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Control and Ownership of NeuStar

1 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
* Minimum of three independent directors out of five of both the initial board
and all successor boards
* 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.
= Two direct representatives of Warburg Pincus
* One “independent” director initially named as Jeffrey Ganek selected by
Warburg Pincus
* Two “independent” trustees initially selected by Warburg Pincus
— Can Warburg Pincus exercise control over of the “independent” directors and
“independent” trustees? Yes.
* 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:
= 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)
= How trustees are compensated
— Does Warburg Pincus cede appointment authority? No, the proposed trust does
not cede appointment control:
= A simple majority of the NeuStar board of directors can remove a trustee
without cause at any time, and Warburg Pincus can contro] the NeuStar board
of directors
» Successor trustees are selected by the vote of a simple majority of the NeuStar
board
* 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
»  Warburg appears to have agreed to this condition
— Additionally, Warburg Pincus has limited the scope of trustee responsibilities
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o162 17.  luvestment Advisers and Investment Company Acts of 1940 {1

2. Freedom of Speech.  The regulation of invesment advisers is only
one — albeit the most visible — of many areas where there is a tension he-
tween the values underlying sceurities regulation and the values underlying
the Fist Amendment. Under the Securities Act, for example, a “quict pe-
riod.” is imposed upon issuers and underwriters prior to filing a registra-
tion stenient, barring many otherwise innocent forms of publicity. The
content of the registration statement is carcfully reviewed by a government
agency, with changes often compelled; “free writing” and numerous other
communications are prohibited while this review is ongoing. This is far
from it iree market of (cconomic) “ideas,” but the assumption is that such
regnlation is permissible. Why?

Sinkar problems arise in the market regulation field. The SEC care-
tully contols the dissemination of market-related information, insisting on
certain formats and inclusions to promote the goal of a competitve na-
tonal market system. Indeed, there is a specitic 1equirement in Section
FA (DY of the Securities Exchange Act, added as part of the Securities Acts
Amendments of 1975, that so-called securities information processors —
prersons engaged in the business of collecting and disseminating informa-
tion relating to market activity (transactions, prices, quaotations), with cer-
tain exceptions — register with the Commission and adhere (o its rules.

And then there is the subject of proxy regulation, Proxy solicitations ~
broadly defined — are subject to precommunication filing and review re-
guirements and, where necessary, restraint and injunction. Here disputes
can become plainly political. In Long Island Lighting Co. v. Barbash, 779 F.2d
793 (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, arguably, was intended to influence the election of directors of a pub-
lic ntility. The district court rejected plaintiffs’ claim on First Amendment
grounds, holding that the procedures required by the rules (prepublica-
tion filing with the Commission, etc.) could not properly be required for
this sort of political speech. The Second Circuit reversed, remanding to the
trial court for a determination of whether or not a solicitation was involved,
which the court viewed as a prior determination necessary to resolving any
First Amendment claim.

Finally, there is the fraud context. While clear-cut falsehoods might be
cntside the protection of the First Amendment, what about nondisclosure
ot conllicts ol interest — a case like Capital Gains, involving a scalping prob-
lem, o one ke Zweig v Hearst Co., 594 F2d 1261 (9th Cir 19793, noteel in
cathier chapters, involving a Jjournalist who failed (o tell his readers thar he
owned securities in companies that were the subjects of his columns.

Iv there a coherent way of accommodating securities regulation and
the st Amendmentz Is government supervision presumptively justified
stnply because the speech in question secks to part people from their
nwoneyr The Jiterature is only beginning o build. See Neuborne, The First
Amendmentand Gevernment Regulation of Capital Markets, 55 Brook. L.
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Rev. 17 (198%) (part ol a symposiuin on the subject); Symposium: The First
Amendment and Federal Sccurities Regulaton, 20 Conn. L. Rev. 261
(1988); Schoeman, The First Amendiment 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 Solicirations,
86 Colum, 1. Rev. 1453 (1986); Lively, Sceurities Regulation and L Free-
dom of the Press: Toward a Markeiplace of Tdeas i the Marketplace of In-
vestiment, 60 Wash, L. Rev. 843 (1985).

PROBLEM

174. THerb Finemon is a well-known freelance business writer in California.
in November 1988, he wrote a story that was printed in a local Los Angeles
business weekly that included favorable information about a particular
small start-up company focated in Southern California, Shortly before pub-
lication, Finemon bought a substantial amount of stock in that company,
after the article was published, 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 the optimisin expressed in the articie. Upon inves-
tigation, government officials concluded that 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 potental for abuse when per-
sons manage large pools of other people’s money. See Clark, The Four
Stages of Capitalism, 94 Harv. L. Rev. 561 (1981). For the most part, how-
ever, the substantive task of regulating the activities of financial institutions
(e.g., bank trust departments, pension funds, insurance companies) has
not heen made part of securities regulation. The exception is the invest-
ment company. Pursuant to the Investment Company Act of 1940 (40 Act),
investment companies are subject 1o an intense degree of federal oversight
in their day-to-day governance and opcerations, cven though they are also
chartered or established (and thus also regulated) as business associations
under state law. This assignment (o the SEG no doubt reflects the fact that
unlike the other principal types of financial institutions, the investment
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company performs no significant economnic or social function apart from
its role as an instintional investor,

