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May 29, 2015

Secretariat of the Financial Stability Board
c/o Bank for International Settlements
CH-4002

Basel, Switzerland

Re:  Consultative Document(}, Assessment Methodologies for Identifying Non-Bafon-
Insurer Global Systemically Important Financialtitugions

Dear Sir or Madam:

Pacific Investment Management Company LLC (“PIMC@ppreciates the opportunity
provided by the Financial Stability Board (“FSB™dxInternational Organization of Securities
Commissions (“IOSCO”) to comment on the Consul@tocument (%) on Assessment
Methodologies for Identifying Non-Bank Non-Insut@tobal Systemically Important Financial
Institutions (“NBNI G-SIFIs”) (“Second Consultatitn

PIMCO is registered as an investment adviser wath W.S. Securities and Exchange
Commission (“SEC”) and as a commodity trading aelvesnd a commodity pool operator with
the U.S. Commodity Futures Trading Commission (“CAT As of March 31, 2015, PIMCO
managed approximately $1.59 trillion in assets ahalf of millions of individuals and
thousands of institutions in the United States ghabally, including state retirement plans,
unions, university endowments, corporate definedtrdzution and defined benefit plans, and
pension plans for teachers, firefighters and ogfemernment employees. PIMCO manages both
separately managed accounts (“SMAS”) in accordawite specific investment guidelines and
objectives specified by our clients, and funds tae offered to institutional and individual
investors. In the case of all of these managemmenices, PIMCO is engaged in the long-term
investment management of our clients’ assets akiaidry.

PIMCO does not engage in proprietary trading feroiivn account nor does it hold client
funds on its balance sheet or provide balance daeding. Further, PIMCO is not engaged in
activities outside of traditional investment marageat services, such as those related to
securities lending (or indemnification thereof)icprg, technology or custodial functions. We
have never used our balance sheet to support oamgjea performance of a fund in our 44 year
history. Indeed, as a fiduciary to clients who prignarily saving for retirement, our principal
goal is to make sound, long-term investments thtitmeet our clients’ objectives and provide



them with stable returns that are consistent vhtrtrisk preferences over their desired time
horizons.

PIMCO believes the Second Consultation does natrately reflect the risks associated
with investment funds or the asset management indas a whole, nor does it provide a fair
basis upon which the public can meaningfully prevabmment. We offer the following key
points regarding the Second Consultation for caraiibn by the FSB and I0OSCO (collectively,
“FSB”), followed by our comments on specific maadity thresholds and indicators as set forth
in the Second Consultation.

I. Broadly, the Second Consultation Represents a Siditiant Step Backward, Continues
to Advance an Approach Based on Hypothetical Scenias, and Could Have Material
Unintended Consequences if Not Modified.

As a general matter, PIMCO, as a large, active eigérticipant, has a vested interest in
transacting in a stable, robust and deep finamgket system in order to satisfy its fiduciary
obligations to its clients. We are interested eeisg market fragilities addressed and systemic
risk reduced through different avenues, includingpag and effective regulation where
appropriate. To this end, we have encouraged atmyslto identify specific systemic risks about
which they are concerned and to consider apprapaictivities-based, industry-wide remedies.

With that as context, we believe the Second Coasoit represents a significant step
backward by again suggesting a construct of eteitg designation while purporting to take an
activities-based approach.n addition, the Second Consultation fails tovide any empirical
evidence as to why it continues to focus on invesinfund$ and fails to justify the inclusion of
asset managers when the first consultative docurfi€irst Consultation”) argues that asset
managers shouldot be included. Further, it does not appear that any of the Betaind

For purposes of this letter, we refer only toeistment funds and asset managers.

Seel etter from Douglas M. Hodge, Chief Executive ©ffi, Pacific Investment Management Company
LLC to Secretariat of the FSB, regarding the F¢shsultation (Apr. 7, 2014) (“PIMCQO’s Comments to
the First Consultation”), available at http://wwecsgov/comments/am-1/am1-40.pdf.

3 SeeFSB, I0SCO, Consultative Documentq2 Assessment Methodologies for Identifying Non-Ban
Non-Insurer Global Systemically Important Finandradtitutions, 8 (Mar. 4, 2015).

The Second Consultation refers to investmentgund does not define the term. For purposesisf th
Letter, “investment funds” means collective invesiivehicles that are advised by asset managers. |
addition, open-end funds that are mutual with tB€ &s investment companies under the Investment
Company Act of 1940, as amended (the “1940 Act?) Hrat operate with a floating net asset value
(“NAV") are referred to as “U.S. mutual funds,”tdo not include money market mutual funds, which
seek to maintain a stable NAV.

5 SeeFSB, I0SCO, Consultative Document, Assessment Mietlogies for Identifying Non-Bank Non-
Insurer Global Systemically Important Financialtingions, 30 (Jan. 8, 2014) (“First Consultatian”)



extensive comments submitted in response to thst Ronsultation were taken into
consideration in the development of the Second dti®on. The Second Consultation appears
to make sweeping claims that are based on hypo#hetand over-simplified assumptions that
are not supported by empirical evidence. Indekd, RSB effectively acknowledges that its
analysis ignores therobability of a risk occurring in favor of a hypothetical eoaric impact

Moreover, the Second Consultation, similar to thhetFConsultation, fails to include any
discussion of how entity-level designation wouldli@$s systemic risk or provide any insight
into the regulatory requirements and policy meastinat would be imposed on a fund or asset
manager to achieve those risk reductions. AngdtlgetSecond Consultation insists that its focus
is on “risks that are best addressed through aydason-based approach. This is seemingly
irreconcilable: the Second Consultation asserts ithbocuses on risks in which designation
would be the most effective tool, while at the same it has yet to consider what designation
would entail in the first place.

Without specificity, it appears that regulatorslvalrsue a prudential-based regulatory
regime, similar to the approach used for othergieged companies and consistent with the
assertions of the FSB in 2013, in which it declatteat any financial intermediary not already
regulated as a bank should be subject to bankplikdential regulatiofi. As we have previously
argued® bank-like regulation is fundamentally incompatibléth an asset manager's agency
business model and its fiduciary duty to act in blest interests of its clients. Indeed, capital
buffersat the asset manager levate not meaningful because asset managers geneéoatiot
engage in proprietary trading and client assethenU.S. are segregated from the assets of the
asset manager at all times. Similarly, capitabnegnents imposed at theutual fundor SMA
level are inconsistent with the asset managers’ fidyailrty to follow client mandates, meet
certain investment criteria, and maximize outcofmegach individual client.

We believe that should the FSB proceed with desigmeaand subsequent prudential
regulation, there would bsignificant unintended consequence$or no discernible regulatory
benefit — for the millions of retirees who dependasset managers to manage their savings for
retirement and other purposes. Indeed, for né&lyears in the U.S., the mutual fund vehicle
has provided access to investments that would wteerbe unavailable for millions of people
trying to save for retirement, educational expemsesther personal reasons. Designation would
forever alter the mutual fund industry by unnecabsancreasing costs for investors and
creating an uneven playing field among asset masagehis will invariably have the effect of

Second Consultatiosuypranote 3, at 10.
Second Consultatiosuypranote 3, at 31.
Financial Stability Board, Strengthening Oversighd Regulation of Shadow Banking, ii (Aug. 2912)

SeePIMCQO’s Comments to the First Consultatisapranote 2.



increasing costs and limiting customer choice — atioinately access to various retirement
vehicles — for the millions of savers around theldiaho depend on these servics.

Instead of pursuing the designation approach adlim the Second Consultation, we
encourage the FSB to withdraw the Second Consuitatnd work with relevant home country
regulators to address specific concerns and recom@ehancements to national activities-based
regulation. Indeed, an activities-based approash ot only been pursued by the Financial
Stability Oversight Council (“FSOC”) and recommeddss a best approach by the International
Monetary Fund (“IMF”)** but we understand it is also being contemplatethbyrSB"

II. The FSB’s designation process is flawed and couldstablish conflicting regulatory
regimes.

As a matter of principle, the FSB should nevertacdopt standards for designation on
types of entities or financial products until thénpipal national regulator(s) for such products or
entities has provided input and agreed that des@mas appropriate. The expertise of the
national regulator should play a significant rotethe FSB’s determinations and appropriate
deference to the analyses and conclusions of ratregulators on these issues should be shown.
For the FSB to act in advance of such determinatisauld not only rob its members of the
benefits of valuable insights provided by the looagulator(s), but more importantly, could
result in inconsistent and conflicting regulatibattapplies across jurisdictions.

