-
panies than it will be to assess the combined cost within a
company. The specific illustration using closed-end funds
provides another example of the continuing movement in
the financial service industry toward institutional opacity.

Third, the analysis shows that it is dangerous for
financial service professionals to ignore even the “arcane”
accounting issues in their industry. Those advising insti-
tutional investors should be especially concerned in this
case since their clients might well be buying large stakes
in closed-end initial public offerings (IPOs). Even indi-
vidual investors can be served if their financial adviser
recognizes how the rule changes might impact costs and
cost visibility in the closed-end fund product.

Closed-End Funds

The FASB rule change in 1998 caught the closed-
end industry in the midst of a slump. Similar to other
financial products, closed-end funds have had their ups
and downs. Over much of the 1990s, growth in the
number of new closed-end funds has been slow. Despite
this waning growth, closed-end funds offer unique
advantages to investors, such as the opportunity to own
part of a portfolio of illiquid investments.¢

Indeed, closed-end funds have had a long and inter-
esting history as an investment vehicle. Researchers have
encountered puzzles in closed-end funds that defy easy
solution. Malkiel, for example, wrestled with explaining
why seasoned closed-end funds often trade at a persistent
discount to net asset value (NAV).7 Nearly 20 years later,
Malkiel noted that the reasons for this apparent anom-
aly continued to be interesting research issues.®

Discounts per se are not necessarily bad for investors.
A common piece of investment advice is to purchase a
closed-end fund at a discount and wait for its market
value to return to the no-arbitrage NAV. Prior to the
early 1990s, however, advisers sold initial offerings of
closed-end funds to investors at a premium.

Peavy and Weiss studied the traditional IPO process for
closed-end funds.” Using samples of offerings during the
1985-1987 period, they observed that investors directly bore
the costs of the underwriter’s spread (commission). Imme-
diately after the issuance of the shares, the offering costs
were charged to paid-in-capital of the fund, resulting in a
decrease in the fund’s NAV. As a result, each fund was ini-
tially priced in excess of its original NAV by an amount
equal to the underwriters’ offering costs.

With the rotation from a premium at the initial
offering to a discount in a seasoned fund, purchasing the
shares of a closed-end fund 1PO was not an optimal strat-
egy. Investors eventually came to realize that shares could
often be bought in the secondary market for a lower
price than at the offering. This investor recognition made
the successful launching of closed-end funds difficult.

To sell to a better-informed public, closed-end fund
advisers turned to new offering methods. Starting in
about 1992, advisers began to pay the commissions them-
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selves rather than have the public purchase the [PO shares
at a premium to NAV. In turn, the advisers recovered the
commissions in the form of an increased advisory fee
charged to investors over time. Over the past five to seven
years, this practice of “fronting” commissions has become
virtually uniform in the closed-end fund industry.

Rule Changes

The FASB’s Emerging Issues Task Force (EITF)
eventually came to address the issue of how the adviser of
a closed-end fund should account for the fees paid to
underwriters for the sale and distribution of the shares of
the fund.10 The opinion of the FASB staff was that these
expenditures of the adviser were start-up costs and did
not meet the definition of an asset. Quoting from the
FASB Staff Announcement:

“...the staff believes that the costs incurred by the
closed-end fund advisor are start-up costs, which should
be accounted for (effective for fiscal years beginning after
December 15, 1998) in accordance with AICPA State-
ment of Position 98-5, Reporting the Costs of Start-Up
Activities. Accordingly, the staff has concluded that offer-
ing costs incurred by an investment advisor in connec-
tion with the distribution of shares of a closed-end fund
should be expensed as incurred by the advisor.”!!

Prior to this ruling, most advisers had amortized
the commission expenses over a 5-10-year period. The
new rule requires the use of a “cumulative effect of an
accounting change” methodology. Along with expensing
all future commissions, any unamortized commissions
from previous IPOs must be fully expensed in the year
the accounting change becomes effective.!?