Belore firning to the specifics of investment company regulation, one
quiestion that could be asked is why have such special federal regnlation atall.
Conven thie Lk ol o sepatiate socictd interest vising 1o the level ol national

revnhicance eps control over the money supply by banks, protection of re-

trctnent saungs for pension funds), why should we treat investiment com-
posies any didterenth lrome other issuers of seawrities, where basic issues of
pove e are lelt toostate Taw (albein with the disclosure-oriented supple-
mentation ol the federal secnrities laws)?

Phe answer, as usual, is 1o be found in some mix of history and politics.
The lepishuive deliberations of the early 1930s uncovered substantial evi-
dence of abuse by promoters of investment companies, and the newly cre-
aed SEC persisted in its desire to bring the activities of such entities under
[ederal conmrol. See [ Seligman, The Transformation of Wall Street 222-229
eveedl TO93) . In Large part, this desire stemimed from the same sort of sus-
preien (or evidence) that often leads to special regulation of financial insti-
(tions: the belief that control of large, Hguid pools of capital is partcularly
appealing 1o those with dishonest motives, since self-dealing and misuse are
much harder to detect than in situations where most of the compaay's as-
sets are in the tangible fon of soimething like a steel mill. There is also the
fear of the economic power that comes from concentrated share owner-
ship, even if leginmately exercised. Ser Roc, Political Flements in the Cre-
ation ol a Mutaal Fund Industiry, 139 U Pa. L. Rev. 1469 (1991).

The materials that follow are not imtended 10 be exhaustive of the sub-
ject of investment company regulation. The "40 Act is one of the most com-
plicated and technical of all the securities statutes. One reason for this,
among many, is Section 6(c), which gives the Comimission plenary exemp-
tive anthority under the Act, either through rule or order, and with the at-
tachment of such wermsand conditions as it sees fit in the public interest. As
a result — unique to the 40 Act - the Gommission has the ability over
time w reline or reformulate the entire regulatory structure, and it has ex-
ercised this authority in some form or another under a large portion of the
Act's provisions.

Instead, these materials will concentrate on the principal regulatory
stiategies under the 40 Act that represent striking departures from those
applicd 1o corparations generally under state law. As you study them, try to
assess e sonndness of those choices, keeping in mind the fast-growing im-
portance of  the mutual fund — the primary form of investment
company — as an investment vehicle in the United States. From fewer than
100 million in assets at the end of the 1970s, the mutnal fund industry has
nenn passed the 38 elion imark, with more than 25 pereent of all American
howseholds holding fund shares. Recent changes in FRISA mles are likely

o cheonnpe even more retirement savings through defined contribution
phans, which e the domain of the matab fund, further aceelerating the
et b e e kel See Raoc k. Foses and Tlen Honses?: Personad Trading
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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 structure by
the fact that the SEC itself recemmtly completed its own thorough reevalua-
tion 1o ensure its contemporary eificacy. The SEC stalf report entided Pro-
tecting Investors: A Halt-Century ol Tnvestiment Company Regulation (May
1992) contains nuuncerows reconpnendations lor modernization, recoucep-
tuatization, and relinement, some ol which have already been put into place.

The dominating issne in all of this — as in so much of securities regu-
lation gencerally — 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 one thing clear about the indusiry, it is competitive, and mutual funds, at
lcast, must constantly search for new moncy. There are many and varied
companies competing for investor funds, and new entrants appear con-
stantly. The financial press regularly evaluates fund performance, and sub-
stantial evidence 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 recenty
have cutperformed their competitors. E.g., Gruber, Another Puzzle: The
Growth of Actively Managed Mutual Funds, 51 J. Fin. 783 (1996}; Ippolito,
Consumer Reaction to Measures of Poor Quality: A Study of Mutual Fund
Performance 1965-84, 35 |.L. & Econ. 45 (1992). This might suggest that a
disclosure regime should be sufficient, supplemented by the kinds of fidu-
ciary duties of loyalty and care normally imposed upon managers —not a
systemn of detailed and burdensome federal standards governing the struc-
ture and hehavior of mutual funds and other investment companies. See
generally W. Baumoi et al., The Economics of Mutual Fund Markets: Com-
petition Versus Regulation (1990).

Before making any judgments, however, consider two things. One is
the teachings of (he efficient market hypothesis. Whatever the theoretical
debate about market behavior, evidence is slim that investors systematically
benefit from the research that justifies the relatively high advisory fees
charged by many funds. On average, actively managed mutual funds un-
derperform the 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 Performance, 69 J. Bus. 133 (1996); Hendricks,
Patel, & Zeckhauser, Hot Hands in Mutual Funds, 48 }. Fin. 93 (1993). Sec-
ondl, there seems to be an asymmetry in the movement of funds in response
to performance: While top performers do attract a large percentage of new
invesliment, investors are not quick o sell shares of poor ones. See Ippolito,
supra, at 61-62; Rock, supra, at 1618-1619. Professor Gruber argucs that this
is cvidence of a two-tiered market for mutual funds, one quite sophisti-
caied, the other “informationally disadvantaged,” with no opportunity (o
arbitraege the difference beeause of the way mutaal fund shares are priced
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and sold. Gruber, supra, at 807. Do these observations suggest any dilem-
mas with respect to regulatory intervention?

