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Control and Ownership of NeuStar

I NeuStar Board of Directors
- In order to be independent of Warburg Pincus, the proposed NeuStar board must

be structured so that independent directors make up a clear majority
o Minimum ofthree independent directors out of five of both the initial board

and all successor boards
o Directors are only independent of Warburg Pincus if Warburg Pincus cannot

exercise control over their selection
- Will the initial and successor boards contain a minimum of three independent

directors? No.
o Two direct representatives of Warburg Pincus
o One "independent" director initially named as Jeffrey Ganek selected by

Warburg Pincus
o Two "independent" trustees initially selected by Warburg Pincus

- Can Warburg Pincus exercise control over ofthe "independent" directors and
"independent" trustees? Yes.
o No "independent" trustee or director can be elected without the approval of

one of the two direct representatives of Warburg Pincus
2 Independent Voting Trust

- Warburg Pincus may cede voting control over its shares to an independent voting
trust

- For the trust to be truly independent, Warburg Pincus must give up control over:
o Who serves as an independent trustee (i.e., appointment authority - Warburg

Pincus must cede power to remove them or to determine their successors in
the event of removal, resignation, expiration of term, or death)

o How trustees are compensated
- Does Warburg Pincus cede appointment authority? No, the proposed trust does

not cede appointment control:
o A simple majority of the NeuStar board ofdirectors can remove a trustee

without cause at any time, and Warburg Pincus can control the NeuStar board
of directors

o Successor trustees are selected by the vote ofa simple majority of the NeuStar
board

o According to the Trust Agreement, no trustee can be selected without the
approval of a representative of Warburg Pincus, giving Warburg Pincus veto
power

- The second essential criterion that must be met for the trust to qualify as
independent is that Warburg Pincus must be unable to influence the level of
compensation received by the trustees
o Warburg appears to have agreed to this condition

- Additionally, Warburg Pincus has limited the scope of trustee responsibilities
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2. Fr('edom of ~~Je('{-Jr. The regulatioll of hln'slllcnl advisers is only
f J/lt' ~ ;t1Ilt'il lhe IllOSI visible - of mallY areas where there is a tCllsioll h~­

lWt't'll Illl" "allies underlying securities regulation and the values underlying
,Ilt, Firq Amcndmcllt. Under the Securities AcL, for example, a "quiet pc­
riocl," i,.... illl!HISl·t1 upon issuers and ullderwriters prior to flling a registra­
tioll SI;Ut'llICIII, halTing mallY nllH'nvisc iHlloccn' forms of publicity. The
(( 1I11t'IlI "Ifill' rcgislr;ttioll slatelllent is carefully r('viewed by a government
;Igt'll( y, with changes oncll cOlllpelled; "1'1'('(' writing" and IllllllCHl1IS ollaT

("C llllllllllliLlliollS arc prohibited while this IT\'icw is ongoing. This is f~\r

110111 ;1 InT market of (economic) "ideas," but the assumption is that such
ICgllLllioli is 1'1'r1l1issiiJlc. \Vhy?

Silllilar problems adsl' in the market rq{ulatioll held. The SEC care­
f" JI\' COIlII ols the disst'minat iOil (If market-rebt ed information, insist ing 011

Ct'lLlill IOllllalS anel inclusions to IHolllotc the goal of;.\ cOlllpclilive na­
tioll;1! market systelll. Indeed, there is a specific lefJlIiremcllt in Section
I I A (b) (If Ille Secllriries Excllange Act, adele(1 as P<ir.t of the Securities Acts

..\lIwndllwnls of 1975, that so-called securities information processors­
1"'(..,OIIS ellgaged ill the husiness of collecting and disseminating informa­
lioll relaling to market activity (transactions, prices, qllotation~), with cer­
taill exccptions - register with the Commission and adhere to its rules.

AII(1 t Ilell tllere is the sul~jectof proxy reg:ulation. Proxy solicitations _
hroadly ddillt'll - are suhject to prccomlllllllication filing and review re­
quiremt'llts and, where necessary, restraint and iJ~junction. Here disputes
can hecollle plainly political. In Long lskmd Lighting Co. v. Barbash, 779 F.2d
7!13 (2d Cir. 1985), the court dealt with whether the proxy rules were vio­
lated when a person placed in a newspaper an antinuclear advertisement
that, arguahly, was intended to influence the election of directors ofa pub­
Ii<- utility. The district court rejected plaintiffs' claim on First Amendment
grounds, holding that the procedures required by the rules (prepublica­
tion filing wilh Ihe Commission, ct.c.) could not properly be required for
lhis sort of political speech. The Second Circuit reversed, remanding to the
trial COllrt for a determination of whether or not a solicitation was involved,
whit-h the COlirt viewed as a prior determination necessary to resolving any
Fir~t Amelldment claim.

Fill;t1ly, there is the fraud conlexi. V\'hile clear-cut falsehoods might be
( III C"'J( Ie II H' protection of Ihe Fi rst Amendment, what ahout Ilondisdosure
(II ('( II If Ii(" Is (If iute rest - a case like Calli/al (;([ius, iIIvolving- a scalping- proh­
kill, 01 (Jilt' like IWf/Kv. IImlsl (;0., 594 F.2d 1261 (Hth Cir. 197~l), noted in
{",lliin (hdptt'IS. ill\"llh-ing ajournalist who failed to tcll his readers Ihal he
( )\\ [11·d St Til ri tit'S ill ("( 1I11panit's that \verc th(' .slll~iccts of his colulIlns.

I.., Iline a cohercllt way of accommodating securities regulation and
III (. h ['il :\ IIH: lHhuCIl t? Is g0\,ernmeu t slIpcnision prcslIlIlptin'ly .illSli lled
... illlpl\' 1)("(,111'.;(' tlie speech in question secks to pall people f"olll their
lilt lilt'\":' The liltTil(llrc is Dilly heginning to build. Sfe Neuhorne, The First
\lIll"lldlll('llt tllld (~on'lllllielltRegulatioll of(:apital Markds, 5!> BI()ok. L

Rev. 17 (1~)H~)) (part of a symposium on the sul~jcct);Symposium: The First
Amendment and Federal Securities Regulation, 20 Conn. L. Rev. 261
(19H8); Schoeman, The First Amcndment and Restrictions on Advertising
of Securities Under the Securities Act of 1933, 41 Bus. Law. 377 (1986);
Note, A Political Speech Exception to the Regulation of Proxy Solicitations,
86 Colum. L. Rev. 14!l3 (ln86); Lively, Securities Regulation and LlH' Free­
dom of the Press: Toward a Marketplace of Ideas ill the Marketplace of IIl­
veSlmenl, 60 Wasil. L. Re\'. 8'13 (1985).

PROBLEM

17-4. Ilerb Finemou is a \"iell-known freelance business writer in California.
In Novcmher 198H, he wrole a story that was printed in a local Los Angeles
business weekly that included favorahle information abollt a particular
small start-up company located in Southern California. Shortly before pub­
lication, Finemon bought a substantial amount of stock in that company;
after the article was puhlished, the market price of the stock rose substan­
tially. Soon after that, Finemon sold at a considerable profit. Within six
months, the stock price dropped precipitously after it was discovered that
there was little basis for Ihe optimism expressed in the article. Upon inves­
tigation, government officials concluded Ihat Finemon honestly believed
that the upbeat information he received from company officials - which
was the basis for the optimistic statements in the article - was accurate.
Has Finemon violated any provision of the federal securities laws? Are any.
First Amendment interests at stake?

B. Mutual Funds and Other Investment Companies

There are many types of institutional investors, and it is well recognized
that regulation is required to deal with the potential for abuse when per~

sons manage large pools of other people's money. See Clark, The Four
Stages of Capitalism, 94 Harv. L. Re\'. 561 (1981). For the most part, how­
(~vcr, the substantive task of rcglliatin~ the activities of financial institutions
(e.g., bank trust departments, pension funds, insurance companies) has
not been made part of securities regulation. The exception is the invest­
ment company. Pursuant to the Investment Company Act of 1940 ('40 Act),
investment companies lire subject 10 an intense degree of federal oversight
in their day-tn-day governance and operations, cven though they are also
chartereel or estahlished (and thus also regulated) as business associations
under state law. This assi~nmcnt to the SEC 110 doubt reflects the fact that
unlike the other principal types of financial institutions, the investment
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company performs no significant economic or social function apart from
its roll' as all institllliollal investor.