Numerous comment letters to the FASB argued against
the change on the basis of accounting merits. They main-
tained that the amortization treatment matches revenues
(advisory fees) that are expected for a number of years in the
future with expenses (amortized cost of commissions). The
following excerpt from a comment letter was typical:

“We believe that the commission payment is made
with the intention of acquiring a long-lived revenue stream,
namely the advisory fees from management of the closed-
end fund. Based on that definition, the commission pay-

ment should be capitalized as an amortizable asset.”!3

Along with these accounting arguments, oppo-
nents asserted that the rule would severely damage the
domestic closed-end fund industry. The following
quote was representative:

“Such a rule, if adopted by the Commission, will
thwart development of new closed-end investment com-
panies and will put U.S. fund sponsors at a serious com-
petitive disadvantage to foreign sponsors. These results
will subvert the policies underlying the 1940 Act and are
contrary to the interests of investors and the public at
large, world capital markets, and U.S. fund sponsors.”14

Another criticism of the new rule was that it would
greatly increase the volatility of adviser earnings. Com-
ment letters argued that smooth earnings are the hall-
mark of investment advisers, and that the added volatil-
ity would undermine the market’s assessment of adviser
value. The following was a typical argument:

“Sponsors would be required to list single quarter
expenses reaching $50 million or more in the cases of
several recent billion-dollar offerings (with little or no
offsetting income at the time). The proposal would also
create high earnings volatility for sponsors of closed-end
funds. Consistency of earnings is vital to asset manage-
ment companies.” !

Questions and Answers

Given the rule change and the opposition to it, this
article addresses two questions. First, how will this rule
change affect the closed-end fund industry? Second, how
will chis rule change impact closed-end fund advisers?

Data

The data includes all firm commitment offerings of
closed-end funds on the NYSE, the AMEX, and NAS-
DAQ from 1992 to 1997 with an initial offering price
of at least $1. The year 1992 marks the approximate
time when advisers began to fund underwriting com-
missions themselves. The data ends in 1997 to capture
the industry (and company) position prior to the
accounting change. Obtained from Securities Data Cor-
poration and from individual offering prospectuses, the
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data includes the offering date, the name and initial
market value of the fund, and the principal underwrit-
ers. Data from Lipper Analytical Services reveals the
adviser and investment objective.!0

The intersection of the IPO and Lipper data allows the
identification of closed-end funds where the investment
adviser is also one of the principal underwriters. This infor-
mation is critical to the analysis of the effects of the account-
ing change. If the adviser is also the underwriter, then the
commission expenditures incurred by the adviser are rev-
enue to the underwriter. At the limit, if the adviser is the sole
underwriter, the net cost to the entity is zero.!” This means
that the accounting change has no impact on the entity that
underwrites its own closed-end offerings. If the adviser is not
an underwriter, then the change is meaningful since the
expense is borne by the adviser organization.

Impact on the Closed-End Fund Industry

Table 1 shows a breakdown of closed-end fund offerings
from 1992-1997. Offerings where the adviser is one of the
principal underwriters are called “integrated.” Offerings
where the adviser is not one of the principal underwriters are
called “independent.” Table 1A shows that 60 percent of all
offerings are integrated over the 1992-97 time frame. On a
proceeds basis, offerings by integrated advisers also outweigh
those by independent advisers. Since integrated advisers
already offer and manage the majority of closed-end funds,
one immediate inference is that the accounting change is not
likely to eliminate closed-end funds as an investment vehicle.

Tables 1B and 1C break out the sample by type of
offering. Debrt offerings make up about 80 percent of
the closed-end offerings over the 1992-97 time frame.
Interestingly, integrated advisers manage nearly three-
quarters of the debt offerings but only about one-third
of the equity offerings.

Since independent advisers manage the majority of
recent closed-end equity offerings, the effects of the rule
change could be significant for the equity sector of the
closed-end fund industry. IPOs of equity closed-end funds
tend to have higher underwriting commissions than debt
offerings.!® Since the total earnings charge is the under-
writing spread percentage applied to the market value of the

offering, independent advisers face legitimate concerns
about larger equity offerings’ impact on their financial
statements. But for many closed-end equity funds, such as
those in emerging markets, a large fund size is essential to
provide managers with reasonable opportunities to invest,
diversify, and operate with economies of scale.

Table 2 shows that offerings by independent advisers
have been larger, on average, than those done by inte-
grated advisers (an average of $182.9 million versus
$138.9 million) over the 1992-1997 period. Underwrit-
ing commissions tend to be lower on a percentage basis
for larger offerings, so an independent adviser should try
to reduce costs by having fewer (but larger) offerings.
Under the new accounting treatment, this strategy will
result in a more volatile earnings stream for the adviser.
The burden of direct expense of the offering costs appears
to reduce independent adviser offering flexibilicy.