1. The Terminotogy of the *40 Act

It wavs, the model of investment company regulation is the same as
i b biober-dealers and investment advisers, That is to say, it is unlawlul
dnder Section 7 of the westinent Company Act for any investment com-
pnn to engige ina wide range of activities considered characteristic of such
companies wnless it has registered with the SEC. Impermissible activity by
an unnegistered investment company can lead to a wide variety of civil and
ariminal penalties, and any contract macde in violation of the Act is voidable.

This makes the delinitional question a crucial one, and, unfortunately,
Section 3 of the Act is quite complicated in this respect. Because most in-
vestimenl colnpanies are nnmistakably such, it waotld be distracting at the
ontset 1o delve into the definitional margins and detailed exemptions. That
we will do at the end of the chapter, once the basic structure of regulation
is understood. For now, let us concentrate on some basic concepts and ter-
minology.

The '40 Act separates investment companies into a variety of categories
npon which variations in substantive regulation may well turn. Under the
sttute, there are three levels of separation. First, there are types of invest-
ment companics. One type is the unit investment trust, which arises when
interests in a fixed group of securities are deposited with a trustee and sold.
These are not managed (i.c., there is no turnover of the portfolio). Unit in-
vestment trusts are increasing in popularity and use. See Harman, Emerging
Alternatives 1o Mutual Funds: Unit Investment Trusts and Other Fixed Port-
folio Vehicles, 1987 Duke 1.J. 1045. But the overwhelming majority of in-
vestiment companies are referred 1o as management companies, And among
these, there is an important subclassification found in Section 5{a). Closed-
end companies ave those that issue a fixed number of shares to their investors
{which may he increased from time to time through new issues). Closed-
end company shareholders wishing to dispose of their sharcs therefore
must find some third-party purchaser; such shares are often listed on ex-
chamges to facilitate secondary trading. By contrast, an open-end company —
better known as a mutual fund — is one that continuously sells new shares
(o the public and stands ready 1o redeem its shares from sharcholders at
current net asset value. In that event, no secondary market develops; all
purchase and sale transactions are with the issuer. The mutual fund is far
amel snway the dominant type of management company and, as noted in the
previous section, has been the fastest-growing category of institutional in-
vistor, For this reason, we shall concentrate in the materials that follow on
the mutal fund as the prototypical form of investment company.

st there is o distinction set forth in Section 5(h) between diversiticd
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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 any one issuer of se-
curitics acquired by the investment company to an amount nol greater than
5 percent of the investment company’s assets and 10 percent of the out-
standing voting sccurities of such issuer. Virwally all mutweal funds are di-
versificd companies. In part, this is because diversification is appealing to
investors as a inecans of reducing risk, but an equally important incentive is
found in the Internal Revenue Code, which limits favorable pass-through
tax treatment (i.€., no separate tax at the investiment company level with re-
spect to income that is distributed to shareholders) to investment compa-
nies that meet similar diversification requirements.

Although not reflected in the statute itself, mutual funds may be sub-
divided further into categories based upon their investment portfolios. Eq-
uity funds are those largely invested in commaon stocks, although almost
inevitably other investments will be present as well. Among these, one
would find aggressive “growth” company funds, more conservative blue-
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 run quite a gamut, with 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 resemnblance to a bank
account, albeit without federal deposit insurance. Many mutuai funds are
part of large "families,” 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-
hibits any investment company from changing its open/closed or diversified/
nondiversified status without the affirmative approval of its shareholders. It
also imposes such an approval requirement upon ceriain 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 impermissibie deviations.
E.g., Potomac Capital Markets Corp. v. Prudential-Bache Corp. Fund, [1989-1980]
Fed. Sec. L. Rep. (CCH) 194,837 (S.D.N.Y. 1989).

2. The Structure and Management of a Mutual Fund

To undcerstand the nature of the mutual fund industry and the associated
regulatory problems, it is first necessary to consider how and why mutual
funds are established in the first place. By and large, the incentive to enter
the industry is the promise of compensation for successfully managing a
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portobin of tnvestinents, To this end, the sponsor or promoter typically or-
wanizes the investment company (usually under state corporate law, although
the Massechusens business trust is also a common form) ancd installs the ini-
tad board ol ditectors. With this, the process of selling shares to the public
begins, gencrating the money to be reinvested. But unlike the typical busi-
ness con pranabion context, the spousor does not expect 1o retain any cquily
interest in the investiment company or seck cxecntive office, Rather, the ini-
tal biard ol directors enters ito @ management contract with the pro-
mater whereby the sponsor — now called the adviser — manages the fund
Ui, nrtkes all investment decisions on its behalf) in return for a manage-
ment fee determined by reference to the assets of the funed. It is the ex-
pected retuin from this contract, together with income from any activities
related todistributing the fund’s shares or transacting its business, that jus-
tifies the expenses incurred in sponsoring the fund inidally. See Schonfeld
R Rerwin, Organization of a Mutual Fund, 49 Bus. Law. 107 (1993).