Since the overwhelming majority of entities likatycome within the scope of the FSB’s
findings are U.S.-based mutual funds and asset geasida the FSB should suspend any
judgment on the question of designation of mutualdé and asset managers until the SEC and
the FSOC have finished their work on the asset gemant industry and reached conclusions
on these matters. Indeed, the SEC is expectedvanae rulemakings on asset management
activities that are directly related to many of theas of concern outlined in the Second
Consultation, including liquidity management, datives, transition planning and stress t&5ts.
Furthermore, the FSOC recently received extensiventents in response to its Notice Seeking

10 SeeMike McNamee, Chief Public Communications OffickZ], How SIFI Designation Could Lead to a

New Taxpayer Bailout, (May 14, 2014),

http://www.ici.org/viewpoints/ci.view_14 financiatability 05.print..
1 IMF, Global Financial Stability Report: NavigagitMonetary Policy Challenges and Managing Risks,
(Apr. 2015), http://www.imf.org/External/Pubs/FT/SGR/2015/01/pdf/text.pdf.

12 Press Release, Financial Stability Board, Meatiintpe Financial Stability Board in Frankfurt, i4r. 26,
2015), http://www.financialstabilityboard.org/wp+tent/uploads/Press-Release-FSB-Plenary-Frankfurt-
final-26Mar15.pdf.

13 Committee on Capital Markets Regulation, NothHihg the Facts: FSB-IOSCO Proposal for SIFI
Designation, (Mar. 24, 2015), http://capmktsregapg/uploads/2015/03/2015-03-
24 Nothing_But_the Facts FSB_asset _managers.pdf.
14 SeeDave Grim, Acting Director, SEC, Div. of Inv. MgmRemarks at the IAA Compliance Conference
(Mar. 6, 2015), http://www.sec.gov/news/speech/misyéaa-compliance-conference-2015.html.



Comment on Asset Management Products and Activities “Notice”), which cover many of
the issues raised in the Second Consultdfiott. makes sense for the FSB to review results of
the SEC and FSOC efforts before advancing its owtergially conflicting designation
framework.

Should the FSB proceed in advance of the SEC a@CEF& is at risk of creating an
irreconcilable patchwork of conflicting internatmnregulatory regimes for asset managers and
the funds they advise. Under the Dodd-Frank Wia#e® Reform and Consumer Protection Act
of 2010 (“Dodd-Frank Act”), the FSOC is authorizeddesignate nonbank financial institutions
as systemically important (“SIFIs”). The FSOC had finalized the process for designating
SIFls and, as described in the Notice, is stillstdering whether and to what extent the activities
of asset managers should be subject to designalibe. FSOC has also asserted that its process
for designating SIFIs is distinct from that of tR8€B and that FSB designations have no legal
effect in the United Staté§. Yet, this is inconsistent with the FSB’s expdoctatthat member
countries adopt and implement the FSB’s regulatornystruct; indeed, FSB Chair Mark Carney
recently stated that the FSB’s decisions must vec€i[fjull, consistent and prompt
implementation” by its member countries and thofferts will be subject to “enhanced
monitoring of implementation and its effects acraijurisdictions.”’ As a result, any NBNI
G-SIFI designation activities pursued by the FSBhaut regard for the FSOC’s process would
inevitably lead to conflicting regulation, would thotherwise reconcile with constitutional
principles in the United States, and therefore @dnd subject to legal challenge. Avoiding such
outcomes should be of paramount concern for a fuatitioning international regulatory system.

lll. The FSB fails to give serious consideration to thexisting regulatory framework under
which asset managers and their funds operate.

The Second Consultation fails to sufficiently calesi the existing regulatory
environment in which the asset management indugigrates, despite numerous responses to
the First Consultation highlighting the extensiegulation to which mutual funds and asset
managers are subjeft. Because the materiality thresholds as currendgceived would
primarily capture U.S. asset managers and mutuadsfuit is a critical flaw that the Second
Consultation fails to consider the robust and ¢iffecU.S. regulatory framework under which

15 Financial Stability Oversight Council: Noticeekéng Comment on Asset Management Products and

Activities, 80 Fed. Reg. 7595 (Feb. 11, 2015). @mnts on the Notice were due on March 25, 2015,
whereas the Second Consultation was released ochMa2015.
16 SeeU.S. Dep't of Treasury, Financial Stability OvetsigCouncil, Nonbank Designations — FAQs,
Response to Question {Heb. 2015).
http://www.treasury.gov/initiatives/fsoc/designaitsdP ages/nonbank-faq.aspx#11.
1 Letter from Mark Carney, Chair, Financial StalgilBoard to G20 Finance Ministers and Central Bank
Governors, 1 (Feb. 4, 2015), http://www.financialslityboard.org/wp-content/uploads/FSB-Chair-lette
to-G20-February-2015.pdf.

18 SeePIMCO’s Comments to the First Consultatisapranote 2.



these entities operate — a framework that sigmflgamitigates the potential for funds and their
managers to transmit systemic risk.

In the U.S., asset managers are subject to extensgulation, including but not limited
to the 1940 Act and rules thereunder, which regslakegistered investment companies; the
Investment Advisers Act of 1940, as amended, wimgboses numerous fiduciary, disclosure
and record-keeping obligations on investment adsjshe Securities Act of 1933 and Securities
Exchange Act of 1934, which regulate trading andkeiplace activities; the Commodity
Exchange Act, which regulates the futures and swapsket; the Dodd-Frank Act, which
requires the clearing of derivatives in addition dther risk-reducing measures; and the
Employee Retirement Income Security Act (“ERISAf)dugh their ERISA clients.

Similarly, the Second Consultation fails to acknedge that the SEC’s extensive
regulatory regime for U.S. mutual funds — one tied successfully and solidly endured through
nearly 75 years of multiple market cycles, businemstractions and financial panics - directly
addresses and mitigates funds’ propensity to transsk systemically. These regulatory
requirements include:

. Strict requirements regarding the use of significahleverage: U.S. mutual funds are
subject to strict requirements regarding the uskewdrage. For example, immediately
after any borrowings for investment purposes, tiheust be at least 300% asset coverage
for all borrowings of the fund (i.e., a mutual fumday maintain leverage through
borrowing for investment purposes up to a maximdrh. times the fund’s total assets).
Practically, many U.S. mutual funds engage in aimmthamount of leverage.

. Liquidity restrictions under applicable regulation: U.S. mutual funds are restricted in
their ability to hold illiquid assets as portfoliosust hold at least 85% liquid assets and
all diversified mutual funds must limit investmeimsa single issuer (generally limited to
25% of the fund’s assets); moreover, U.S. mutuati$uare not allowed to invest more
than 5% in a single financial entify. Further, “illiquid” securities in a mutual functed
to be congruent with the fund’s objectives and nfagstble to be priced daily. This is in
notable contrast to loans held on a bank’s balaheet.

19 Investment Company Act of 1940, 15 U.S.C. 8§ 88€)(1) and (h). All statutory references to trgQ
Act are to 15 U.S.Gs 80a, and unless otherwise stated, all referercedds under the 1940 Act are to
Title 17, Part 270 of the U.S. Code of Federal Ratgans;seeDan Waters, Managing Directdl
Global, Preliminary Observations: FSB Proposed NBNSIFI Methodology for Investment Funds, 15, 18
(Mar. 2014).

20 See1940 Act, 15 U.S.C. § 80a-5(b)(IRevisions to Guidelines to Form N-Mol. 57 Fed. Reg. 9828
(Mar. 20, 1992) (limiting a fund’s holding in illigd assets to 15%); 15 U.S.C. § 80a-12(d)(3) and 17
C.F.R. §270.12d3-1.



» Straight-forward capital structure: Open-end mutual funds maintain simple capital
structures because they are prohibited from isssergor securities and thereby avoid
priority claim problems in the case of liquidatith.

* Full collateralization of counterparty obligation: Mutual funds must segregate or
earmark assets equal to 100% of any obligationdouaterparty created through the use
of derivatives, or enter into offsetting derivatpesitions®?

Additionally, the Second Consultation ignores tleeent efforts that are designed to
expressly reduce systemic risk, especially thosdified in the Dodd-Frank Act. William
Dudley, the President and CEO of the Federal ResBank of New York has stated that
“[s]ystemic risk is being reduced in a number ofysa in reference to new requirements for
central clearing and margin requirements for swapsl enhanced regulation of central
counterpartie§® Similarly, SEC Chair Mary Jo White recently notedt Title VII of the Dodd
Frank Act reduces systemic risk in the market,udcig through central clearing and margin
requirements for derivativés. We note that PIMCO was an early adopter of céntearing and
began voluntarily clearing client swap transactidos to the benefits of counterparty credit risk
reduction years before the requirements of the Eferdahk Act were effective.