Bernn' turlling 10 the specifics of investment company regulation, one
Illlnlillll 111.11 (l!ldd Iw ;l\kt'd is Idly han' such spnial kdcra! reglllatioll at all.
101\1'111111' I.l\ k Il[ ,I '>t'P<lLI[C S(HiCldl interest rising [0 lht' 11'\"('1 oillational

1~111111 ,Illl " 11',!.!, __ '"(HIlmi II\('!" 11H' 1l1()1H'\' SlIPI']" h\'hlllks, pl'IllCClilltlll!n'­

1111'[111"111 ",I\lll;;" Ill[ p('ll.... iOl\ IIItHb), \\'i1y should ,n' In\l1 ill\'CSIIIICIlI COIll­

!1.lllil'> .111\ dlllt'l('lllh hom ollwr issucrs O!"SI'Clllitics, whelc hasic issucs of
~;' .\\ IILIIl! (' ;IIt,ldl Itl stall' bw (alheit wilh Lhl' disclosure-oriented sllpple­
1IIl'IlLIlIllll III Ilw !t'dCI;!I SlTllIitics I,m's)?

Ill(" ;\IIS\\,('1,;lS uSllal, is 10 he fOllnd in some mix of history and politics.
IIII' kgi ... Llli\'l' ddihcLltiolis of the early 1930s uIlcovered substantial evi­
(kilt (' "l ;L!llIS(' 11\' prollloters of iUV{'SlIl)('1l1 companies, and the nc\vly nc­
,lied SH: pnsi ... tcd ill ils desire 10 hring lhe aClivities of slich elltities tinder
klln;d ( Ollt rill. .)'1'1' J Seligmtl II, The TransformaliDn of 'Vall Street 222-229
(I ('Y. ('tl. I ~1~1:». In large part, this desire stemmed frOtH the ~ame sorl of sus­
Ilit'it Hl (Ill ITidt'IICC) that oftell leads to special rcguLnion '01' financial insti­
[lItiOIlS: the Iwliefthat cOlltrol of large, liquid pools of capital is particularly
;lppt'aling to tll()sC with dishonest mOlives, since self-dealing and misllse arc
IIllich harder 10 detcct than in situations where most of the company's as­
sets arc ill the tangihle form of something like a steel mill. Ther'e is also the
!t-;Ir of thc cU)J\(llllic power that comes from concelltrated shalT o\\'!Icr­

~hip, c\"('n if kgitimately exercised. Sp(' Roc, Political Elements in the Cre­
,11;0" or" ~hll",,1 F""d I"dustry, 139lJ. Pa. L. Rl'\'. 1469 (1991).

The materials thai fol1ow are not intended to be exhaustive of the suh­
jl'ct of illveslllIClI1 company regulation. The '40 Act is one of the Illost fOIll­

plicaled and technical of all the securities statutes. One reason for this,
;1I1l01lg many, is Section 6(c), which gives the Commission plenary exemp­
li\(' ,llllhority under Ihe Act, either through rule or order, ann with the at­
lacllllH'llt ol"such terms and conditions as it sees fit in the puhlic intcresl. As
~l H'Sldt -ullique to the '40 Act - the Commission has the ability over
lillIe to reline 01" reformulate the entire regulatory structure, and it has ex­
ercised Ihis authorily ill some form or another under a large ponion of the
Act \ provisiolls.

Inslead, these materials will concentrate on the principal regulatory
.... 11 <ltt'git·s Illllkr the '10 Act that represent striking departures from those
,lppli{'t! 10 corporations generally under state law. As YOII study them, try to
;ISSt'SS thl' stltllHlncss of those choices, keeping in mind the fast-growing im­
fH Irl.IIl!T of the mutual fund - the primary form of investment
compallY - as an investment vehicle in the United States. From fewer than
$100 millioll ill a~Sl'ts at the cnd of the 1970s, the l11utual fUlld industry has
1111\\ P;ls'>l·d lhe $:\ /lillion mark, wilh more thall 25 perrellt 01" all ,\Illcrican
IHHI'>c'l1lJld ... holding lund shalt's, Re(Clllchangcs ill ERISA rules al"c likely
I.! ('lltIHII;lI~t' (·\"t'll 11101(' 1('lill'menl savings through defilled cOlltrihutioll
Id.lll'>, \\Ilic II ;11(' Iht· dOIll;lill or lilt' IlIlllllill fllnd. fllnlter accdl'Llling lhe

I r ,\" ill j d !Ill'> llUI kt'l .\0' R(H k. I'oxe~ ;11111 lit-II IIOlh('s?: I'nStlll;lI Tl<ldill~

by Mutual Fund Managers, 73 Wash. U. L.Q, 1601, 1601-1602 (1995), For­
tunately, we are guided in the task of assessing the regulatory stlucture by
the f~,<:t that the SEC itself recclltly completed its own thorough reevalua­
lion to ensure its contemporary crficacy. The SEC stafl report entitled Pro­
{ectillg In\'(.'sloI"S: A ILdf-Cclllllry of Investlllent Company Regulation (tvlay
I q~l~) ("011 Lli liS 1I11l1lC!'OllS nTOllllIH'lH Ia t iOlls lor modernization, reconcep­
tllalizatioll, and n'lillcmenL, S()lnc ofwllich Ilave alrcady been put into place,

Thc dominaling issuc in all of this - as in so much of securities regu­
lation generally - is how much to rely upon the discipline of the market­
place, aided by mandatory disclosure, to control the behavior of investment
companies and how much substantive supplementation is needed, If there
is olle thing clear about the industry, it is competitive, and mutual funds, at
least, must constanlly search for new money. There are many and varied
companies competing for investor funds, and new entrants appear con­
stantly, The financial press regularly cvaluates fund performance. and sub­
stantial evidcnce shows that investors as a group are sensitive (perhaps
hypersensitive) to evidence of good performance. To a disproportionate
degree, new money flowing into mutual funds goes to funds that recentJy
have outperformed their competitors. E.g., Gruber, Another Puzzle: The
Growth of Actively Managed Mutual Funds, 51.J. Fin. 783 (1996); Ippolito,
Consumer Reaction to Mcasures of Poor Quality: A Study of Mutual Fund
Performancl' 1965-84, 35JL, & Econ, 45 (1992). This might suggest that a
disclosure regimc should be sufficient, supplemented by the kinds of fidu­
ciary duties of loyalty and care normally imposed upon managers - not a
syslem of detailed and burdensome fcderal standards governing the struc­
ture and hehavior of mutual funds and other investment companies, See
generally W. Baumol et aI., The Economics of Mutual Fund Markets: Com­
petition Versus Regulation (1990).

Before making any judgments, however, consider two things, One is
the teachings of lhe efficient market hypothesis. Whatever Lhe theoretical
debale about market behavior, evidence is slim that investors systematically
benefit from thl' research that justifies the relatively high advisory fees
charged by many funds, On average, actively managed mutual funds Ullw

derperform lhe market. Thus, most have reason to be disappointed in what
their funds deliver for what they charge, although there is some evidence
that top-performing funds do deliver above-average returns with surprising
consistency. See Gruber, supra; Elton, Gruber, & Blake, The Persistence of
Risk·Adjusted Mutual Fund Performanre, 69.J. Bus. 133 (1996); Hendricks,
Patel, & Zl'ckhauser, Hot Hands in Mutual Funds, 48.J. Fin. 93 (1993). Sec­
ond, therc seems to be an asymmetry in the movement of funds in response
to performance; 'Vhile top performers do attract a large percentage of new
inn'sl ment. ill\'cs!<)rs arc not quick to scll shares of poor ones. See Ippolito,
Sllll!";I. <It h l-ti2; Rock, sllpra, at I() 18-1619. Professor Gruber argues that this
is cvidCIHT or a two-tiercd market {{lr mutual funds, one quite sophisli­
cued, the or!H'r "illlol"lll<ltiollally disadvantaged," with no opporlunity to
;lIl)ill;I1..!(' tilt' dillell'lIet' lH'(;III ... (' /lIthe W;I\' Illutll<ll fund shares tlfe mired
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;lIId sold. (~nlher. supra. at 807. Uo these observations suggest any (lilem­
lIlilS ,villi respect to regulatory intervention?