What this means is that the mutual fund shareholders.come to own all
the equity of the nual fund and are represented by a board of directors
whont they are entitled to ¢lect. But in all but a few instances, the fund itself
iv inactive in terms of internal management. All visible activity relating to
the operation of the fund will be found in the sponsor’s offices.

At tinst glance, this seems to leave the adviser in an exposed position,
since wieler Section 15(a) of the '40 Act such contracts cannot be more than
two years in duration and must be approved periodically by the company’s
board of directors and its shareholders. But in fact, terminations of advisory
contracts are 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 respect to the average
business corporation, sharcholders of mutal funds lack any meaningful in-
centive to express dissatisfaction with incumbent management by any
means other than demanding redemption of their shares or, in some cases,
instituting a lawsuit. From time to time, mutual funds have been unable to
achieve the quorum necessary to hold their annual meeting because so
many investors simply neglected to return their proxy cards.

Coupled with the Investment Advisers Act (which regulates the activi-
ties of lund advisers), the Investment Company Act exists in order to com-
pensate lor the perceived inadequacy of shareholder voting rights in this
wetting as 4 mechanism for addressing managerial conflicts of interest and
the pessibility of misbehavior. Indeed, it has heen seriously suggested that
voting rights be eliminated entirely in the mutual fund context. See Phillips,

Deregulation Under the Tnvestinent Company Act — A Reevaluation of the
Clarporiie i’;n';q)h(*rualia of Sharcholder Voing and Boards of Directors,
37 Bus, Taw. 903, 908-010 (1982). While this has not been done (and the
Comunission’s 1892 stafl report recommends that it not be done), it is worth
noting that some states (including the most important ones for investment
companics, Marvland and Massachusetts) allow investment companies to
. . . )
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Act. It scems clear 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 an important structural ruke. Under Section 12{d) of the Act, invest
ment companies are generally prohibited [rom making more tian de niin-
s ivestments {defined i tenms of npact upon bath acquiror and
acguiree) i other registered investment companics, This antipyramiding
rile, which was amended in 1996 to facilitate interlocking investments in a
family of affiliated funds, is desighed to ensure that control of investment
companies resides in the hands of the public investors, rather than other in-
vestment companies, and to prevent a “domino effect” for redemptions
(i.c., a fund facing the need for cash as a result of an unexpectedly high rate
of redemptions by its shareholders might have 1o redeem its shares in the
other mutual fund, causing that fund to need more cash, and so on). One
cffect of the rule is o create a stumbling block to the hostile takeover of an
investment company, since it is so casy for an acquiring company to itself
fall within investmient company stawus. See Bancroft Convertible Fund Inc. v.
Zico Inv. Holdings Inc., 825 ¥.2d 731 (3d Cir. 1987). The antipyramiding rule
is supplemented by stawutory restrictions on the issuance by investinent
companies of senior securities, such as bonds or debentures. As set 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 than 60 percent of the board may be
“interested persons” of the company — a defined term 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 1 percent of net asset value), These need
have only one disinterested director. The introduction of the statutory con-
cepl of “disinterested” director was a conscious effort by Congress in 1970
to offer additional protection o fund sharcholders; before that, a more for-
giving notion of “unaffiliated” dircctor had prevailed in the statute. Re-
cently, the SEC has given consideration (o asking Congress to require that a
majority of directors be disinteresied. SEC Staff Study, supra, at ch. 7.

Disinterested directors are assigned crucial roles under the Act. Most
importantly, Section 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 majority of the disinterested directors. The duty to approve
carries with it a corrclative obligation “to request and evaluate . .. such in-
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[such] contract,” coupled with an obligation on the part of the adviser o
provide such information upon request. The disinterested directors must
also sclect the fund’s independent accountants (Section 32(a)). In addi-
tion, as we shall soon see, a long series of SEC rules assigns responsibilities
1o the disinterested directors with respect 1o a variety of ypes of transac-

tions thaw pose comflict of interest problems.