Further, in addition to clearing requirements, Baeld-Frank Act also requires that large
users of derivatives are subject to registratiaquirements and attendant regulation as major
swap participants (“MSPs”). Indeed, the MSP catggeas specially designed to address swap
users that, by virtue of high levels of swaps ausity-based swap activities, “create substantial
counterparty exposure that could have serious adveifects on the financial stability of the
U.S. banking system or financial market3.” These derivatives market reforms are
comprehensive and are specifically designed tocedystemic risk and create transparency in
the market® In fact, there is a leverage component in the Nt8&shold test that is designed to
capture those entities that may cause systemis fiiskn their activities.

A Seel940 Act, 15 U.S.C. § 80a-18(f)(1).

= SeeSecurities Trading Practices of Mutual Investm€aimpanies, Investment Company Act Rel. No.

10666 (Apr. 18, 1979), 44 Fed. Reg. 25128 (Apr.18779) (“SEC Release 10666").

= William C. Dudley, President and CEO, FederaldRes Bank of New York, Remarks at the 2013 OTC-
Derivatives Conference, Paris, FraiiSept. 12, 2013),
http://www.newyorkfed.org/newsevents/speeches/204R/30912.html

2 Mary Jo White, Chair, SEC, Mitigating SystemicsRin the Financial Markets through Wall Street
Reforms, Testimony Before the United States Se@atamittee on Banking, Housing, and Urban Affairs
(July 30, 2013), http://www.sec.gov/News/Testimdstail/Testimony/1370539733678.

= 7 U.S.C. § 1a(33) (2010urther Definition of “Swap Dealer,” “Security-BaseSwap Dealer,” “Major
Swap Participant,” “Major Security-Based Swap Paifiant” and “Eligible Contract Participant’ 77
Fed. Reg. 30596, 30661 (May 23, 2012). We noterthisher PIMCO nor any of our clients are MSPs.

% SeeWhite, Testimony on Mitigating Systemic Risk in thmancial Markets through Wall Street Reforms,
supranote 24.



Lastly, while PIMCO is not an active participant ithe U.S. money market funds
(“MMFs”) business, we do note that concerns abolRd’ ability to transmit systemic rise
have been explicitly addressed by the SEC in coatitin with the FSOC. In fact, the SEC in
March 2010, adopted amendments to Rule 2a-7 uhdet340 Act, which govern the operation
of MMFs (2010 Amendments’)’ Following the adoption of the 2010 Amendments, 8EC
continued to evaluate the appropriate regulatioNlbfFs, adopting further amendments to Rule
2a-7 in August 2014 (“2014 Amendment§®).The 2014 Amendments dramatically altered the
regulation of MMFs by requiring that institutiondMFs with portfolios that were not limited to
government securities operate on a floating NAVigasffective as of October 201%.
Collectively, these efforts not only address theaswns surrounding the ability of MMFs to
transmit systemic risk, but are also an examplesftdctive activities-based, industry-wide
regulation.

IV. Focus on U.S. mutual funds is misplaced and assemis about runs and contagion
underscore the lack of understanding of the charaetistics of mutual funds and how
mutual fund managers manage risk and liquidity.

The Second Consultation’s focus on mutual funda asurce of systemic risk is simply
unfounded; it relies on hypothetical scenarios theate no proven basis, and lacks any robust
analysis to support its claims. The Second Consuttgustifies its focus on investment funds by
asserting that mutual funds could transmit rislotigh three possible transmission channels of
systemic risk should investment funds become disa@ 1) the counterparty channel, 2) the
asset liquidation/market channel, and 3) the suhahility channef® We will address these
transmission mechanisms in turn in order to unadeesevhy we believe the FSB’s focus on
funds is misguided.

1) Counterparty channel

Because U.S. mutual funds are limited in theirigbtb borrow and use leverage, any
potential counterparty exposure to these fundslaively small in terms of risk exposure. As
mentioned above, mutual funds must segregate anagkrassets equal to 100% of any
obligation to a counterparty created through the af derivatives, or enter into offsetting
derivative positions, thereby significantly limigjrits counterparty exposuté.In addition to this
requirement, U.S. regulatory structure also reguimautual funds to adequately manage their

2 Money Market Fund Reform, 75 Fed. Reg. 10060 (Mar2010). The 2010 Amendments, among other
things, required MMFs to maintain a portion of thaortfolios in instruments that can readily be wened
to cash, to reduce the maximum maturity of portfdioldings and to require additional reporting.

s Money Market Reform; Amendments to Form PF, 78.Reg. 47736 (Aug. 14, 2014).

2 The 2014 Amendments also, among other thingsydidated liquidity fees for non-government MMFs in

certain circumstances, and (ii) allowed for disomry liquidity fees and the discretionary tempgra
suspension of redemptions by non-government MME®RUertain circumstances.

% Second Consultatiosppranote 3, at 32, 33, 34.

3 SeeSEC Release 10668ypranote 22.



exposures to counterparties through strict rulganding custody of fund assets, thereby limiting
a U.S. mutual fund’s exposure to its counterparfieqn fact, U.S. mutual funds generally may
only post collateral (both domestically and abroadh qualified third-party custodians.

Moreover, it is common practice for asset managgersave internal policies that seek to
further mitigate counterparty exposure. PIMCO sdekminimize its exposure/counterparty risk
by only transacting with counterparties that meefrtan minimum credit and other
standards. Counterparties are evaluated regulsilyy both quantitative and qualitative risk
assessment methodologies. In addition, PIMCO ldaptad rigorous collateral management
practices, which include: (i) monitoring countetyagxposures by account and transaction using
proprietary technology and analytics; (ii) genargtcollateral calls daily from counterparties
whenever the intermediary position exceeds $250,000managing failed trades by employing
a dedicated team that performs oversight and faemshould a trade fail; and (iv) establishing
collateral standards under which counterpartieseageired to post only high quality collateral.

We also note that counterparties are subject taanagreements negotiated by PIMCO
on behalf of its clients for certain types of dative and forward-settling transactions. These
master agreements (i) permit PIMCO to “call” cadlal on in-the-money positions greater than
$250,000 (or the local currency equivalent); (lipw for mutual termination based on certain
credit events; and (iii) require the highest qualibllateral. Counterparty risk is further
mitigated by central clearing of derivatives unttex rules adopted pursuant to Title VII of the
Dodd-Frank Act.

2) Asset liquidation/market channel

Although we do not agree with the FSB regarding cdllthe putative channels for
investment funds to transmit systemic risk, we éwi the Second Consultation’s assertions
about the asset liquidation/market channel, whickescribes as the “impact of distress or
liquidation of an investment fund on other markattigipants through asset sales that negatively
impact market prices® are the most overstated.

* Mutual funds do not have the structural charactetiss that could lead to runs and
investors in mutual funds are typically saving foetirement and have long-term horizons.

The Second Consultation does not substantiatessisrions that mass redemptions will
lead to “runs” and “forced liquidation” and “fireales,” which could lead to “self-reinforcing

32 Seel940 Act, 15 U.S.C§ 80a-17(f) and rules thereunder, 17 C.BR70.17f-5 (2000). In addition to the
statutory and regulatory requirements, when U.Sualdunds post their assets as collateral forvagisies
transactions, U.S. mutual funds generally entey tntparty collateral control agreements with tHeS.
mutual fund custodian and applicable counterpactgating a security interest for the benefit of the
counterparty. Only the U.S. mutual fund’s custadiand not the counterparty, has custody of the
collateral. This requirement protects the U.S. ualfund from the risk of default or insolvency ité
counterparty and, accordingly, mitigates systernsic. r

B Second Consultatiosppranote 3, at 33.



movements for other investment funds, their coypaeies and the wider market” The
Second Consultation fails to cite any example nfraon a floating NAV mutual fund, and does
not explain how these alleged “self-reinforcingédback loops and “contagion” effects could
take place (especially in the absence of leveraga).fact, the only references the Second
Consultation does make to substantiate these clamngo the FSOC’s Notice, which simply
contains questions on asset management activitiepublic comment, and to a speech by
Andrew Haldane, which ultimately references the eljetliscredited report by the Office of
Financial Research.