I. 'I'll<' 'J(· ..minnlng)' of the '411 Ad

III 111.111\ \\,1\'>. III(' lllild('] of illycsllllClll (OlI1Jl:lllY regulatio!l is lhe sallie as

111.111.11 11llJk"I-dc"kIS and illn'SIIIH'llt (l{h-iscrs. Thai is to sa\', it is unlawful
\ 1111 II' I .'·W( [il III I 01 I he IJlH'slllH'liI (:OIIlP;IIIY :\ct for allY ill\'CstlllCl11 COIl1­

1),111\ (lll'llg;lgt' ill;\ ,,-j(k rallgc (lJactivitics C())lsidcn·(J cllaracteristic OfSllCh

(lllljldllll'S 1I11IeSS it has registered wilh the SEC. IlIIpcrllIissihlc activit)' hy
;111 llill l'gislt'l cd in\"cstment (:olllpall)' call lead to a wide variet), of civil and
(I illlill:1! lH'lI:l1lics, and allY COlltraClllladc in violation of the Act is voidable,

This lll'lke." the detinitional qucstion a crucial one, and, unfortunately,
Scctioll :) of the Acl is quite complicated in thi,\; ·respect. Because most in­
\"(·sll1l('lll t'OIIlJl<lllics arc unmistakahly such, it would bf distracting at the
ollls('1 to dcl\'(' illln the definitional margins and det.ailed exemptions. That
Wt' will do ,II 11H' {'lid of Ihe chapter, once the basic structure of regulation
is 11IHlcrslOod. For now, let us conccntratc on some basic concepts and tel'·

III i110I()~-y.
The'40 Act separates investment companies into a variety of categories

UpOIl ,,,,hieh \'ariatiolls in suhstantive regulation may well turn. Under the
st<ltute, lIH:n' are three levels of scparatioll. First, there are types of invest·
IIH.llt companies. Olle type is the unit investment trust, which arises whell
illterests in a lix{'c! group of securities are deposited with a trustee and sold,
These are not managed (i.e., there is no turnover of the portfolio). Unit in·
\'cstlllCill trusts are increasing in popularity and use. See Harman, Emerging
AIternatiyes to Mutual Funds: Unitlnvcstment Trusts and Other Fixed Port·
loho "chicks. 1987 Duke LJ. 1045. But the overwhelming mqjority of in­
n:stillellt companies are referred to as management companies. And among
these, there is an important subclassification found in Section 5(a). Closed~

{'wi (oIfII)(Uli{'~are those that issue a fixed number ofshares to their investors
(which ilia)' he increased from time to time through new issues). Closen.­
elld compally shareholders wishing to dispose of their shares therefore
IIlllst filld sOllle thint~party purchaser; such shares are often listed on ex­
('hall~t·s 10 facilitate secondary trading. By contrast, an opfll·end company­
1lt'II<T known as a Illtllllal fUlId - is one that continuously sells new shares
10 the publk and stands n:ad)' to redeem its shares from shareholders at
r\lIH'lIl lIet asset value. In that event, no secondary market develops; all
purchase and sale transactions are with the issuer. The mutual fund. is far
dlle! ;\W<lY the dominant type ofmanagcIIlcnt company and, as noted III the
/,[(',iolls sntioll, has bcen the fastest·growing catq.{ory of institUl.ional ill~

U',,101 For this !"c,lsoll, we shall concentrate in the materials that follow on
rlj(' 1l1\lr\l~lllllllll <IS the jllolotypkal f01'111 of investlllt'llt cOllipany.

i\'c'xr, tllc'n' is ,I dislinctioll sci forth ill Sectiol\ 0(1)) Iwt\\'ccli diveI'silicd

and nondiversified management companies. A diversified company is one in
which at least 75 percent of the company's assets are invested in cash and se­
curities, where the calculation is limited in respect to anyone issuer of se­
curities acqllired hy the iny('stlJlcnt ('(Jlllpally til an amount not greater than
!) 1)('ITCllt of the illn:stlllcllt COIIIPiIl1Y'S <lssets and 10 percent of the out­
slanding \'oting securities of slIell i.ssllt'L Virtually all mutual funds are di­
versified compClnies. In part, this is bccause diversification is appealing to
in\'estors as a means of reducing risk, but an equally important incentive is
[ound ill the Internal Revenue Code, which limiLs favorable pass· through
tax treatment (i.e., 110 separate tax at the investment company level with re­
spect to income that is distributed to shareholders) to investment campa·
nics that meet similar diversification requirements,

Although not reflected in the statute ilSelf, mutual funds may be sub­
divided further into categories based upon their investment portfolios. Eq·
uity funds are those largely invested in common stocks, although almost
inevitably other investments will be present as well. Among these, one
would find aggressive "growth" company funds, more conservative bluep

chip·type funds, those specializing in specific sectors of the economy, and
so-called global funds, which invest largely in foreign securities markets.
Bond or "income" funds also flm quite a gamut, wilh separate markets for
taxable and tax-free bonds as well as those that focus on high-yield debt. Fi­
nally, there is the phenomenon of the money market mutual fund, which in­
vests in highly secure, short-term government and private debt instruments,
thus offering investors a product that bears a strong resemblance to a bank
account, albeit without federal deposit insurance. Many mutual funds are
part of large "f~unilies," where investors are given substantial freedom to
switch money from one fund to another as investment needs and prefer­
ences change,

Of particular note here is Section 13 of the'40 Act. That provision pro­
hibit"i any investment company from changing its open/closed or diversified/
llondiversified status without the affirmative approval of its shareholders. It
also imposes such an approval requirernent upon certain actions (though
not all) that would constitute a deviation from its fundamental investment
policy as set forth in its registration statement. Courts have implied rights of
action on behalf of fund shareholders to enjoin impermissible deviations.
E.g., Potomac Capital Markets C07P. v, Prudential-Bache Corp. Fund, [1989-1990]
Fed. Sec. 1.. Rep. (Cell) '194.837 (S.D. NY 1989).

2. The Structure and Management of a Mutual Fund

To understand thc nature of the mutual fund industry and the associated
regulatory prohlt'ms, it is first necessary to consider how and why mutual
funds arc established ill Ihe first place. By and large, the incentive to enLer
lilt' jlldllstry is ,!Ie prolliise of cO/llpensation for slIcu:ssfully managing a
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III H (Jolin ol ill\'t'SIIlH'llls. To this cnd, Ihe sponsor or promoter typically 01'­

I~; III i It· .... lilt' ilL n ',lIlll 'III COlli pall)" (lisually under slale (orporate law, aIt hough
Ill!" ~LlSS.l(IlII... ('lIS husincss trllst is also;1 COIIlIIlOJl rorm) and installs the illi­

ILL! 1111;lId 01 dil C(lIlIS. \"ilh this. 11](' process or selling shares In the puhlic
lH'glll"'. g\'!H'ldlilig the 1Il0lH:y to Iw )"CiIl\TSIl'd. BUI unlike the typical husi­

IIC"" I HI pOI ,Ilillil (()Jlt('xl, lht' sponsor dot's 1101 ('XIHTI 10 retain all)' equit),

III [l"ll' ... l ill lilt' i ll\'('SllllClll COlli p,lIly or seck excC! 11 i\,{, o!ficc. Rather, I he ill i­
li,1I IHI;lId 01 dircctors cillers into a managcIHcnt ('mUracl wilh the pro­

1111 lin \\'IH'I ('h~' lilt' SI)Ollso!' - now called the ad\·iser - manages the fund
\ i.(·., 11l;lkt·S all ill\'('sIIlH'nt decisions on its behalf) in return for a manage­
IlWIlI ke lit·terlnilled hy retLTcllce to the a"i."ieL"i of the fllnd. It is the ex­
pec1('d Il'lUIIl 110m lhis contract, together with income from any anivities
1 (·1;llt·(\ III distrihuting the fund's shares or transacting its business, that jus­
lilit·s lhl' expellses incurred in sponsoring the fund initially. Sfl'Schonfeld
s.: Kn\\'ill, (hgalli/atioTl ora t\.llItlial Fund, 49 Bus. Lmv. 107 (1993).