Beyond rhese statatory amc rule-based vesponsibilities, the courts have
also cmphasized the special roles of disinterested directors, For example,
decisions involving some form of conflict of interest can be resolyved only by
the disinterested directors, and they are owed a duty of full disclosure by

the investment adviser. I Maoses 1. Burgin, 445 F.2d 369 (st Cir. 1971), cert.
deried, 300 US. QU4 (19792), for cxample, the court held an investment ad-
viser Jiable for failing 10 cause the fund to 1ake steps to “recaplure” certain
brokcrage commissions, Recapture 1s the process of using the fund’s bar-
gaining power to require its brokers to give up certain of their commissions
o thivd parties, who in tarn would provide something of value to the
land ——a practice that had been authorized by the NASD. In speaking of
the adviser's refationship to the unatfiliated directors, the court saic:

Whitever may be the duty of disclosure owed o ordinary corporate directors,
we think the conclusion is unavoidable that Management defendants were
under a duty of full disclosme of information 1o these unalfiliaied directors in
every arca where there was even a possible conflict of interest between their
interests and the interests of the fund. ... Except where it may be fairly as-
simed that every affiliated director will have such knowledge, effective com-
munication is called for. And, in testing that assumption, it must be borne in
mind that they are not full time employces of the fund and it nay be — as
with the Fund’s unaffiliated directors — that neither their activities nor their

experience ave primarily connected with the special and often technical prob-
lems of fund operation.

Id. at 376-377.!

I. The “give-ups” problem was illustrative of a broader issue, the extent to
whivh investment company advisers could direct brokerage to higher-charging bro-
kers inretuan for “soft dollac” payments. In 1975, the industry won some protection
for dns practice via Secton 28(e) of the Securities Exchange Act, which protects an
nvestinent manager from a charge of fiduciary breach if the manager determined
e groesd Faith “that such amount of commission was reasonable in relation 1o the
viue ofahie biokerage and research services provided by such member . . . viewed
m terms of either that particular iransaction or his overail responsibilities with re-
spratto the aceonnts for which he exercises investiment discretion.” Is this too much
protectiony What about directing brokerage to firms that provide research advice to
adhvisers at seiinars in the Caribbean? Or provide them computer equipment and
soltware that veduces the money manager’s own expenses? See Exchange Act Re-
Fease INoC 25170 (Apr 23, 1986); In re Goodrich, 46 S.E.C. Dock. 760 (1990 (alle-

paticons that owder flow was traded for marketing and training seminars for advisory
cmployeesy,
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As the materials on fiduciary responsibility that will follow shm‘Fiy mal-:ef
clear, courts have also adopted a posture of (!cfercnce to the. dec:s‘lonls1 t;l
the unaffiliated directors as a means of clcansmg the Sf:lf—deallng t(:lnm llits
would otherwise call into question transactions mlvoivmg the l“u‘n Iau;}cums
adviser so long as the kind of disclosure called for in Moses occuts. ]: b a.1
. Lasker, 441 118, 487 (1979), tor instance, the Supreme F]mlul"t mn(-ls.‘_m
the independent directors of any invcsimcnt. company .(_Ofl d, cor; ,-lhtc
with federal law, terminate a sharcholders’ derivative suit 1 an a'p.p pf :hc
case over the objections of the plaintitfs. After a lengthy cxp()-snum (l) e
role of the disinterested director under the 40 Act, the 'Cf}Llll. i—c_m(c} u;ecn_
that Congress intended such directors to RSS‘l‘l.ﬂlC the p(’)smgn o lgrae({md_
dent “watchdogs” over the fund, adding that “it would have ‘een Ed toxt
cal for (lnngrch to have been willing to rely large‘ly 11?01; wz‘n;: W;)gdone
protect shareholder interests and yet, where the ”walchcéiggs 1a
precisely that, require that they be |o_lal].y muzzled.” Id. al' | F' o

Flow successful is this approach? Given what you reca ron{n you1 o
porations course about corporale governance, do you agl"cc lhdlt‘ S:ilc :0( 30
erence is warranted? Especially if :lsharchgl(ilcg. sce:nr;) Re.:i;(;);i (;:f o o
i actice with the selection of the outside directo on-
::J;rlamrs have expressed doulbts. E.ﬁ., Br;uc:}[;ci’,[ lhein?{?\?e;g’?né l[’);’l-:)elcg

— Heavenly Gity or Potemkin Villager, a1:v. . - 597, 19
1((;:)82) (poinliig nrlt that few, if al?y, instanc'es of |nveslmfn{;z({:1:5fi:tr) “(1)]:1
conduct show that “independent” dn;:clolrs tn:lz:: CLI(; l(:z :;zct ;1 : mu[}zal f.und
the other hand, could it be that mar clp ace : e
context is sufficiently strong that decisions by those without 2 [:‘m,s-

iary interest in a transaction can in fact be ll"l.lslﬂd o generate an a
;::I::gl:nresult? We shall return to these questions whe;lmwea It:ilz[:l:;z :::
fiduciary obligations of those ;f:')h: manage investiment comp
i i hy of the ’ ct. o .
dmdfﬁ:‘; Zggl:?:: for):cluded that full disclosure i_n -this‘area is wtal}z(hlrilzll)fg;‘:
tant and has given increasing atterlltion tcf) pl;o;ll(zlngfu:}:z:::o:’:h\;l h inor
mation so that they can evaluate the pertor e O atsion
those who advise their funds. In 1993, for exalpp:fl,dc : e eemont
adopted a requirement that fund annual reports l(;lC e el oerfor
discussion and analysis of fund pcrfgrmange and stz e P o
mance data, including graphic comparison of the fund’s per o e
broad-based securities market index. Funds are alt_s-O Te.qlmrrzs (msn;le e
the identity of the individual person or ,persm}s lll)mnalr:“y WI]]), noible o
the day-to-day management n'f the fund’s port 10 ,IO;EQ:IH.;.};’“C"{? e
requirement? Are there any ‘luddcn. (.“.0515 to suc b a 6? Ry
> and Practice of Securiues Disclosure, ; _roo . .