Impact on Closed-End Fund Advisers

Table 2 shows the leading integrated and independent
advisers of closed-end fund offerings over the 1992-1997
period. Among the integrated advisers, John Nuveen has
the highest number of offerings, although they tend to be
smaller in size than others like Merrill Lynch. It is appar-
ent that large integrated advisers such as Merrill and Mor-
gan Stanley are very prominent in closed-end funds.

The rule change has littde impact on large under-
writer advisers like Merrill Lynch if these advisers tend to
underwrite most of the closed-end offerings themselves.
Merrill Lynch is the sole lead underwriter on about 90
percent of its 42 closed-end offerings over the 1992-
1997 period. Moreover, any commissions paid to other
syndicate members are miniscule relative to Merrill’s
massive revenue and profit base.

Independent advisers have no underwriting spread
revenue to offset the costs that must now be expensed as
of the offering. Some independent advisers face less finan-
cial statement impact since they are a subsidiary of a much
larger entity. Blackrock, for example, is a subsidiary of
PNC. Other advisers, such as Putnam, remain private
and do not face the public scrutiny of earnings variability.
Private entities still may face problems with debt covenants
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TABLE 1
Summary of Closed-End Fund IPOs: 1992-1997
A: Total IPOs (debt and equity)*
Total IPOs Percent Integrated**
Number of Total Average Number of Dollar Value
Year offerings ($M) ($M) offerings ($M)
1992 88 $15,809.2 $179.7 66% 60%
1993 111 $16,140.4 $145.4 62% 52%
1994 38 $5,395.6 $142.0 45% 39%
1995 2 $102.0 $51.0 0% 0%
1996 4 $162.9 $40.7 25% 61%
1997 6 $988.5 $164.8 83% 86%
Total 1992-1997 249 $38,598.6 $155.0 60% 54%
B: Debt IPOs
Total IPOs Percent Integrated**
Number of Total Average Number of Dollar Value
Year offerings ($M) ($M) offerings ($M)
1992 74 $14,697.4 $198.6 73% 63%
1993 95 $14,045.5 $147.8 69% 58%
1994 12 $1,351.3 $112.6 67% 61%
1995 0 0 0 N/A N/A
1996 0 0 0 N/A N/A
1997 5 $847.5 $169.5 100% 100%
Total 1992-1997 186 $30,941.7 $166.4 72% 62%
C: Equity IPOs
Total IPOs Percent Integrated**
Number of Total Average Number of Dollar Value
Year offerings ($M) ($M) offerings ($M)
1992 11 $873.6 $79.4 36% 24%
1993 1 $1,415.6 $128.7 27% 13%
1994 19 $2,316.7 $121.9 47% 55%
1995 1 $69.0 $69.0 0% 0%
1996 4 $162.9 $40.7 25% 61%
1997 1 $141.0 $141.0 0% 0%
Total 1992-1997 47 $4,978.8 $105.9 36% 35%

* A includes 16 closed-end IPOs that could not be classified as debt or equity in B and C due to unavailability of the
prospectus for those funds.

** “Integrated” is when the fund’s investment adviser is also one of the principal underwriters in the offering.
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TABLE 2

Advisers in Closed-End Fund IPOs: 1992-1997

A: Integrated Advisers*

Number of
offerings
Nuveen 47
Merrill Lynch 42
Morgan Stanley Dean Witter 18
Piper Jaffray 9
Paine Webber 9
All others 25
Total 150
B: Independent Advisers
Number of
offerings
Blackrock 14
Putnam 8
Delaware Management 8
Alliance Capital 7
Franklin Templeton 6
All others 39
Total 82

Proceeds size Average offer

($M) ($M)
$4,500.7 $95.8
$7,009.1 $166.9
$3,314.6 $184.1
$1,542.5 $171.4
$1,442.3 $160.3
$3,030.9 $121.2

$20,840.1 $138.9

Proceeds size Average offer

($M) (smM)
$3,162.3 $225.9
$886.5 $110.8
$582.1 $72.8
$1,661.0 $237.3
$1,137.4 $189.6
$7,567.8 $194.0
$14,997.1 $182.9

*"Integrated” is when the fund’s investment adviser is also one of the principal underwriters in the offering.

triggered by more volatile profitability and leverage ratios.