Wil;1I lliis I1H';I1IS is that the mutual fund shareholdrrs·«HT)(· to own all
IIH' eqllitr or the Il11HlIal hmd and arc represellted by a buard of directors
\\'hOIlI Ihey are t'lltitled to elect. But in all but a few instances, the hmd itself
I'" iIl<lui"t' ill terms of internal managemcnl. All visible activity relating to
llie operatioll of the hllld will be found ill the sponsor's offices.

At lirsl glance, this seems to leave the adviser in an exposed position,
sinn: tlllder SCftion 15(a) of the '40 Act such contracts cannot be more than
IWo years ill duration and musl be approved periodically by the company's
hoard of directors and its shareholders. But in fact, lerminalions of advisory
contracts arc extremely rare. In large part, this is a function of rational
shareholder apathy and the resulting self-perpetuation of the board ini­
tially chosen by the sponsor. Even more than with respecl to lhe average
Inlsillcss corporation, shareholders of mutual funds lack any meaningful in­
celltiyc to express dissalisfaClion with incumbent management by any
mcans other than demanding redemplion of lheir shares or, in some cases,
il1~titll(il1g a lawsuit. From time to time, mutual funds have been unable to
;lChi('\,c the quorum necessal]' to hold their annual meeting because so
lIIallY ill\'('stors simply neglected to return lheir proxy cards.

I :oupkd with the Investment Advisers Act (which regulales the activi­
lit·" 01' IUlid advisers), fhe Itl\Tstmcnt Company Act exists in order to com­
P("II~;lt(' lor the percch'ed inadequacy of shareholder voting rights in this
',t"\lIllg CIS <l lIIechallisllI for addressing managerial conflicts of interest and
till' possibililY of Illishchavior. Indeed, it has heen seriously suggested that
\, )ll!lg righls he eliminated entirely ill the mutual fund contcxt. See Phillips,
i It· rt'g-III;11 i<1I1 l) IHler tile IIlvestment Company Act - A Recvaluation of tile

( :'11 JlOI ;lIl' l'ar;lp!lcrllalia of Shareholder Voting and Boards of Directors,
\7 IIl1s. I air. ~lIl:1, '108-\110 (1\182). While this has not been done (andlhe
( :( Hlllllissillll'S 1~192 stan report recommends that it not be douc), it is worth
ll{)lillg til;11 sOIJU' stalt's (including the most important olles for investment
((llllp;lllics, t\bl'yLllld and Massachusetts) allow investment companies to

1 L_ • L '.111

Act. It seems dear that the Act relies largely upon other forms of control in
order to he effective.

The starting point for analyzing the issue of governance under the '40
Act is all important structural rule. Undcr Section 12(d) of the Act. invest­
ment companies are generally prohibited from making more 111.111 dc min­
imis invcstmcnts (defillcd ill tellllS of illlpact UpOIl hoth acquil'or fllld

acqllirce) in other registcred investmellt cOlllpanies. This antipyramiding
rule, which was amended ill 1996 to facilitate interlocking investments in a
family of affiliated funds, is designed to ensure that control of investment
companies rcsidcs in the hands of the public investors, rather than other in­
\'cslment ('(Hnpanies, and to prevent a "domino effect" for redemptions
(i.e., a fund facing the need for cash as a result of all unexpectedly high rate
of redemptions by its shareholders mig-ht havc to redeem its shares in the
other mutual fund, causing that fund to need more cash, and so on). One
effect of the rule is to create a stumbling block to the hostile takeover of an
invcstmcnt company, since it is so easy for an acquiring company to itself
hlll within investment company status. See Brltlcmft Convertible Fund Inc. v.
Zico Inv. Holdings Inc., 825 F.2d 731 (3d Ci... 1987). The anti pyramiding rule
is supplcmented by statulory restrictions on the issuance by investment
companies of senior securities, such as bonds or debentures. As sct forth in
Section 18(f), this restriction is for all practical purposes absolute (except
insofar as certain bank loans are concerned) for mutual funds. .

Having mandated a relatively simple capital and control structure, the
'40 Act then seeks to ensure that the public owners of fund shares will be
duly represented in its governance. One mechanism for this is a set of rules
governing the composition of the board of directors of an investment com­
pany. Under Section 10(a), no more tban 60 percent of the board may be
"interested persons" of the company - a defined tenn found in Section
2(a)(19) that broadly covers persons whose affiliation, employment, or fam­
ily relationship with the company; its adviser; or its underwriter could rea­
sonably be expected to create a conflict of interest. This requirement is
waived with respect to a limited class of mutual funds (those, for example.
that charge no sales loads, pay no salaries or expenses of the adviser, and
pay advisory fees of not more than I percent of net asset value). These need
have only one disinterested director. The introduction of the statutory con­
cept of "disinterested" director was a consciolls effort by Congress in 1970
to uffer additional protection to fund shareholders; hefore that, a more for­
giving notion of "unaffiliated" director had prevailed in the slatute. Re­
cently, the SEC has given consideration to asking Congress to require that a
majority of directors be disinteresJed. SEC StaO· Study, supra, at ch. 7.

Disinterested directors are assigned crucial roles under the Act. Most
importantly, Seetioll 15 requires that the directors of the fund approve the
initial entry into an advisory contract and each renewal, and this approval
must be by a m;:~jority of the disintcrested directors. The duty to approve
Glnics with it a correlative ohligalion "to request and evaluate ... such ill-
L .. ·..... ,;"" _H' ... ' .. , ... ·,,,,, .. ·.1.1 •. I .. , .....-•• "" ...... ,,, ...... 1... 01., 01", ...~~_._ .,._
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interesls and the interests of II~~ afl~t~~sl Ie ~onfhCl of IIltc,rest between Iheir

SIIIlI('<1 111<11 e\'('I)' aflilialcd director wi Ii 't~~ve :~I~~t ~vhe7 It llIay _be ~airly as­
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A<;, the materials on fiduciary responsibility that will follow shortly make
clear, courts have also adopted a posture of deference to the decisions of
the unaffiliated directors as a means of cleansing the self-dealing taint that
would otherwise call into question transactions involving the fund and its
adviser so long as the kind of disdosure called for in A-Ioses occurs, In Burks
v. l.ashn; 441l1.S. 4R7 (1~}79), for illstance, tilC Sllprcme COlIr! fltlc'(lthal
the independent dircctors of any investment company could, cOll~isit~1l1
with feclcrallaw, terminate a shareholders' derivative suit in an appropriate
case over the ol~iectiousof the plaintiffs, After a lengthy exposition of the
role of the disinterested director under the '40 Act, the court concluded
that Congress intended such directors to assume the position of indepen­
dent "watchdogs" over the fund, adding that "it would have been paradoxi­
cal for Congress to have becn willing to rely largely upon 'watchdogs' to
protect shareholder interests and yet, where the 'watchdogs' have done
precisely that, require that they he totally muzzled." lei. at 485,