g;isﬂgizc((;ZQB). And with increased attention to .(Icrlvau'ves an:[c:ltll:irﬁx;ﬁl;z
financial products, the SEC has also st.cpped up its gqltllllr:m;esuon oy
effectively disclose the riskiness ofilhmr portfolios. On nm?(. ston o e
could the hypercompetiiivencss of the market for new 1 'y res
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tal fund managers increasing their levels of risk excessively if they fear that
they may be Tagging behind their peers? See Brown et al., Of Tournaments
and Temptations: An Analysis ol Managerial Incentives in the Mutual Fund
Industry, 51 J. Fin, 86 (1996).

Chere is one other approach (o the question of who can govern that
represents a noteworthy departure from state law. Section 9(a) of the 40
Act bars [rom association with a registered investment company any persoi
who (1) has been convicted of a securitiesrelated crime within the last ten
seats or (2) s sithject to a permanent or temporary injunction by a court
with respect to securities-related activity, This automatic bar is ameliorated,
however, by Section %{¢), which gives the SEC the power to remove this bar,
upon sach terms and conditions as it sees fit, if it makes a finding that the
impact of the bar is “unduly or disproportionately severe or that the con-
duct ol such person has been such as not to make it against the public in-
lerest or protection of investors to grant such application.” Section 9(b)
gives the Commission discretionary authority 1o bar any person from asso-
ciation with i registered investment company upon a finding of a willful vi-
olation of the federal securities laws. In this regard, the authority of the
Commission over persons alfiliated with invesument companies is much the
same as that over broker-dealers and invesunent 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 10(a):

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

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

c. a person who is otherwise disinterested, but who also serves on the
hoard of directors of a number of other funds in the same fund
complex.

3.  Sales and Redemptions of Mutual Fund Shares
a.  Prices and Distribution Charges

The system of pricing and distributing mutual fund shares is fixed
firmly by a combination of statuie and SEC nites. Section 22(d) essentially
limits the sale of mutual fund shares 1o the public at the current offering
price desenbed in the prospectus, thus imposing a system of retail price
waintenance tor the distribution of fund shares — eliminating the possi-

T T
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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 Swff Report, supra, at ch. 8.) Within this framework, in turn, the most
important regulatory requircment in practical terms is Rule 22c-1, which
provides, with limited exceptions, that both sales and redemnpiicis of fund
shares must occur at the net asset value that is next computed after the re-
ceipt of the order or tender. In gencral, net asset value must be computed
no less than once daily (Monday through Friday) at the time prescribed by
the fund's board of directors.

The fund’s pricing discretion, then, is elfectively 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
percemtage of the purchase price of the security. This load is used to com-
pensate those involved in the selling of the security: the underwriters, bro-
kers, and dealers — who may or may not be affiliates of the sponsor. Section
26 of the NASD Rules of Fair Practice limits the maximum salés charges
that can be imposed upon mutual fund shares to 8.5 percent. In 1985, the
SEC adopted Rule 22d-1, 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 offerces of the specified class and there is full disclosure of the variation
and its impact. 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-
ment, while others with distribution charges would be sold by a brokerage
sales force targeting different groups of investors. See SEC Staff Report,
supra, 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 the 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, printing and mailing costs, and commissions and other
compensation paid o sales personnel o promote sales of fund shares,
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shonld noc be borne by the fund itself. The underlving rationale no doult
was concern about conflict o interest, since a principal beneficiary of in-
creased sades of land shares is the adviser, and, thus, a level of expenditures
might be made that would be unjustified in terms of benefit to the fund’s
shineholders. In 1980, however, the Commission adopted Rule 12b-1, per-
titiing in certain circumstances a distribution fee o be charged to the
tund’s shaveholders as a group. In operation, the Rule works as follows:

As adopred, rule 12h-1 makes it unlawful for an open-end management in-
sestient company tooact as a distributor of securities of which icis the issuer,
other than through an underwriten, unless any piymenis by the company in
connecton with the distribution are made pursnant to a written plan that de-
scribes all matenial aspects of the proposed distribution financing and that is
adopted in accordance with the rule, The rale preaides that a fund will be
decmied 1o he acting as a “distributor of securities of which it is the issuer,
other than through an underwriter,” if it engages dircctly or indirectly in -
mincing any activity which is primarily inteuded 1o result in ‘the sale of fund
shanes,

Rule 120-1, as adopied, reflects the Commission’s heavy reliance upon
lund dnectors, pulli(?ul;n'l)' disintercested directors, to protect the imerests of’
the fund and its shareholders and to minimize the conflicts of interest that
would exist il the fund's investment adviser were 10 make the decisions of
whether aned to what extent the fund should bear distribution costs. Thus, the
rule provides that a fund’s 121-1 plan and all related agreements must he ap-
proved inidally by a majority of the fund's board of directors and by a major-
ity ol the fund’s disinteresied direciors. The plan must atso be approved
initiadly by the holders of a inajority of the fund’s outstanding voling securi-
ties. Finally, the 12b-1 plan must provide, in substance, that it will continue in
elfect for more than one year only if it is approved annually by a majority of
the fund’s board of directors and of the disinterested directors.