Publicly held independent advisers provide an oppor-
cunity to directly assess the financial statement impacts of
the accounting change. Figures 1 and 2 present the results
of a reconstruction of the financial statements of two
prominent publicly held independent closed-end advisers,
Alliance Capital and Franklin-Templeton, respectively.
To illustrate the effects of the new accounting rule, the fig-
ures show the percentage change in the firm’s actual quar-
terly net income that would have occurred if commissions
had been expensed since the beginning of 1992.1

Both companies would have had lower income in
the first quarter of 1992. This is due to the effects of the
cumulative change in accounting principle. It requires all
prior amortized commissions to be expensed in the quar-
ter that the change becomes effective. Beyond the initial
effect, the voladility impacts of the rule change remain

very apparent. Alliance Capital had seven closed-end fund
offerings over the 1992-1997 period. Three of the offer-
ings were in 1993, where decreases of nearly 50 percent in
quarterly income would have occurred in the third quar-
ter. Under the new rule, clustered offerings create lumpy
charges that result in higher earnings volatility.

Figure 2 illustrates a similar pactern for Franklin-
Templeton, who had a total of six offerings over this
period. The biggest percentage change in income occurs
during the third quarter of 1993. This is because Franklin
launched two large funds, Templeton China World, and
Templeton Emerging Markets, during that third quarter.

The effects on Alliance and Franklin-Templeton are
noticeable even though these advisers are quite large.
Alliance, the smaller of the two, had total revenues of
approximately $1 billion in 1997. Despite these advisers’
size, closed-end commission charges appear to be large
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enough to influence the timing and size of offerings.
Arguably, these added constraints make it more difficult for
independent advisers to compete with integrated advisers.

The financial statement impacts of the accounting

Percent Change in Net Income

Percent Change in Net Income

Accounting Change Impact on

Quarterly Net Income for Alliance Capital: 1992-1997
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FIGURE 2

Accounting Change Impact on

Quarterly Net Income for Franklin Templeton: 1992-1997
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change would be more severe on smaller independent
closed-end fund advisers. The comment letter criticism
that the accounting change would deter new independ-
ent entrants into closed-end funds seems to be especially
appropriate. The accounting change thus appears to
deter entry into the closed-end fund industry and
encourage consolidation of existing independent advis-
ers with underwriting institutions.

Concluding Observations—
Why Should Advisers Care?

Despite strong opposition to the change, advisers of
closed-end funds must now expense the commissions paid
to underwriters to sell the fund’s shares. The analysis in this
article suggests it is unlikely that this accounting change
will eliminate closed-end funds as an investment vehicle in
the United States. This is because integrated advisers (those
who both underwrite and advise) have already established
a prominent position in the industry.

The rule could have differing impacts in the debt
and equity sectors of the industry, however. During the
period from 1992 to 1997, integrated advisers conducted
the super-majority of debt offerings. But during this
same time frame, independent advisers conducted about
two-thirds of the equity closed-end fund IPOs.

Under the rule, independent advisers will face increased
earnings volatility, especially if they are small in size or have
large and/or clustered offerings. Independent advisers could
time and size offerings to reduce the impact of the change
on their financial statements. Such reductions in flexibility
would arguably make them less comperitive. Although not
its purpose, the accounting change by the FASB creates
incentives for existing independent advisers to merge with
underwriters—or leave the industry. Consistent with com-
ment letter claims, the rule change will also deter entry by
those advisers who do not underwrite offerings themselves.

Turbulent markets have chilled both domestic and
international equity markets over the last few years. Thus,
linking closed-end equity advisers’ actual merger or exit
decisions to the rule change in 1998 is difticult. Any inac-
tivity or consolidation could be market driven, as well as
rule driven. Regardless, financial service professionals who
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advise their clients to invest in closed-end equity funds
should be aware of the ongoing impact. Competition
among closed-end equity funds is very important since
these vehicles often hold portfolios of special situations or
highly illiquid securides. Fewer independent advisers could
thus hurt cost competition as well as reduce cost visibility.
The bottom line is that issues impacting the reported
profitability of firms in the financial services industry can
affect industry structure and should matter to those who
earn their living as a financial adviser. ll
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