Ilow successful is this approach? Given what you recall from your cor­
porations course ahout corporate governance, do you agree that such def­
erence is warranted? Especially if shareholders seem to have so little to do
in practice with the selection of the outside directors? A number of com­
mentators have expressed doubts, E.g., BrucIney, The Independent Direc­
tor -Heavenly CilY or I'otemkin Village?, 95 Han', L. Rev, 597, 617-619
(1982) (pointing out that few, if any, instances of investment adviser mis­
conduct show that "independent" directors tried to do much to stop it). On
the other hand, could it be that marketplace discipline in the mutual fund
context is sufficiently strong that decisions by those without a direct pecu­
niary interest in a transaction can in fact be trusted to generate an arm's­
length result? We shaH return to these questions when we explore the
fiduciary obligations of those who manage investment companies and the

disclosure philosophy of the '40 Act.
The SEC has concluded that full disclosure in this area is vitally impor-

tant and has given increasing attention to providing investors with infor­
mation so that they can evaluate the performance of those who run and
those who advise their funds, In 1993, for example, the Commission
adopted a requirement that fund annual reports include a management
discussion and analysis of fund performance and standardized perfor­
mance data, including graphic comparison of the fund's performance to a
broad-based securities market indcx, Funds are also required to disclose
the identity of the individual person or persons primarily responsible for
the day-tn-day management of the fund's portfolio. QUCI)', why this laller
requirement? Are there any hidden costs to such a requiremellt? See Kitch,
The Theory and Practice of Securitics Disclosure, 61 Brook. L. Rev, 763,
834-836 (1995), And with increased allention to derivatives and other risky

financial products, the SEC has also stepped up its requirement that funds
effectively disclose the riskiness of their portfolios. On the question of risk,
could the hypcn:ompctitiveness of the market for new money result in mu-
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11laIluI1d managers increasing their levcls of risk excessively if they fear that
they lIlay))(' lagging behind their peers? Srrfirowll et aI., Of TOllrn<lIllCnls

;lIldl(,'lIlpLlIioIlS: An Analysis of l\fanagcrial Incelltives in the J\hHual Fund
Indllstry, :ll J Fin. H!l (l996).

nH')"c is olle other approach 10 the question of who call govern that
l('I)!('sCllls a noteworthy departure frolll siale law. Sectioll ~)(a) of the '40
r\et 1I;lIs from <lssot'ialioll with a registered investment company <lll}' persoll
who (I) h;\.'; bet'll (,()II\'iClcd of a securities-related crime within the last ten
~('als or (~) is Slll~icrl 10 a permanent or temporary il~jllllCliol1 hy a COllrt
wilh respe('l III s(,cllritics~rclatcd anivity. This automatic hal' is amcliorated,
!lo\\'l'\"ct', hy StT/ion 9(c), which gives the SEC the power to removc this bal~

IlPOJl SIKh telms alld conditions as it sees fit, if it makes a finding that the
illiJ);j{1 of the har is "unduly or disproportionately severe or that the con­
duct oj Slid I person has been such as not to make it against the public in­
IlTest or protectioll of investors to grant such application." Section 9(b)
gi\'{~s lhe COlllmission discretionary authority to bar any person from asso­
ciatioll with a registered in\'Cstlllcnt ('ompany upon a finding ofa willful vi­
obtion of th(' federal securities laws. III this regard, the authority of thc
(:Ollllllissioll over persolls alliliated with invcstment companic.;; is much the
SdItH' as that OHT hroktT-dcalers and investment advisers.

PROBLEM

17-5. Consider whether any of the following persons is a "disinterested"
person with regard to a mutual fund for purposes of Section IO(a):

a. the spouse of an attorney who acts as the principal outside counsel
to the fund's adviser;

h. the chief executive officer of an industrial company if the fund
owns 5.5 percent of the voting shares of that company;

Co a persoll who is otherwise disinterested, but who also serves on the
hotlrd of directors of a number of other funds in the same fund
nJlnplex.

:1. Sales and Redemptions of Mutual Fund Shares

n. 1h,'('s (//1(/ Distribution Charges

TIl(' S)'stt'lll of prking and distributing mutual fund shares is fixed
lillllh hya ("olilhination of statute and SEC rules. Sectioll 22(<1) essentially
lilllih the s,llc of lIIutual fund shares to the puhlic at the current offering
I" ilT dt'sniht'fl ill the prospectlls, thus imposing a system of retail price
1II,liIlICIl;lIlte for the distrihution of fund shares - eliminating the possi-

hility of direct price competition by those distributing the fund's shares.
(This regime is controversial, and the SEC staff has called for its abolition.
SEC Staff Report, supra, at ch. S.) ''''ithin this framework, in turn, the most
important regulatory requirement in practical terms is Rule 22(-1, which
provides, ,\lith limited exceptions, that both sales and redclIlpti,.lli.'; of fund
shares IIlust occur at the net asset value that is next computed after the re­
ceipt of the order or tender. In general, net asset value must be computed
no less than oll(:e daily (Munday throngh Friday) at the time prescribed by
the fund's board of directors.

The fund's pricing discretion, then, is effectively limited to issues re­
lating to sales charges and expenses. Here there are a number of variations.
Some funds are classified as "load" funds and charge the investor a certain
percentage of the purchase price of Lhe security. This load is used to com­
pensate those involved in the selling of the security: the undenvriters, bro­
kers, and dealers - who mayor may not be affiliates of the sponsor. Section
26 of the NASD Rules of Fair Practice limits the maximum sales charges
that can be imposed upon mutual fund shares to 8.5 percent. In 1985, the
SEC adopted Rule 22d-l, which permits variations or the elimination of
sales loads with respect to "particular classes of investors or transactions" so
long as all participants in the distribution apply the scheduled variation to

all offerees of the specified class and there is full disclosure of the variation
and its impacl. An alternative to the front-end load is the so-called contin­
gent deferred sales charge, pursuant to which the investor is charged a fee
upon redemption. The fee typically varies over time, diminishing the
longer the investor holds the mutual fund shares.

Funds that charge no sale or redemption fee are referred to as "no­
load" funds. For the most part, this occurs when the fund itself or its affili­
ates undertake to internalize most or all of the advertising and marketing
expenses associated with the sale of shares, seeking compensation for this
elsewhere. One of the most notable recent developments in mutual fund
marketing is the distribution of multiple classes of shares in the same fund,
where the differences among classes relate largely to expense charges.
Some shares might be no-load and sold via advertising to one market seg·
mem, while others with distribution charges would be sold by a brokerage
sales force targeting different groups of investors. See SEC Staff Report,
snpra, at 330-332. An alternative that accomplishes much the same result is
the so-called hub-and-spoke structure, which establishes a number of affili­
ated funds with separate expense structures, each of which in turn pur­
chases shares in a master portfolio.

The question of lhe financing of distribution expenses other than
through front-end or deferred sales loads is an extremely controversial reg­
ulatory issue. Historically, the SEC had taken the position - with support
from the legislative history of Section 12(b) - that distribution expenses,
such as advertising, prinling and mailing costs, and commissions and other
compensation paid lO sales personnel to promote sales of fund shares,



II 1171 17. Investment Advisers and Investment Company Acts of 1940 II II B. Mutual Funds and Other Investment Companies 1175 II

.'iIHllJid 1101 he hOlllt' hy the ('lind it.'iclf. The lllldl'rl~'ing rationale 110 douht
\1;1:-' (tlllt'("llI aholll ('{)Ililict of illlcrest, since a prill('ipal hcncliciary of ill­

I r(,~lst'd s,dt'S III lund shares is (he arh'iscr, and, thus. a level ofcxpcndiwrcs
Illiglll he tlladc th,ll would he unjustified ill terms of hcnclit to the fund's
s!l;lIc1lfddcrs. III l~H'W, how('ver, the (;olllmissioll adopted Rule 12h-l, pcr­

lllillillg ill (Tllain circulIlstances a distrihution fec 10 be charged to the
llllld's :-.h'll"eholdcrs as a group. III operation, tlie Rule works as follows:

,\s ;Hloplt'd. nile I ~h-I makes it Hlltnvful for an open-cnd managemcnt in­
\('Sllllt'1l1 tOlllpall~' 10 ael as a distributor ofs('(urilies nfwhich it is the issucr,
l,lill'l th:llI throllgh <Ill lllldtTWritcr, UllleSS auy p;IYlllellts hy the company in
(,)IItH'iliO!l witl1lhe distrihlttioll art' made pursuau! to a ",rillen plan that de­
~l Iilln ;dllll;l!t'ri;ll ;\SIHTts of the proposed distributio!l financing illHlthal is
adol)ln! ill anonlancc: with the rule. The I'llit' pn'J"ides that a fund will he
det'llled 10 he acting as a "dislributor of securities of which it is the issuer,
Ullin lball Ihrough ;\11 ulHlnwrilel," if it engages directly or illdirf"ctly in 11­
n;\l1( I1lg allY atlivity which is primarily intended to result ill 'the sale of lund
.sh;l1 ,'S.

l{u1e I ~I:rl, as adopted, rdlccts the COlli mission 's heavy reliance UpOll

1111111 tlil('('ttllS, p,llliclliarly (Iisillterestcd directors, to protect the ililerests of
tht' hind and its Sh~ll('h()ldtTS and to minimize the conflicts of interest that
"ulIld ('xis! if the IUlld's illvc.stmellt adviser ' ....eIT to make the decisions of
\dl('lllt'l ~l1ld to what extent the fund should hear distrihution costs. Thus, thc
Illk prm-idt,s th,11 a fllnd's 12h-1 pbn <tlld all relatcd agreements mllst he ap­
Illt"'('(1 i.lilially hy a llJ~jority of the fund's hoard of directors and by a Ill,,:jor­
11)' of Ihe flllld's disinterested directors. The plan must also he approved
initially by the holders of a m~jority of the fund's Olwaanding voting seCllri·
tit·s. hnall}',lht, 12b-1 plan must provide, in substance, that it will continue in
t'llcu lor more lhan one year only if it is approved annually by a majority of
the fund's hoard of directors and of the disinterested directors,

Rule 12h-1 places on fund dire~tors a duty to request and evaluate such
information as is reasonably necessary to make an informed determination of
whethCl' to adopt or continue it 12b-l plan. The rule also instructs the direc­
tors 10 consider and give appropriate weight to all pertinent factors in decid­
ing ",hether to implement or continue a 12b-l plan, and provides that fund
direnors may implement or continue such a plan only if the directors who
mle in l;l\'or of the plan find that there is a reasonable likelihood that the
plan will hencfit the fund and its shareholders. Additionally, the rule requires
t"\"t'l r I:2h-1 pl<lll 10 provide that it lIIay he terminated al any time by a vole of
;1 llLljol ity of the fUlld's disintCTested directors or of the fllnd's OlHstanoing
,olillg SI'Ull ilics. Each plall III list also provide thaI it may not he amended to
illtl (';ISI' lIl;ltnially the amount to be spent for distribution withollt share­
Iioldn .lpplOUI and that all material ,nIlenclmt.'lIts to the plan lIlust be ap­
pll)\'('d hy ~l Ill;~i(ll ily olthc fund's hoard of directors and of Ihe disinterested

dilt·t llllS

I"IU' mit' alsu requires a funcl relying on the rule to commit the selection
alit! 110lnill;\tioli of ils disinterested directors to existing disinterested direc­
lOIS. ("his I ('<jllin'lIlelll was int('Julcd to in(Tease lht' likelihood that a fltlld's

disinterested dircctors would he able to act independently of fund mallage~

IIlCll!. The Commission considered such independence essential, given the
shareholder protection role assigned 10 the disinterested directors by the
rule.

Rule 12h-1 states that each 12b-1 plan and related agreement must re­
quire all persons authorized to direcl the disposition of money paid or
payable by the fllIId ("121:r- 1 payments" or "12l:r-1 lees") to provide the fund's
hoard of directors with a quarterly report of the amounts expended and the
purposes for which expenditures have been made,

ln addition to adopting nile 121:r1, the (;olllmission adopted the Itl,IICd

disclosure and reporting- requiremellL" essentially as proposed. The Commis­
sion also restated the position (which it later revcrsed) that it would be inap­
propriate for a fllnd that finances the distribution of its shares to hold itself
out as "lIo~load" or lise equivalcnt terminology,

Investment Company Act Release No. 16,413, [1988-1 989J Fed. Sec. L. Rep.
(CClI) 184,243 (Juue 10, 1988). In terms of possible benefits to share­
holders, it is possible that the increased sales generated by such marketing
expenditures may create some efficiencies, such as lowering the per unit
cost of research expenses charged to each shareholder or improving the
liquidity position of the fund, so that management can concentrate on per­
fOr1n<lnce without h,willK to worry excessively about all unexpectedly high
level of redemptions. And for Ilew funds, at least, the use of 121:>-1 plans may
obdate the need for frolll-end sales loads. As implemented, most 121:>-1
plans have fallen into one of two categories. One is the compensation plan.
whereby the fund allocates a percentage of its assets for distribution use,
without necessarily requiring that such expenditures actually be made. The
other is the reimbursement plan, which permits expenses to be charged as in­
curred, usually up to some specified limit. See Note, Mutual Fund Distribu­
tion Expenses: Shareholder Investment Costs and the Propriety of 12b-l
Plans, 22 N. Eng. L. Rev. 453 (1987).

The difficult 12b-l issue is whether the amounts paid out pursuant to
such plans are likely to be fair or not in relation to potential benefits to
fund investors, given the influence that advisers may have even over these
disinterested directors. Some evidence calls into question whether in­
creased expenditures on sales and marketing do produce compensating
benefits for fund shareholders. See Dukes & Wilcox, The Difference Be­
tween Application and Interpretation of the Law as It Applies to SEC Rule
l2b-1 Under the Investment Company Act of 1940, 27 New Eng. L. Rev. 9
(1992) lfindin!\ a negative relalionship between Ihe adoption of a 12b-1
plan and performance); Malkiel, The Regulalion of Mutual Funds: An
A!\enda for the Fulure, in Modernizin!\ U.S. Securities Regulation 476 (K.
l.ehn & R. Kamphuis eds., 1993) ("What has been happening is that ...
new 12b-1 distribution charges have been imposed that greatly exceed any
potential gain from the economics of scale that could come from an ex­
panc!l'C1 asset hase.") Recognizing sOllie hasis for concern, lhe SEC has
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heightened the disclosure requirements regarding all investor- and fund­
borne cllargcs - including advisory fees and 12b-l charges - which must
be presented in tabular form in the synopsis found at the beginning of the
fund's prospectus. The presentation of performance data (discussed be­
low) mllst reflect these rcutrring charges. The NASD has also sought to ad­
dIC.SS 111is issul' in COIlIlt.Tlioll with its authority o\,er maximulll sales
(h;lIgl'S; ill 1~I~H), it reformulated its rules in Article Ill, Section 2H(h)(4)
;lIld (Ii) olthe Rules of Fair Practice to impose limits upon asset-hased and
ddl'n cd dliUgCS in milch the way it docs front-end loads (diSCllssed ahove)
,1lIi1 to n:strin the lise of the "no-load" label to ensure that it is not mis­
Ic,\(lill~. QlIlTy, is disclosure of fees likely to he an effective discipline?
\\'Oldd yOIl suspect that average investors are likely to he hlinded hy perfor­
III,HUT Illcasures anel disllliss, or be confused by, fce-related information?
()r shoulcl we trust the presence of a critical mass of sophisticated investors
10 pro"ide adequatc protection by forcing mutual.funds to act reasonably in
order 10 compete for those invcstors' money? On this latter question, re­
memher the Ilwvemcnt toward multiple class struclUres noted above. As a
separate, hut related, matter, note that the Commission has instituted en­
fllrlTIlH'llt proceedings where persons involved in distributions pursuant to
I:!h-I pLHIS allegedly have characterized certain of their expenses improp­
erly as distrihution expenses, rather than as administrative or management
expenses. SrI' Continental Equities Corp., [1988-1989] Fed. Sec. L. Rep.
(cell) 181,:{23 (Sept. 19, 1988) (settled admin. proc.).

b. Sales Literature and Advertising

Mutual funds sell shares either through brokers (typically with load
charges) or directly. Those that engage in direct marketing use advertising
as their primal)' means of reaching potential investors. But because a mu­
tl1i11 fund is by definition continuously engaged in the distribution of its se­
curities, the entire process of selling is governed by the Securities Act of
I~)33, It is Ihere, as a result, that are found many of the restrictions on what
fHllds, underwriters, and dealers can and cannot do to promote their
shares, Rules 480 through 494 set forth the standards for '33 Act compli­
ance specilically applicable to investment companies. .