Rule 1211 places on fund directors a duty to request and evaluate such
informaltion as is reasonably necessary to make an informed determination of
whether to adopt or continue a 12b-1 plan. The rule also instructs the direc-
tors 1o consider and give appropriate weight to all pertinent factors in decid-
ing whether to implement or continue a 12b-1 plan, and provides that fund
directors may implement or continue such a plan only if the directors who
vote in [avor of the plan find that there is a reasonable likelihood that the
plan will benetit the fund and its sharcholders. Additionally, the rule requires
every 12b-1 plan o provide that it may be terminated at any time by a vote of
amajority of the Tund’s disinterested divectors or of the fund’s owstanding
voring secuities. Fach plan must also provide that it may not he amended to
increase materially the amount to be spent for distribution without share-
holder approvad and that all material amendments to the plan must be ap-
proved by amajority of the fund’s board of directors and of the disinterested
diteatonrs.

Fhe rule also requires a fund relying on the rule 1o commit the selection
and nemination ol its disinterested directors to existing disinterested direc-
tots. his reguirement was intended 1o increase the likelikood thaca fund’s
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disintercsted directors would be abie to act independently of fund manage-
ment. The Commission considered such independence essential, given the
sharcholder protection role assigned to the disinterested directors by the
rule.

Rule 121 states that each 12b-1 plan and relaled agreement must re-
quire all persons authorized to direct the disposition of money paid or
payable by the fund (*12D-1 payments” or “12b-1 fees”) to provide the fund’s
board of directors with a quarterly report of the amounts expended and the
purposes for which expenditures have been made. . ..

In addition to adopting rule 12b-1, the Commission adopted the 1ctated
disclosure and reporting requirements essentially as proposed. The Commis-
sion also restated the position (which it later reversed) that it would be inap-
propriate for a fund that finances the distribution of its shares to hold iself
outas "no-doad” or use equivalent terminology.

Investment Company Act Release No. 16,413, [1988-1989] Fed. Sec. L. Rep.
(CCH) 184,243 (June 10, 1988). In terms of possible benefits o 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
liguidity position of the fund, so that management can concentrate on per-
formance without having 10 worry excessively about an unexpectedly high
level of redemptions. And for new funds, at least, the use of 12b-1 plans may
obviate the need for front-end sales loads. As implemented, most 12b-1
plans have fallen into one of two categories. One is the compensation plan,
whereby the [und 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-1
Plans, 22 N. Eng. L. Rev. 453 (1987).

The difficult 12b-1 issue is whether the amounts paid out pursnant 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
benelits for fund sharcholders. See Dukes & Wilcox, The Difference Be-
tween Application and Interpretation of the Law as It Applies to SEC Rule
12h-1 Under the Investment Company Act of 1940, 27 New Eng. L.. Rev. 9
(1992) {finding a negative relationship between the adoption of a 12b-1
plan and performance);, Malkiel, The Regulation of Mutual Funds: An
Agenda for the Future, in Modernizing U.S. Securities Regulation 476 (K.
Lehin & 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 economices of scale that could come from an ex-
panded asset base.”) Recognizing some hasis for concern, the SEC has
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heightened the disclosure requirements regarding all investor- arlld fund-
borne charges — including advisory fees and 12b-1 charges — which must
be presented in tabular form in the synopsis found at the begir?ning of the
fund's prospectus. The presentation of performance data (discussed be-
low) nrust reflect these recurring charges. The NASD has also sought to ad-
diess this issue in connection with its authority over maximum  sales
charges: in 1990, it reformulated its rules in Articte 111, Section 26(b)(4)
and (i) of the Rules of Fair Practice to impose limits npon asset-based and
deferred chirges in much the way it does front-end loads (discussed above)
and (o restrict the use of the “no-load” label to ensure that it is not mis-
leading. Query, is disclosure of fees likely to be an effective discipline?
Would you suspect that average investors are likely to be blinded hy perfor-
nunee ‘nu';tsurcs and dismiss, or be conlused by, feerelated information?
Or should we trust the presence of a critical mass of sophisticated investo_rs
1o provide adequate protection by forcing mutual funds to act reasor.lably in
order to compete for those investors’ money? On this latter question, re-
member the movement toward multiple class structures noted above. As a
separate, but related, matter, note that the Commission h.as instituted en-
forcement proceedings where persons involved in distributions p-ur-suant to
1211 plans allegedly have characterized certain of lhci'r cxpernses improp-
crly as distribution expenses. rather than as administrative or management
expenses. See Continental Equities Corp., [1988-1984] Fed. Scc. L. Rep.
(GO §81,323 (Sept. 19, 1988) (settled admin. proc.).