PIMCO submits that there is no support for the pple that “runs” are an observable
risk among floating NAV U.S. mutual funds. In fagte are not aware of any instance in the
nearly 75 year history of the 1940 Act where a Un8tual fund of any significance was unable
to meet redemptions in accordance with applicable*f Indeed, U.S. mutual funds are
protected against any first-mover advantages basdtie nature and operations of U.S. mutual
funds’ floating NAVs®’

Moreover, as acknowledged by the Second Consuitaia supported by empirical data,
investors in U.S. mutual funds tend to have lorigem investment horizons and are therefore
less likely to seek redemptions in times of markeess or exogenous shocks. In 2013,
according to the Investment Company Institute (*JCan estimated 56.7 million households —
or 46 percent of all U.S. households — owned mutwadis. Of these, 92 percent indicated that
saving for retirement was one of their primary fio@al goals and 93 percent had exposure to
mutual funds inside workplace retirement plansjviddial retirement accounts and other tax-
deferred account$. These investors have long-term horizons by dédimiand tend to purchase
shares in mutual funds through retirement accotimtgigh such mechanisms such as automatic
payroll deductions, which typically continue evearidg stress periods. Additionally, these

3 Second Consultatiosppranote 3, at 28, 31, 33.

® Second Consultatiospypranote 3, at 33, n.46 and n.48.

% We are aware of a limited number of relativelyalir.S. mutual funds that have failed to meet
redemptions in compliance with the requirementSedtion 22(e) of the 1940 Act, but these failures
generally were caused by mismanagement or impragems by personnel of the investment adviser or
other service providers. We are aware of no sask<involving a family of U.S. mutual funds ofatéle
significance in the industry, or any case that ined a spillover effect to the financial systeneage.

3 Historical experience suggests that funds expeeignastically increased redemptions for only two
reasons: (i) when investors are concerned abquecfic event at the fund or adviser whether it be
fraudulent, organizational, etc.; or (ii) when ista@rs become concerned about the asset classlagda w
Assuming those predicates, an NBNI G-SIFI desigmatvould not mitigate the risk of drastic redempsio
when investors exit a particular asset class, @swould be pulling money out of any fund invesirethe
asset class, not just the larger funds (whichaa, fmay be in a better position to withstand g.run

8 SeelCl, 2014 Investment Company Fact Book, 102, 16%H®d. 2014).
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investors also may engage in dollar-cost averagimdy portfolio rebalancing, which in fact can
have a counter-cyclical stabilizing efféét.

Data from the financial crisis supports this. eBwduring the highly volatile period of
2008, redemptions from U.S. mutual funds were kBahjitdemonstrating the long-term investment
horizons of investors in U.S. mutual funds. Spealily, in September, October and November
of 2008, the worst period of the financial cridisS. mutual funds experienced net redemptions
of approximately $60 billion, $128 billion and $&illion, respectivelyon a net asset base of
almost $5.8 trillior®® These funds returned to positive net purchaseappfoximately $25

billion in January 2009

U.S. mutual funds also have ways to meaningfullyticd drastic redemption activity by
(i) postponing payment of redemptions when the mtaskclosed; (ii) suspending redemptions in
the event of an emergency (with the SEC’s approwaddl (iii) generally reserving the right to
redeem in-kind. Additionally, mutual fund boards &ee to terminate the investment adviser at
any time and port the given fund’s underlying séimsg, which are held at a third-party
custodian to a different investment adviser withibvetneed to liquidate their securities or expose
them to market risk.

» Even if mass redemptions were to occur and pricesemo decline, we do not believe they
would lead to a systemic event given the unlevaratiire of mutual funds.

We believe the Second Consultation conflategestment riskwith systemic risk
Investment risk —which describes the risk that #t@es can lose (or make) money because of
declining (or rising) prices — is well-understoattlavell-documented, as pointed out in the First
Consultation: “investment management is chara&drisy the fact that fund investors are
knowingly exposed to the potential gains and lossfea fund’'s invested portfolio . . . fund
investors decide, based on full-disclosure, to takeinvestment risks®  Indeed, asset
managers and the funds they advise do not — andoam@eant to — function as banks, in which
depositors expect a complete return of their chpitatead, investors retain asset managers and
their funds to pursue their investment goals anefegpences through the management of
investment risk.

Moreover, while price declines may occur - and @ngd so may exhibit investment risk,
they do not, particularly in vehicles such as mutuads, pose systemic risk. While investors
may lose invested capital, those losses have lihgpall-over effects to the rest of the financial

%9 SeePaul Schott Stevens, President & CEO, ICI, Resptmshe FSOC's Notice Seeking Comment on
Asset Management Products and Activities (FSOC-ATIRN ), 20 (Mar. 25, 2015) (“ICI Response to the
FSOC's Notice Seeking Comment on Asset Management”)

4 SeelCl, Long-Term Mutual Fund Flows Historical Daf2013); ICI, 2013 ICI Investment Company Fact
Book, 144 (5% ed. 2013).

“ SeelCl, 2013 Investment Company Fact Boskpranote 40, at 94.

42 First Consultationsupranote 5, at 29.
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system given that mutual funds are prohibited fiimg substantial leverage, have little, if any,
uncollateralized counterparty exposure, and araired, to hold primarily liquid assets. Indeed,
these mitigating factors address the primary waysvihnich a market participant can have a
systemic impact on the system as outlined in a faéd®eserve Bank of St. Louis report on
systemic risk> In this sense, the worst case scenario for a isifat its value to go to zero and
for investors to lose invested capital — not a rdé$e outcome, but also not a systemic event.
Indeed, as described in the First Consultationndfinvestors absorb the negative effects that
might be caused by the distress or even the dedddt fund, thereby mitigating the eventual
contagion effects in the broader financial systéfm.”

Even by the FSB’s own admission, “no mutual fumgildations led to a systemic market
impact throughout the observation period [2000ab23.*

» Asset managers actively manage for liquidity andieenption risk; liquidity management is
an integral part of portfolio construction.

The Second Consultation’s assertions about “ruf@€ed asset sales and contagion
effects also fail to recognize how asset managetsaly manage liquidity and redemption risk,
and in doing so, efficiently process risk and ldjty for the market as a whole. In our
experience, liquidity management is a dynamicattee process that we perform daily and is an
interaction between our risk management and partimlanagement teams. Every day, cash
(and cash-like) buffers are reinforced based orrs¢\considerations, including the strategy of
the fund, the liquidity of the underlying assels past historical redemption activity of the fund,
the macroeconomic landscape, and the way in wiiehstrategy may react to different shocks
(e.g., a significant interest rate shock).

In addition to these cash buffers, portfolio mamageequently deploy other techniques
to manage liquidity as a fundamental part of pdigfoonstruction, including buying short-term
securities (which are self-liquidating), increasitiguidity buffers with cash inflows, and
choosing the most liquid instrument to gain a dpee@xposure (e.g., a Treasury bond vs. an
interest rate swap). These liquidity managemeattpres are employed on an ongoing basis
both to meet the daily redemptions of the funds adgise as well as when we are raising
liquidity in order to make large asset allocatidmifts (e.g., selling out of Treasury bonds and
buying corporate bonds). These robust — and weeueeluniversal — best practices around
liquidity management for investment fund managers simply reinforced by the SEC’s
regulations and guidance on these is4fies.

a3 SeeJames Bullard, Christopher J. Neely, and DavitMBeelock, Systemic Risk and the Financial Crisis:

A Primer, Federal Reserve Bank of St. Louis Review, 408:@9 (Part 1) (2009) (“St. Louis FRB Paper”).

“ First Consultationsupranote 5, at 29.

® First Consultationsupranote 5, at 30, n.38.

4 SeeSEC, Div. of Inv. Mgmt., No. 2014-01, IM Guidancedlhte, Risk Management in Changing Fixed

Income Market ConditiongJan. 2014), http://www.sec.gov/divisions/investigumdance/im-guidance-
2014-1.pdf.
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Further, when a fund experiences redemptions, éeany redemptions, these liquidity
management practices allow for the fund’s portfolianager to meet two sets of obligations — to
the shareholder who is potentially redeemangl to the shareholders who remain invested in the
fund. In other words, portfolio managers will h#ee liquidity needs of the redeeming investor
but will also maintain risk exposures in order t@enthe ongoing needs of the fund. The
portfolio manager may use these aforementionedniqubs (derivatives markets, self-
liquidating securities, fund inflows or cash buffeto meet redemption requests and to ensure
that risk exposures are maintained, but also mayusflows as an opportunity to rebalance out
of securities he/she no longer wants the fund ta.oWwurther, the portfolio manager may use
redemption activity to add ttessliquid holdings in order to ensure that risk expes are
maintained and to capitalize on market distorti@specially if asset prices are declining.

Data from the ICI corroborates these observatioRsr instance, its analysis of cash
holdings in credit bond funds finds that cash maifas measured by the holdings of cash as a
percentage of a fund’s assets) remained in podeirréory and have been relatively stable over
the past 15 years, even during periods of sigmifia®demption activity! If the Second
Consultation’s assertions that fund managers woeltessarily deplete the most liquid assets,
such as cash, were correct, cash ratios would tesned significantly during times of heavy
redemptions. In actuality, this is the oppositembiat has been observed: during the financial
crisis, cash ratios actualtpseduring this period of time (from 6.3% to 11.998).