Their standard registration form, in the case of the mutual fund, IS

Form N-IA -the same as its registration form for '40 Act purposes. The in­
tegration of the disclosure requirements und~r the tw~ statutes is an. im­
portant facet of investment company regulation. specifically authOrized

under Scnion 24 of the '40 Act.
Inn:stmcnt companies arc given a choice between registering a spe­

cHic amount of shares for distribution or an indefinitc amount (see '40 Act,
Rule 2·1f-2). Regardless of the choice, posteflective amendments become a
malleI' of routine in order to keep the basic financial material in the prospec-

tus in compliance with Section lO(a)(3) of the '33 Act. And to aid in the de­
cisionmaking of existing shareholders with respect to redemptions or rein·
vestment, as well as to promote the proper governance of mutual funds,
funds are required to engage in semiannual disclosure to shareholders pur­
suant to Section 30(d). Such disclosure in turn also hecomes part of the dis­
closure matcrials as the distribution process con tinues. Here, as we have
already seen, the SEC has becn quite aggressive in promoting disclosure on
a variety of crucial topics - pcrformance, fees, and (most recently) risk­
in standardized form that hopefully allows for easy comparison among
funds. In 1995, the Commission began cxperimenting with allowing funds
to lise a very abbreviated "profile" prospectus. which would contain little
more than highlights of the formal disclosure, to make the sales process
more user-fricndly. See Invesunent Company Institute, SEC No-Action Letter,
[1995 Transit" Binder) Fed. Sec. L. Rep. (CCH) 1.77,043 (July 31,1995).

The most interesting of the distribution rules relate to permissible
product advertising. As you will recall, selling material not accompanied or
preceded by a prospectus is unlawful under Section 5 except pursuant to an
exemption, and so far as mutual funds are concerned, essentially all prod­
uct advertising is in the form of a prospectus, since shares are all the com-

. pany sells. Regulation in this area is driven by a number of conflicting
ohjectives. On one hand, the SEC has indicated a desire to promote adver­
tising because of its pro-competitive effect. Given concerns about fiduciary
responsibility, a vigorous marketplace may be the best discipline; aggressive
advertising is particularly necessary, moreover, to allow no-load funds to
compele effectively with broker-sold ones (since brokers are largely unre­
strained in their oral solicitations). On the other hand, the Commission has
also worried about the fairness of advertising, especially with respect to per­
formance-related claims, and wants to get a significant amount ofinfonna­
tion into investors' hands before they make their investment decisions.
Advertising that is too potent may further dinlinish· the significance of
prospectus disclosure.

The Commission has adopted a number of initiatives to strike the right
balance. One exception for issuers generally that you may recall from Chap­
ter 4, Rule 134, has a special exemption from the definition of prospectus
for advertisemcnt'i by investment companies that are designed to advise in­
vestors about the availability of fund shares and indicate the source for fur­
ther information; subsection (a)(3)(iii) gives investment companies far
more leeway in the sorts of descriptive information that can be included
than is afforded other issuers - including permission to include "atten­
tion-grabbing" headlines, so long as the ads do not contain perfonnance­
related information. A special rule for investment companies, Rule 135A,
further exempts "generic" advertising that avoids reference to the desir­
ablity of investing in a specific security.

Rule 482 permits funds to advertise performance data. It allows adver­
tisements that include any material also founel in the prospeclus (which



1 I MEMORANDUM

INVESTMENT COMPANY INSTITUTE

[11082)

June 28, 1999

TO: INVESTMENT COMPANY DIRECTORS No. 7-99

RE: REPORT OF THE ADVISORY GROUP ON BEST PRACTICES FOR FUND
DIRECTORS

As you know, mutual fund governance has been under increased scrutiny recently.
In February, SEC Chairman Arthur Levitt convened a special Roundtable on the Role of
Independent Investment Company Directors, and in March, he announced specific regulatory
proposals addressing mutual fund board governance that the SEC would consider. He also
challenged the industry to enhance the effectiveness of fund directors.

In response, the Institute formed an Advisory Group on Best Practices for Fund
Directors, consisting of three senior industry executives and three independent directors. The
Advisory Group was charged with reviewing current practices of investment company
boards and identifying those practices that may be appropriately considered best practices for
the entire industry. The Advisory Group's Report was released on June 24th

. Its
recommendations focus on those best practices that enhance the independence of
independent directors and the effectiveness of fund boards as a whole. The
recommendations cover practices relating to the structure of fund boards and the processes
they follow. The Report did not seek to develop guidelines that would govern how fund
boards should address specific issues (e.g., brokerage allocation or portfolio valuation) as
such issues were felt to involve considerations specific to each fund board.

A summary of the Advisory Group's recommendations follows:

1. Supermajority of Indp.pendent Directors

The Advisory Group recommends that at least two-thirds of the directors of all
investment companies be independent directors.

2. Persons Formerly Affiliated with the Adviser, Principal'Underwriter and Certain
Affiliates

The Advisory Group recommends that former officers or directors of a fund's
investment adviser, principal underwriter or certain of their affiliates not serve as
independent directors of the fund.

1401 H STREET. NW • WASHINGTON, DC 20005-2148 • 2021326-5800
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3. Control of the Nominating Process by Independent Directors

The Advisory Group recommends that independent directors be selected and
nominated by the incumbent independent directors.

4. Compensating Independent Directors

The Advisory Group recommends that independent directors establish the appropriate
compensation for serving on fund boards.

5. Fund Ownership Policy

The Advisory Group recommends fund directors invest in funds on whose boards
they serve.

6. Qualified Independent Counsel and Other Experts

The Advisory Group recommends that independent directors have qualified
investment company counsel who is independent from the investment adviser and the fund's
other service providers. The Advisory Group also recommends that independent directors
have express authority to consult with the fund's independent auditors or other experts, as
appropriate, when faced with issues that they believe require special expertise.

7. Annual Questionnaire on Relationships with the Adviser and Other Service
Providers

The Advisory Group recommends that independent directors complete on an annual
basis a questionnaire on business, financial and family relationships, if any, with the adviser,
principal underwriter, Or other service providers and their affiliates.

8. Organization and Operation of the Audit Committee

The Advisory Group recommends (1) that investment company boards establish
Audit Committees composed entirely of independent directors; (2) that the Audit Committee
meet with the fund's independent auditors at least once a year outside the presence of
management representatives; (3) that the Audit Committee secure from the auditor an annual
representation of its independence from management; and (4) that the Audit Committee have
a written charter that spells out its duties and powers.

9. Separate Meetings of the Independent Directors

The Advisory Group recommends that independent directors meet separately from
management in connection with their consideration of the fund's advisory and underwriting
contracts and otherwise as they deem appropriate.

10. Lead Independent Director or Directors

The Advisory Group recommends that independent directors designate one or more
"lead" independent directors.



11. Insurance Coverage and Indemnification

The Advisory Group recommends that fund boards obtain directors' and
officers'/errors and omissions insurance coverage andlor indemnification from the fund that
is adequate to ensure the independence and effectiveness of independent directors.

12. Unitary or Cluster Boards

The Advisory Group recommends that investment company boards of directors
generally be organized either as a unitary board for all the funds in a complex or as cluster
boards for groups of funds within a complex, rather than as separate boards for each
individual fund.

13. Retirement Policy

The Advisory Group recommends that fund boards adopt policies on retirement of
directors.

14. Evaluation of Board Performance

The Advisory Group recommends that fund directors evaluate periodically the board's
effectiveness.