b. Sales Literature and Advertising

Mutual funds sell shares either through brokers (typically with l(?ad
charges) or directly. Those that engage in direct marketing use advertising
as their primary means of reaching potential investors. .BuF be_cause a mu-
tnal fund is by definition continuously engaged in the dlSll‘lbu[l(.)l.l of its se-
curitics, the entire process of selling is governed by the Securities Act of
1933. It is there, as a result, that are found many of the restrictions on Whi.lt
funds, underwriters, and dealers can and cannot do to promote thel.r
shares. Rules 480 through 494 set forth the standards for ‘33 Act compli-
ance specifically applicable to investment companies. .

Their standard registration form, in the case of the mutual fund,h is
Form N-1A — the same as its registration form for 40 Act purposes. The-m-
tegration of the disclosure requirements unde.r the two statutes is an im-
portant facet of investment company regulation, specifically authorized
under Section 24 of the "40 Act. .

lnvestment companies are given a choice between registering a spe-
cilic amount of shares for distribution or an indefinite amount (see 40 Act,
Rule 216-2). Regardless of the choice, postetiective amendments become a

Jatter of routine in order to keep the basic financial material in the prospec-
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tus in compliance with Section 10{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 materials as the distribution process continues. Here, as we have
already seen, the SEC has been quite aggressive in promoting disclosure on
avaricty of crucial topics — performance, fees, and (most recently) risk —
in standardized form that hopefully allows for easy comparison among
funds. In 1995, the Commission began experimenting with allowing funds
to use a very abbreviated “profile” prospectus, which would contain liwde
more than highlights of the formal disciosure, to make the sales process
more user-friendly. See Investment Company Institute, SEC No-Action Letter,
[1995 Transfer Binder] Fed. Sec. L. Rep. (CCH) 177,043 (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

objectives. 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
compete effectively with brokersold ones (since brokers are largely unre-
strained in their oral solicitations). On the other hand, the Cormimnission has
also worried about the fairness of advertising, especially with respect to per-
formance-related claims, and wants to get a significant amount of informa-
tion into investors’ hands before they make their investment decisions.
Advertising that is too potent may further diminish the significance of
prospectus disclosure. L

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 advertisements by investinent 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 performance-
related information. A special rule for investment companies, Rule 1354,
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-
tisernents that include any material also found in the prospectus (which
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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 24®. 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 Independent 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.
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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. Quaiified 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 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.

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.

e

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" to
consider the Advisory Group's recommendations. '

Craig S. Tyle
General Counsel
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EXECUTIVE SUMMARY

FORMATION OF THE ADVISORY GROUP

The regulatory requirements governing investment company boards of directors are
unique in the world of Amencan business. Independent directors of investment companies in
particular play a critical role in overseeing fund operations and poiicing 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 sharehoiders.

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

reexarmined 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 of fund directors.

At the same time, the Investment Company Institute’ announced the creation of an

Advisory Group on Best Practices for Fund Directors. The Advisory Group’s mussion was to

The Investment Company Institute is the national association of the Amenican 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 best 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 Groug. 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.

RECOMMENDATIONS

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

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




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’s 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:

1.

Super-Majority of Independent Directors

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

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 underwrniter or certain of their affiliates
not serve as independent directors of the fund.

Control of the Nominating Process by Independent Directors

The Adwvisory Group recommends that independent directors be selected
and norminated by the incumbent independent directors.

Compensating Independent Directors

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

Fund Ownership Policy

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

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.

il




10.

il.

Annual Questionnaire on Relationships with the Adwviser 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.

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.

Separate Meetings of Independent Directors *

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

Lead Independent Director or Directors

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

Insurance Coverage and Indemnification

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

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.

v




14.

15.

Retirement Policy

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

Evaluation of Board Performance

The Adwvisory Group recommends that fund directors evaluate periodically
the board’s effectiveness.

Ornentation and Education
The Advisory Group recommends that new fund directors receive appropnate

orientation and that all fund directers keep abreast of industry and regulatory
developments. :




ENHANCING A CULTURE OF INDEPENDENCE AND EFFECTIVENESS -
REPORT OF THE ADVISORY GROUP ON
BEST PRACTICES FOR FUND DIRECTORS

L INTRODUCTION AND BACKGROUND

The regulatory réquirements 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.! The Investment Company Act of 1940 (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

There is a broad consensus that this governance system has worked well for investment
companies and their shareholders. In its 1992 report on investment company regulation, the
Division of Investment Management of the Secunties and Exchange Commission (“SEC”)

concluded: “The oversight function performed by investment company boards of directors,

! The terms “fund management,” “investment adviser,” “investment manager,”
“management company,” and like terms are used interchangeably throughout this Report.
2 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 pnmary 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). I