* Regulators should consider the PIMCO experiencetleir assessment of redemption risk.

One of the hypothetical scenarios the Second @@t®n refers to as a source of
possible concern is the impact from “reputationsk icaused by a fund manager’s distress or
liquidation, which may be transmitted...through faf@sset sales if redemptions cannot be met
in a timely manner. . .** We would encourage the FSB to examine what oedtin the days
and weeks after the sudden departure of PIMCO’'Soander and CIO as a strong
counterexample to some of these concerns and-ffeea@hse study for regulators to consider.

As is widely known, PIMCO's flagship fund, the TbReturn Fund experienced heavy
redemptions in the days and weeks surrounding ¢pparture of PIMCO’s co-founder and CIO
from the firm; the Total Return Fund saw $23.5idillin net redemptions in September 2014
and $27.5 billion in October 2014, specifically centrated in the days surrounding the
announcemer®  While these redemptions were large, PIMCO wds &b meet them in an

4 SeelCl Response to the FSOC’s Notice Seeking Commemtsset Managemergupranote 39, at 29.

48 Id.

9 Second Consultatiosppranote 3, at 33.

0 SeePress Release, Pacific Investment Management GompaC, PIMCO Statement Regarding
September Total Return Fund Net Flows, 1 (Oct0142;seePress Release, Pacific Investment
Management Company LLC, PIMCO Statement Regardictglé2r Total Return Fund Net Flows, 1 (Nov.
4,2014).
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orderly, timely way, while also maintaining risk posures and maintaining and dynamically
replenishing its cash buffers across its mutuat$éun There were no “fire sales” or “forced
selling,” and PIMCO never had to — or even congder supporting the Total Return Fund or
any of its other funds. Additionally, PIMCO wasdiose contact with its regulators and other
relevant governmental entities throughout thisqeeof time. The net impact of the experience
is that PIMCO was able to serve both its departirents and existing clients during this unusual
and difficult time.

There were several reasons why PIMCO was able tageathese heavy redemptions in
an orderly manner— the majority of which are noigue to PIMCO but endemic to all asset
managers. For one, as a large asset manager Wittu@ary obligation to act in the best
interests of our clients, liquidity risk and reddrop risk are a primary — not ancillary — focus,
especially when managing investment vehicles tingdyedaily redemption rights. As such,
PIMCO actively manages liquidity on a daily and-a@atlaily basis and constructs portfolios with
liquidity as a principal consideration. As desedabove, these tools include choosing the most
liquid instrument to gain a certain exposure (eagderivative instrument versus a physical
bond), selecting self-liquidating securities, ansing fund inflows to add to cash buffers.
Indeed, these are the same practices we use ® ligisdity in order to make large asset
allocation shifts (e.g., selling out of Treasuryhde and buying corporate bonds). Moreover, the
prevailing regulatory framework, which restrictsetluse of leverage, regulates sector and
security concentration, and limits the percentaigéiguid assets means that the composition of
our commingled funds are legally required to batpoeed to meet daily liquidity needs.

Related to this point, in the midst of the heaviesredemptions, despite the Second
Consultation’s concerns about asset sales exéitiognward” pressure on market prices, the
bond market’'s performance continued to be drivenmagcroeconomic and geopolitical issues,
not PIMCO’s redemption activity. Indeed, the Bayd Aggregate Bond Index returned nearly
one percent for October 2014, the month followihg senior leadership transition at PIMCO.
With respect to the Total Return Fund’s performamaethe six months following the transition,
ending March 31, 2015, the Total Return Fund hsabénchmark and outperformed 91% of its
peers based on the Morningstar Intermediate-TerndBand Category, underscoring PIMCO'’s
ability to meet its obligations to its clients cugithis period of time.

3) Critical function/Substitutability channel

We do not believe the critical function/substitulitdp channel is a valid transmission
channel of systemic risk and was rightfully excldde the First Consultatiod. The mutual
fund industry in the United States is large, dyr@mdompetitive and highly substitutable;
indeed, in the FSB’s own words: “the investmentdfundustry is highly competitive with
numerous substitutes existing for most investmemndf strategies (funds are highly
substitutable) >

1 First Consultationsupranote 5, at 29.

First Consultationsupranote 5, at 30.
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In 2013 alone, there were more than 800 sponsonsutdial funds in the United States,
and new funds are launched — and liquidated — dreguent basis; according to the First
Consultation, “from 2000 to 2012, on average 6k hmds were launcheger year compared
to an average of 291 liquidation¥.” Additionally, the mutual fund industry is not hig
concentrated: as of December 2013, the mutual foddstry in the U.S. had a Herfindahl-
Hirschman Index (“HHF Index”), a commonly-accept@@asure of market concentration, of
481 indicating that it is not a concentrated indugtompanies with less than 1,000 index score
are considered to be less concentrated). Moretherg has been significant turnover among top
mutual fund companies in the industry. Accordingl€l’'s 2014 Investment Company Fact
Book, “of the largest 25 fund complexes in 2000dydr8 remained in this top group in 201%3.”

The Second Consultation speculates that an investfio@d may provide “a highly
tailored investment strategy or may serve as afgignt source of liquidity to particular asset
classes.” While there are certainly bespoke inaest funds, these typically are found in hedge
fund space and have commensurate liquidity and-lgcRrovisions that are well-understood by
their investor base. Moreover, U.S. mutual fundgehconcentration limits that preclude them
from holding too much of a specific sector and siguthereby preventing them from providing
a systemisource of liquidity to any specific sector or setyur

V. Materiality thresholds for investment funds continue to rely on size and do not
accurately measure a fund’s risk.

As stated before® we do not believe the entity designation — eitiit applies to mutual
funds or asset managers — is an appropriate agproat only would entity designatiomot
reduce systemic risk, it would lead to unintendedsequences for the millions of retirees and
savers that the asset management industry setustead, we believe the FSB should proceed
with an evaluation of activities that could giveseito systemic risk. An activities-based
approach is more likely to address specific coredhan the concept of utilizing arbitrary
thresholds and indicators as set forth for bothualutunds and asset managers in the Second
Consultation. With that said, should the FSB dec¢alpursue this approach, it should to take the
following concerns into consideration:

» Absolute materiality thresholds are misleading amdll lead to false positives The $100
billion materiality threshold is arbitrary and sditie about the riskiness of a fund. Using
such a rigid threshold says nothing about the sizbe underlying asset class in which the
fund trades, the liquidity or diversification ofettasset class, not to mention the regulatory
framework under which the fund operates. Simplyking at the size of a fund without
taking consideration the size of the market in Wwhit operates or the nature of its
benchmark, among other things, will lead to falesifives — i.e., identifying funds that
present little risk to the financial system and gmdially imposing additional costs to

3 First Consultationsupranote 5, at 30, n.38 (emphasis added).

4 ICI, 2014 Investment Company Fact Boskpra38, at 27

s SeePIMCO’s Response to the First Consultatismpranote 2.
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VI.

underlying investors. For instance, as of 3/31R0RIMCOQO’s flagship fund, the Total
Return Fund, had a market value of $117 billion isuthanaged to a benchmark with a
market capitalization of $16.8 trillion, meaningatithe Total Return Fund represented less
than 0.7% of that index for that time period.

Unadjusted gross notional exposure (GNE) is misleagland is not reflective of risk.As

the Second Consultation concedes, “adjusted GNE be#gr reflect the actual risks posed
by the investment portfolio of a fund® Nevertheless, the Second Consultation proceeds to
use the unadjusted GNE metric throughout — botlthen materiality thresholds and the
indicators. This metric materially overstates plogential risk of derivatives exposure. Gross
notional exposure does not take into consideratien risk mitigating effects of netting
derivatives or whether derivatives are centrallgackd. Moreover, and most importantly,
GNE does not make an adjustment for the sensitteityhanges in interest rates (measured
by duration), which in the fixed income marketsyigically the primary risk factor.

For instance, if a mutual fund uses Eurodollarregu(which have a duration of % of a year),
which are very short-term, liquid fixed income mshents to take a position on the front-end
of the yield curve, its risk exposure will be velijferent from a fund that takes a position in
30 year bond futures, which have a duration of axprately 14 years. Yet, because GNE
does not make any sort of duration adjustment@N&s of the two funds could look very

similar, even though the risk profiles would bewdifferent. Should the FSB proceed with
using GNE, we would assert that this measure nak& into account netting agreements,
whereby exposure between the same counterpartiesbeanetted to determine overall

exposure, consider the effect of clearing arrangespeand allow for an adjustment for

duration (using for instance a 7 or 10 year egeivahdjustment).