15. Orientation and Education

The Advisory Group recommends that new directors receive appropriate orientation
and that all fund directors keep abreast of industry and regulatory developments.

•••

The Advisory Group is urging early action on its recommendations by the Institute's
Board of Governors and the industry. The Board of Governors will convene July 7'h to
consider the Advisory Group's recommendations.

Craig S. Tyle
General Counsel
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EXECUTIVE SUMMARY

FORMATlON OF THE ADVISORY GROUP

The regulatory requirements governing investment company boards of directors are

unique in the world of American business. Independent directors of investment companies in

particular playa critical role in overseeing fund operations and policing conflicts of interest

between the fund and its investment adviser or other service providers. In fulfilling this role,

independent directors act as "watchdogs," protecting the interests of fund shareholders

There is broad consensus that this governance system has worked well for investment

companies and their shareholders Nevertheless, this system, like any other, must periodically be

reexamined to ensure its continuing effectiveness.

Toward that end, in February 1999, the Securities and Exchange Commission held a

Roundtable on the Role of Independent Investment Company Directors in order to focus on the

appropriate role of independent directors and their specific responsibilities Shortly thereafter,

SEC Chairman Arthur Levitt announced that the SEC would consider certain regulatory

proposals to enhance the role of independent fund directors and called on the fund industry to

work with the SEC to further enhance the effectiveness offund directors.

At the same lime, the Investment Company Institute· announced the creation of an

Advisory Group on Best Practices for Fund Directors. The Advisory Group's mission was to

The Investment Company Institute is the national association of the American investment
company industry. Its membership includes 7,576 open-end investment companies ("mutual
funds"), 479 closed-end investment companies and 8 sponsors of unit investment trusts Its
mutual fund members have assets of about $5.86 trillion, accounting for approximately 95 percent
of total industry assets, and have over 73 million individual shareholders.



identify the Irest practices used by fund boards to enhance the independence and effectiveness of

investment company directors, and to recommend those practices that should be considered for

adoption by all fund boards. This Report carries out that mission. In preparing this Report, the

Advisory Group considered various practices currently utilized by fund boards and other

suggested practices. The Advisory Group consulted a variety of experts, including independent

directors of investment companies, fund management representatives, former SEC officials,

representatives of the accounting and legal communities, prominent academics, and

representatives of consumer organizations.

THE ROLE OF FUND DIRECTORS

Meaningful recommendations to enhance the independence and effectiveness of fund

directors require an understanding of their unique role. The Investment Company Act of 1940

specifically requires investment companies to have on their boards at least a certain percentage of

independent directors, and strictly defines independence for this purpose.

The Act also assigns investment company directors a series of specific responsibilities,

including approval of the fund's contract with its investment adviser. In addition, fund directors

must monitor and protect against various conflicts of interest in order to ensure that the fund is

operated in the best interests of shareholders. The fundamental responsibility of fund directors, in

the opinion of the Advisory Group, is to ensure that the fund's shareholders receive the benefits

and services to which they are fairly entitled, both as a matter of law and in accordance with the

fund's prospectus and other disclosure documents.

RECOMMENDAnONS

This Report recommends a series of policies and practices that go beyond what is required

by law and regulation and that are designed to enhance the role of investment company directors.

II



Many of these recommendations are already in use by many fund boards. The recommendations

are designed to ensure that the outside directors are independent from the fund' 5 investment

adviser, principal underwriter and their affiliates, and to enhance the effectiveness of all fund

directors in fulfilling their oversight responsibilities.

The specific recommendations of the Advisory Group are set forth below

I. Super-Majority ofIndependent Directors

The Advisory Group recommends that at least two-thirds of the directors of all
investment companies be independent directors.

2. Persons Formerly Affiliated with the Adviser, Principal Underwriter and Certain
Affiliates

The Advisory Group recommends that former officers or directors of a
fund's investment adviser, principal underwriter or certain of their affiliates
not serve as independent directors of the fund.

3. Control of the Nominating Process by Independent Directors

The Advisory Group recommends that independent directors be selected
and nominated by the incumbent independent directors.

4. Compensating Independent Directors

The Advisory Group recommends that independent directors establish the
appropriate compensation for serving on fund boards.

5. Fund Ownership Policy

The Advisory Group recommends that fund directors invest in funds on whose
boards they serve.

6. Qualified Independent Counsel and Other Experts

The Advisory Group recommends that independent directors have qualified
investment company counsel who is independent from the investment adviser and
the fund's other service providers. The Advisory Group also recommends that
independent directors have express authority to consult with the fund's
independent auditors or other experts, as appropriate, when faced with issues that
they believe require special expertise.

III



7. Annual Questionnaire on Relationships with the Adviser and Other Service
Providers

The Advisory Group recommends that independent directors complete on an
annual basis a questionnaire on business, financial and family relationships, if any,
with the adviser, principal underwriter, other service providers and their affiliates.

8. Organization and Operation of the Audit Committee

The Advisory Group recommends (1) that investment company boards
establish Audit Committees composed entirely ofindependent directors; (2)
that the Audit Committee meet with the fund's independent auditors at
least once a year outside the presence of management representatives; (3)
that the Audit Committee secure from the auditor an annual representation
of its independence from management; and (4) that the Audit Committee
have a written charter that spells out its duties and powers.

9. Separate Meetings ofIndependent Directors'

The Advisory Group recommends that independent directors meet
separately from management in connection with their consideration of the
fund's advisory and underwriting contracts and otherwise as they deem
appropriate.

10 Lead Independent Director or Directors

The Advisory Group recommends that independent directors designate one
or more "lead" independent directors.

I I. Insurance Coverage and Indemnification

The Advisory Group recommends that fund boards obtain directors' and
officers'leITors and omissions insurance coverage and/or indemnification
from the fund that is adequate to ensure the independence and effectiveness
of independent directors.

12. Unitary or Cluster Boards

The Advisory Group recommends that investment company boards of directors
generally be organized either as a unitary board for all the funds in a complex or as
cluster boards for groups of funds within a complex, rather than as separate boards
for each individual fund.

IV



13. Retirement Policy

The Advisory Group .-ecommends that fund boards adopt policies on retirement of
directors.

14. Evaluation of Board Performance

The Advisory Group recommends that fund directors evaluate periodically
the board's effectiveness.

15. Orientation and Education

The Advisory Group recommends that new fund directors receive appropriate
orientation and that all fund directors keep abreast of industry and regulatory
developments.

v
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ENHANCING A CULTURE OF INDEPENDENCE AND EFFECTIVENESS-­
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BEST PRACTICES FOR FUND DIRECTORS

I. INTRODUCTION AND BACKGROUND

The regulatory requirements governing investment company boards of directors are

unique in the world of American business. Unlike any other type of business entity, investment

companies are required to have on their boards at least a certain percentage of directors who are

independent of fund management l The Investment Company Act of J940 (the "Act") assigns to

the independent directors specific obligations to oversee the fund's relationship with management

These directors serve a "watchdog" function, providing independent oversight of the management

of investment companies to ensure that the companies are being operated in the interests of

shareholders. 2

There is a broad consensus that this governance system has worked well for investment

companies and their shareholders. In its J992 report on investment company regulation, the

Division of Investment Management of the Securities and Exchange Commission ("SEC")

concluded: "The oversight function perfonned by investment company boards of directors,

The tenns "fund management," "investment adviser," "investment manager,"
"management company," and like tenns are used interchangeably throughout this Report.

As the Supreme Court observed in Burks v Lasker, 441 U.S. 471, 486 (1979) "[T]he
structure and purpose of the Investment Company Act indicate that Congress entrusted to the
independent directors of investment companies ... the primary responsibility for looking after the
interests of the funds' shareholders." In recognition of such responsibility, court decisions often
refer to the independent directors as "independent watchdogs" for the funds and their
shareholders. See, e.g., Tannenbaum v Zeller, 552 F.2d 402, 406 (2d Cir.), cert. denied, 434
U S 934 (1977).