Inclusion of asset managers for possible designati is misguided. Asset managers are
different from banks with different business modelsand activities, making designation
and subsequent regulation inappropriate.

We do not agree with the FSB’s decision to procest its “dual approach,” which

includes a separate methodology for the consideratf asset managers as NBNI G-SIFIs with
no substantive justification or empirical suppofthe FSB itself is sending mixed messages on
the issue. The First Consultation argues why assetager designation is not appropriate,
specifically, because economic “exposures are edeat the fund level” and a fund “is a separate
legal entity from its manager” and “as a resulg #ssets of a fund are not available to claims by
general creditors® The recent IMF report on financial stability aasorates this, asserting that
“[m]utual funds and most other investment vehichesre few direct solvency linkages with

Second Consultatiosupranote 3, at 39.

First Consultationsupranote 5, at 30.
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[asset management companies]. [Asset managemepiacies’] own balance sheets are legally
separate from those of the mutual funds they maregeequired by regulation2®”

We believe the Second Consultation’s revised dppf@ach underscores a fundamental

lack of understanding of the asset managementtndasd reflects an inappropriate comparison
with the banking industry. To this end, we beli@vis worthwhile to provide a brief review of
the U.S. asset management industry and how iffesréint from the banking industry. While we
believe the FSB likely appreciates these differenbetween banks and asset managers, we
nevertheless think they are worth reemphasizing.

Traditional asset managers function as fiduciary egts on behalf of their clients, not as
principals. Unlike banks, whose business models are predicatddnctioning as principals
by using their own balance sheets to make loanssapgort trading activities, traditional
asset managers function as agents, providing imesgt advice to savers and retirees
globally for a fee. They do not use their own hakasheet assets to trade for their own
account, to guarantee performance of a fund, prdweide financial support to a fund. Asset
managers do not typically function in a counterpadpacity; any derivatives or securities
lending arrangements are legally separate and tappear on the balance sheets of asset
managers’ In those instances in which asset managers neshes own capital to provide
seed funding to new funds, the investments arellysoanaterial relative to the size of their
balance sheets; indeed, managers typically onlyigeeothe minimum amount of capital to
establish a track record and reevaluate the inassron a frequent basfs.

“Assets under management” bear no relation to thesats on a balance sheetAn asset
manager’s assets under management (“AUM”) are cetelyl separate from the assets on its
balance sheet. In PIMCO’s case, its AUM represdmsassets of the thousands of client
accounts we manage, such as public retirement rsgsteorporate pension plans and
university endowments and foundations, and of omlli of individual investors. Client and
fund assets are held in separate accounts atcdphiuty custodian of a client’'s choosing.
These accounts are legally separate and therefigréosses incurred by one client (or fund)
will not affect the assets of another client (andi Client and fund accounts are managed in
accordance to strict guidelines that are dictatgdhle client (or fund prospectus), which
cover risk and return objectives, benchmark selactoncentration of a sector and the types
of securities a client account or fund can hold.

58

59

60

IMF, Global Financial Stability Report, NavigagirMonetary Policy Challenges and Managing Risks, at
114.

A possible exception to this is if an asset managdemnifies against losses in their securigesling
program. PIMCO does not function as a securigeslihg agent and therefore does not have any ort o
indemnification arrangement in this area.

In PIMCOQO'’s experience, these seeding programsypieally less than $5 million and are revisiteda
quarterly basis; additionally, in PIMCO’s case,gb@re held on its parent’s balance sheet, nowits
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Asset managers do not function as shadow bankseyttlo not guarantee a return of (or a
return on) capital. They are not financial interntkaries, do not use leverage, and do not
rely on short-term funding. Unlike a bank or a finance company, asset managnsot
function as financial intermediaries (e.g., do nuke markets), they do not depend on
leverage as part of their business model (wheresimrent banks were levered approximately
25 to 1 and commercial banks were levered 12 toefbrb the crisi¥), they are not
dependent on short-term markets for the on-goingtfaning of their businesses (their
corporate structure is usually mostly equity fineahc and they do not function in a principal
fashion in transactions to counterparties. Moreowasset managers do not engage in
maturity transformation, i.e., borrowing in the ght@rm markets and lending long, nor do
they guarantee the performance of the funds ontwthiey advise.

Asset managers do not enjoy a federal subsidyUnlike banks, which in the U.S. are

subsidized in several ways, including through déposinsurance via the Federal Deposit
Insurance Corporation and access to the Federarn®es discount window, the asset

management industry is not subsidized at any led@s not have any sort of implicit or

explicit government guarantee and therefore doéshawve any sort of taxpayer backstop.
Indeed, unlike other banks (and non-banks), asaeagers were not recipients of any of the
“bailout” money allocated during the financial ¢sign the U.S.

Resolution of an asset manager is straightforwardsset managers have several unique
characteristics that make their resolution stréayiatard; they include:

0 Asset managers do not have physical control octlaecess to client or fund assets;
clients and funds use their own independent thadypcustodians whom they have
selected, and as such, client and fund custodyuats@xist completely independent
from the asset manager. Should the asset marageslient and fund assets would
remain at their respective custodians without gisom; neither the manager nor the
custodian would be forced to liquidate client assahd clients would simply select
new advisers to take over the management of tksets.

o Counterparty agreements and exposure are in clieataes, not that of the asset
manager. PIMCO, like other traditional non-banketsmanagers, does not have a
proprietary trading desk and does not use its owlarite sheet to trade or
intermediate client transactions. Rather, PIMCQe®n into transactions with
counterparties on behalf of its clients, not itsnobehalf. Legally, the agreements
governing these trades are between the client @sevbehalf PIMCO is transacting
and the given counterparty; as a result, PIMCO da¢have any direct counterparty
exposure. In the event PIMCO failed, the obligagion client trading agreements
would still be enforceable between the client @adcounterparties. As more trading
moves to central clearing, there will be less n&®dbi-lateral transactions, which
should reduce concerns further regarding asset geanaelationships to

61

St. Louis FRB Papesupranote 43, at 408-09.
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counterparties.

0 Asset managers do not function as market utilitigslike financial market utilities,
asset managers do not play a central role in tiggadday functioning of providing
liquidity or setting positions. It is widely undéosd that because of their activities,
custodians and clearinghouses, which do functiomaket utilities, sit at the center
of transactions. As a result, the removal of aseasmanager would not impact the
system like the removal of a custodian or centiesring facility.

o Traditional asset managers have very straightfahviearsiness models with typically
very small balance sheets that are in line witleofervice provider businesses. As a
result, their resolution, unlike a more complexitgntwould be rapid and orderly.

VIl. Asset managers do not pose systemic risks, andnateriality thresholds and
transmission mechanisms are inappropriate and shodlbe reconsidered.

We believe the materiality thresholds and transimissnechanisms proposed for asset
managers in the Second Consultation are flawedlantbt appropriately reflect the fundamental
operations of the asset management industry. @mapy concerns are elaborated on below.

* Assets under management materiality threshold

The AUM materiality threshold for asset manafferas proposed in the Second
Consultation suffers from the same deficiency aselput forth for investment funds. It adheres
to a bigger-is-riskier approach without offeringyampirical evidence that asset managers that
manage a larger pool of assets pose greater systisii Indeed, the primary reason the Second
Consultation proposes an AUM figure is that “pulyliavailable data is more readily available”
versus balance sheet d&taWe believe this is not a valid foundation on Whto promulgate
public policy.

By relying on an AUM threshold, the Second Congidiaappears to treat assets under
management as a single pool of assets that ar@y#eblon a monolithic basis at the sole
discretion of the asset manager. In practice, keweand as discussed above, a firm's AUM
reflects an aggregation of smaller pools of asséig;h are owned by many separate and distinct
clients. These clients are separate legal entitlesy have separate and distinct investment
mandates, guidelines and risk parameters; the@tsasse custodied at third-party custodians of
their choosing; and they make deliberate decisabymut redemptions and contributions which
are, in many cases, directed by separate boaiseators.

Moreover, asset managers are contractually andlyegialigated as fiduciaries to make
investment decisions that are appropriate for, ianithe best interests of, each particular client
based on the parameters and restrictions spediji¢deir clients. Accordingly, AUM should be

62 Second Consultatiosppranote 3, at 51.

63 Id.
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considered as a collection of distinct and separatndates and pools of assets with
idiosyncratic guidelines and risk tolerances andasoa single monolithic amount, over which an
institutional asset manager has discretion.

Regulators have previously recognized that in thekimg context, higher assets may
reflect higher levels of lending for a bank, andemially higher risks to the financial system
from a default of that bank. However, for an assahager, greater assets under management
result in higher fees for the manager, increassdurees for important functions such as risk
management and operations, and greater efficief@iass clients through economies of scale,
which are collectively indicative of greater stitlil- not increased risk Moreover, the recent
IMF report’s finding reaffirms the idea that theeiof an asset manager does not increase the
average contribution of systemic rigk.

* Transmission channels
1) Counterparty transmission channel

We do not believe the Second Consultation’s postulahat asset managers can transmit
systemic risk through the counterparty channel aidv As stated above, asset managers
typically do not function as principals, and ashsuto not have counterparty exposure. While
asset managers may arrange derivatives exposurethir clients, those contractual
arrangements are between the client and the cqamtgr As such, should an asset manager falil,
the obligations in a client trading agreement wailtl be enforceable between the client and its
counterparties.

2) Asset liquidation/market channel

Similarly, we do not believe the asset liquidatioartket channel is applicable as a
possible transmission channel of systemic risktfaditional asset managers. As the Second
Consultation concedes, “asset managers tend to banal balance sheets and the forced
liquidation of their own assets would not generallgate market disruption&®” The IMF, in its
recent evaluation of the asset management indukimnd that the balance sheets of asset
managers are in fact much smaller than the cliiemt&zhom they manage mon&y. Moreover,

o4 In fact, Moody’s Investors Service has proposeéw methodology for evaluating the credit quadity

asset managers. In that proposal, Moody’s notds'thlsset management tends to be a highly piuéta
business evidenced by average industry margirimigh 20s (%) due to a high proportion of vaeabl
costs to fixed costs, which provides flexibilitynmaintaining high levels of profitability in all pes of
market conditions.” Moody’s Investors Service, Rest for Comment: Global Rating Methodology for
Traditional and Alternative Asset Managers, 10 (Q&t 2013).
& IMF, Global Financial Stability Report: NavigagitMonetary Policy Challenges and Managing Risks, at
115.

66 Second Consultatiosppranote 3, at 48.

&7 IMF, Global Financial Stability Report: NavigagitMonetary Policy Challenges and Managing Risks, at

114, n.33.
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asset managers, given their agent function, tylgickd not have significant “off-balance sheet
activities,” despite the (unsubstantiated) clainslenby the Second Consultation.

The Second Consultation also theorizes that asseagers could transmit risk should an
asset manager run into financial distress becatisgerational or reputational issues, which
could translate into substantial redemptions from funds it advise¥ We have not observed
this in practice, and in fact, over the past twelntg years, only a handful of traditional asset
managers with meaningful assets have closed - dndidaso with little systemic impact.
Moreover, as discussed previously, the data shbaisU.S. asset managers have been able to
handle redemptions during different market eventsout problent® In fact, PIMCO’s own
experience typifies this point. In connection witie transition of senior management in
September 2014, the Total Return Fund absorbed53$Blion and $27.5 billion in net
redemptions in September and October of 2014, céspy/, much of which was specifically
concentrated in the days following the transitioks discussed previously, PIMCO was able to
meet these redemptions while also maintaining eighosures and maintaining and dynamically
replenishing its cash buffer in the fund. We apé aware of any material impact this may have
had on the industry, let alone the financial syséesna whole.

If in theory, however, an asset manager were tcee fAoancial distress and see
commensurate redemptions, there are many toolslabiaito the asset manager — and
specifically to the funds they advise — to mitigatey deleterious impact. Indeed as laid out in
the First Consultation, investment funds have waymeaningfully control drastic redemption
activity in extreme events, which can include, depeg on the national regulation, “swing
pricing, anti-dilution levies, redemption gatesgjespockets, redemptions in kind or temporary
suspensions’® Moreover, should a fund board become concerneditain asset manager's
ability to manage a fund, the fund board could $ymprminate the manager and select a new
adviser to manage the fund assets, merge a fusgé&tsawith another similarly managed fund or
decide to orderly liquidate the assets and retnemtto the underlying investors. While these
are not common practice, they remain importantstsbbuld an asset manager face distress.

Similarly, should a client become concerned aboutasset manager’s ability to manage
portfolios, the client can simply terminate theedssanager’s trading authority and transfer that
authority to another manager, transition managesimply manage the assets in-house. This
transition process is straightforward, happens watjular frequency, and can be executed on an
immediate basis if need be, since a client’s assetsheld at a third party custodian account,
which exist independently from the asset managés such, should an asset manager run into

o8 Second Consultatiosppranote 3, at 49.

&9 SeelCl Response to the FSOC'’s Notice Seeking Commem{sset Managemerdypranote 39, at 29.

0 First Consultationsupranote 5, at 30.

n These various tools at a fund board’s discretiere outlined in the First Consultatiotd. at 30.
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distress, the client’s assets would remain at tls¢oclian without disruption. Importantly, under
this scenario, neither the manager nor the custodl@auld be forced to liquidate a client’s assets

3) Substitutability channel

Lastly, as discussed above, the asset managenuhrgtin is highly substitutable and
competitive with a HHF Index of 481 as of DecemB@L3. Moreover, a recent McKinsey &
Company report notes that the competition withiseasmanagement is “fierce” but also
dynamic: according to the report, four of the tdp fiims who had attracted the most retail
mutuz;ll2 fund flows between 2004 and 2008 fell of¢ fleaderboard over the subsequent five
years.

We thank the FSB for allowing us to comment onSkeond Consultation and appreciate
in advance the FSB'’s diligent consideration of hesmments. Please feel free to contact us if
we can provide any assistance to you in the fuetkiatuation of these very important issues.
Sincerely,

Douglas M. Hodge
Chief Executive Officer

2 McKinsey & Company, The New Imperatives: Gainfag Edge in North American Asset Management,

(Dec. 2014).
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APPENDIX
PIMCO'’s Views on Materiality Thresholds and Indicators

As discussed in more detail above, PIMCO strongllyelbes the FSB should focus on
asset management activities that could potentiallg rise to systemic risk rather than regulation
of individual entities. Moreover, we believe thattity designation would have vast unintended
consequences by establishing inconsistent regylagimes for participants within the asset
management industry and by raising costs and hignithoice for investors — all without creating
any discernible benefit in terms of a reductiorspétemic risk. To that end, we disagree with
the proposed materiality thresholds as well as idicators proposed in the Second
Consultation. Below we expand on the areas thabelieve are particularly deficient, focusing
primarily on the thresholds and indicators for isiveent funds.

Materiality thresholds for investment funds

We do notbelieve the size of an investment fund is correlatéh the risks it may pose
to the financial system. The Second Consultatimvides no support for the presumption that
investment funds or asset managers pose higharmskely based on the fact that their NAV or
AUM, respectively, exceeds an arbitrary threshadlddeed, the First Consultation concedes the
size threshold is based on an unproven “theory.”

Nevertheless, the two materiality threshold opti¢f@ption 1” and “Option 27) for
investment funds proposed in the Second Consuitabotinue to adhere almost exclusively to a
size construct. Although Option 1 attempts toudel a leverage component in its calculation, it
does so arbitrarily and is not based on any arslgsiconnection to any current regulatory
standard. Indeed, the proposed 3:1 leverage imtés arbitrary as the $100 billion of AUM
threshold also included under Option 1. Moreottex,3:1 leverage ratio is vastly lower than any
other globally recognized leverage ratio; for inms&® it is significantly lower than that
promulgated by the FSOC, which is 15:1 on $50dillof assets, or by Basel lll, which puts
forth a minimum total leverage ratio of 3% on totasets. Without any justification, the
materiality threshold for investment funds seemprtmpose a significantly lower leverage ratio
for no other apparent reason than to cast the witgtspossible to capture a large number of
investment funds.

Additionally, we find the $200 billion threshold igross assets under management
(“GAUM”) in Option 2 to be similarly inappropriatbecause it relies on the misguided gross
notional exposure (“GNE”) method. A leverage ntelis only useful insofar as it actually
measures risk, and by the Second Consultation’s amission, “an adjusted GNE may reflect
better the actual risks posed by the investmentfg@” than that of an unadjusted
GNE.”®™  Accordingly, we believe GNE should be adjustedtake into account duration,
netting agreements as well as whether or not deresaare centrally cleared. Indeed, these
adjustments are consistent with the approach pth fo the Basel Ill framework, which makes

m Second Consultatiupranote 3, at 39.
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allowances for both the maturity profile of sedestas well as for netting agreemeffls.We
believe an adjusted GNE should be used for alvegleindicators and thresholds.

Further, while we appreciate that Option 2 triesnimorporate a relative size metric, we
do not agree with the way in which it purports sb. Both the substitutability and fire sale
approaches are too ambiguous and seem to be s=dexgly low for no apparent empirically-
based reason. Moreover, the data upon which thesecs rely (e.g., average trading volume) is
often difficult to source for the fixed income matk(for instance, much of the data from
TRACE is not complete and often is reported witag. We believe that a much more efficient
and less ambiguous way to identify potential ‘doamihplayers’ in the market would be to
identify those funds that are benchmarked againdirge index (measured by market
capitalization) and have an NAV that is a substdmercentage of that index. We also believe
that the FSB should consider the size of the dievies market linked to the underlying
market/index of a particular fund as well as thee 2f the fund relative to the universe of funds
that invest in a similar strategy. Lastly, weiéet that the diversification of a fund is a key
consideration that has failed to be incorporate@ither option; typically, the more diverse a
fund is, the less impact it would have on any ossehaclass.

Interconnectedness indicators

We have concerns about the over-refiasrtthe GNE methodology in this section, and
for the reasons in section V, we do not believeé @IdE is a good assessment of risk, especially
within the fixed income market. As the Second Qidtasion concedes, “portfolios with large
derivatives positions will usually exhibit a ramd GNE to NAV that is significantly larger than
what financial leverage alone would show.” We wibatlvocate for the FSB to use an adjusted
GNE metric, which would result in a measure thah@e reflective of true risks to the system.

In addition to over-reliance on unatpasGNE, certain of the terms used throughout the
interconnectedness indicators are ambiguous. rm&tance, we are unsure whether regulators
would measure “total net current credit exposuretha fund level or on a per counterparty
basis. Because investment funds manage countepaosure at the agreement level with each
broker, it would be inappropriate to measure “toil current credit exposure” at the aggregate
investment fund level. Typically, the more coupteties an investment fund has, the less
exposure each counterparty will have to the investnfund, as the risk of default in the market
is diffused. Therefore, a total net number acr@ssinterparties is not a meaningful
indicator. Each counterparty exposure should lo&dd at on a per counterparty basis. Any
counterparty that does not have a meaningful expogu an investment fund should not be
considered as a factor that contributes to systemsic Moreover, the Second Consultation
should consider risk management and other practicegh as daily mark-to-market
collateralization, that asset managers put intogta reduce overall counterparty risk.

Substitutability indicators

2 SeeBasel Committee on Banking Supervision, BasdeNkrage ratio framework and disclosure
requirements (Jan. 2014).
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The discussion on substitutability seems to belgwetiant on undefined metrics, such
as daily trading volume and turnover, which we di believe are necessarily reflective of
systemic risk. For one, daily trading volume ig aoreliable metric as it can be difficult to
obtain and inaccurate for many sectors within tkedfincome market and is often measured on
a lag. Moreover, since it is a short-term measdady trading volumes can be misleading as
they may be driven by technical factors and may aagiture more secular changes in trading
activity. Additionally, not all fixed income ingtments trade on a daily basis because of their
more bespoke nature. As a general matter, weveeligsing the underlying size of a sector’s
market capitalization is a more stable metric taity trading volume.

Similarly, we do not believe turnover as descrilledhe Second Consultation is an
effective metric, as a fund’s turnover can be sl transactions that are simply maintaining
exposures in a portfolio, such as the rolling dtifas or to-be-announced securities. Generally,
data suggesting the relevance of these indicatotddaneed to be provided to show that a fund
with a high turnover ratio and trading volume woudduse a market disruption should it
fail. Should the FSB find it necessary to keejs tihdicator, it should consider adopting a
definition of turnover that excludes short-termwgéces, derivatives, and sale buy-backs.

Additionally, we believe it is importathat the FSB consider the number of funds that
exist for the same mandate and the relative sizethose funds (measured as market
value). While a fund may be the largest of itsety may be small relative to the overall
universe of funds in a sector. As such, it wowddelsily substitutable by other managers (via in-
kind transfers of assets, etc.).

Complexity indicators

The Second Consultation’s efforts to measure coxtglealso fall short in several
ways. For one, the Second Consultation does ffficisatly define what it means by “liquidity”
or how it would purport to measure the “time neettetiquidate a proportion of an investment
fund at reasonable price¥” Liquidity is a nebulous and dynamic concept @naot necessarily
intrinsic to a specific instrument. Moreover, whieéhe Second Consultation is more defined, it
adheres to liquidity concepts as promulgated byeBHs™! We believe applying a bank-like
construct as it pertains to the measurement ofdigumerely underscores the FSB’s lack of
understanding of the mutual fund industry, whicHikenbanks, do not materially engage in
leverage and do not promise a retafimvested capital.

This section also adheres to the undefined — andeheve misguided — notion of
relative trade volumes for non-centrally clearedwdgives. A fund’s relative trade volumes of
derivatives are not necessarily indicative of thedfs positioning or of its risks — in fact, trade
volumes can be skewed by “maintenance trades; {liagles used to maintain specific positions),
such as rolling overnight repurchase agreemerigares positions.

31 Second ConsultatiGupranote 3, at 43.

4 Second ConsultatiGupranote 3, at 44.
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Further, this section fails to appreciate how dyitaliquidity management is in practice
and how metrics that typically are used in a vacuarprovide a snapshot of liquidity, such as
“unencumbered cash,” generally fall short in prawyd an accurate indication of a fund’s
liquidity. Indeed, cash buffers are managed omily @nd intra-day basis and are dependent on
positioning, investor activity, and market movensgmts such, a snapshot of cash at a particular
time may not give regulators an accurate refleatiba fund’s liquidity profile.

Cross-jurisdictional indicators

The Second Consultation cites no empirical data pmaves funds that invest more
globally could have a greater impact on systens&.riThe Second Consultation does not
establish the fundamental premise that any one wmad have an impact domestically, much
less globally.

As it relates to counterparties across jurisdidjowe believe this would only be
applicable should regulatory regimes be dispagatd,even then, it would not necessarily reflect
that there is systemic risk. Other regulators halueady taken steps to alleviate potential cross-
jurisdictional issues facing global firms, as recagreements between the CFTC and multiple
international regulators call for substituted coiapte regarding certain swaps regulations. To
date, the CFTC has reached substituted compliamterminations for six jurisdictions:
Australia, Canada, the EU, Hong Kong, Japan, anidzesand®! Even more, jurisdictions
across North America and Europe are beginning folement legal entity identifiers to track
swaps activities across bord&fsAs such, cross jurisdictional activities presiantless risk than
in the past. However, given the ever increasiaggparency of these activities, we believe an
analysis should first be conducted of such inforomatto conclude that cross-jurisdictional
activities even give rise to systemic risk concaand even if there are such concerns, the home
regulatory should be given deference to considdrdmvelop an appropriate regulatory regime
in those instances.

Other considerations

As we advocated in our response to the First Ctatsuh, we believe that any
assessment methodology must consider the adequacyoaustness of an investment fund’s
current regulatory regime in an effort to evaluatieether existing regulatory oversight can

4 SeeComparability Determination for Australia: Certdintity-Level Requirements, 78 Fed. Reg. 78864

(Dec. 27, 2013); Comparability Determination foorid) Kong: Certain Entity-Level Requirements, 78
Fed. Reg. 78852 (Dec. 27, 2013); ComparabilityeDaination for Japan: Certain Entity-Level
Requirements, 78 Fed. Reg. 78910 (Dec. 27, 201@jiparability Determination for Japan: Certain
Transactional-Level Requirements, 78 Fed. Reg. G§B@c. 27, 2013); Comparability Determination for
Switzerland: Certain Entity-Level Requirements,F&&l. Reg. 78899 (Dec. 27, 2013); Comparability
Determination for Canada: Certain Entity-Level Riegments, 78 Fed. Reg. 78839 (Dec. 27, 2013);,
Comparability Determination for the European Uni@ertain Entity-Level Requirements 78 Fed. Reg.
78923 (Dec. 27, 2013); Comparability Determinafionthe European Union: Certain Transaction-Level
Requirements 78 Fed. Reg. 78878 (Dec. 27, 2018h, aanilable at
http://www.cftc.gov/LawRegulation/DoddFrankAct/CDBfihdex.htm.

o) SeeSwap Data Recordkeeping and Reporting RequiremgntS.F.R§ 45.
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sufficiently mitigate any perceived systemic risksd to avoid redundant, superfluous, and
possibly conflicting regulation by multiple reguwas. The FSB also should avoid encroaching
on an investment fund’s home regulator if that tagpur has a history of effectively regulating
the industry and has an expertise beyond thath&fraegulators.



