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I5 AVERAGED

Tile No. S7-HU5%

HOTICE IS HEREBY GIVEK thar the Securities and Exchange Commission
has under ceonsideration the adoption of a Rule under the Investment
Advisers Act of 1940 {*the Act"), a3 amended by the Inveztment Company
Amendments Act of 1970 (the "1970 Act™). The proposed rule is designed
primarily to make ¢lear that under amended Secrion 205 of the Act, which
became effective on December 14, 1971, the "specified period" over which
the asset value of the coempany or fund under management is averaged
chall mean the same pericd over which investment performance is computed,
The mule would be adopted pursuant to the authority granted the
Commission under Sections 205, 2064 and 211 of the Act.

Prior to the amendment of Section 205 many investment company
performance fee arrangements were unfair to investment companies. Many
gsuch fees did not decrease for poor perfarmance; or, if they did,
decreases were disproportionate to increases. The amendments to Sectiom
205 ware designed ko align, as nearly as pessible, the interests of the
adviser and the investment company by correcting imbalances in incentive
fee arrangements. Thus, under the gecrion, as amended, all perfornance
fees are prohibited unless compensation under them increases and decreases
cropertionately with investment performance of the company over a
specified period in relation to the investment record of an appropriazte
index of securities prices or such other measure of investmenE per-
formance as the Commission by rukte, repulatieon or order may specify.

The point from which increases and decreases in compensation are measured
must be the fee which is paid or earned when the investment performance
pf the company is equivalent to that of rhe index,
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Section 211 of the Act glves the Commiseion suthority to issue such
tules and regulations mo &re necessary or appropriate to the axerclse
of the functicns end powers conferred upon it under the Act,

Secticn 206A of the Act autherizes the Commizaion by rules and
regulations to condltionally er uncenditionally exempt any transaction

from an? provision of the Act or of any rule or regulation thereunder
if and to the extent such exemption 1s necessary or gppropriate in the
public interest and consistent with tha protection of investors and
the purposes falrly Intended by the policies and provisions of the Act.

In Inveptment Company Act Releage No. 7113 {(Investment Advigers
Act Release No. 113 the Commission met forth its views on various elements
of incentive fee arrangements in order to measist cfficers and directors of
investment companies and ther investment edviseras in evaluating the falrness
of such arrangements in commection with the renewal and adoption of invest-
ment company advisory contracts In the future. This was the seventh in
the series of interpretative statements and guldelines published by the
Commiselon to mssist investment company cfficers and directors and invest-
ment edvisers In understanding thelr responsibilities in connection with
the 1970 Act, 1/ It was not intended to Indicate that the Commission
questioned the legality of any existing contract which did not comply
with the interpretations announced for the first time in the release.

Included in Release Wo. 7113 under the heading "Variations in
Periods Used Tor Computing Average Asset Values and Performance' was a
discussion of the consequences of using different periods for averaging
assets and computing performance under incentive fee arrangements. This
aspect of the release was designed to call attention to the difficulties
which c¢an arise through the use of different periods for averaging assets
and computing performance,

The propeosed rule requires that, under a contract contalning an
incentive fee arrangement, assets should be averaged over the same period
performance la computad. An exemption for contracts providing for a
"rolling period" is contained in paragraph (e} of the proposal. It
would permit the specified period over which the asset value of the
company or fund ig everaged for computing the "fulecrum fee" to differ
from the period over which asset value is averaged for computing
the performance related portion of the fee. Under this exemption the
fulerum fee may be computed on the baszisz of asset wvalues dveraged over
the most recent subperiod of the rolling period. For example, this
exemption would permit a fee gtructure under whieh the performance
releted portion of the fee could be based upon a 12 quarter "rolling
period” and the "fulcrum fee' could be computed on the basis of the

1/ OQther reteages in the series included Investment Comparny Act Release
~  ¥os. 6336 (February 2, 19?1%; 8392 (Mareh 19, 1971); 6h§D April 2,

1971}; 6440 (April 6, 1971); 6306 (May 5, 1971): and 6368 (June 11,
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moat recent gquarter of sueh rolling period. 1t would alao permit a
rolling period of 365 days and daily computation of the performance
related portion of the fee and of the fulcrum fee, Of course, ag stated
in Investment Company Act Release No. 7113, interim payments greater
than the minimum fee are not permitted under any incentive artangements,

Although the praposed rule would permit the fulcrum fee to relate
more ¢losely to current agsets than the Iinterpretation contained in
Invegtment Company Act BRelease Mo. 7113, the rule 1s consistent with
that interpretation. Both would vequire that the performance portion
of the fee be bamsed upon the assets upon which such performance was
achieved and thet the amount of compensation paild for performance net
be influenced unduly by the amount of sales {or redemptioma)., The
proposed rule, if adopted, would be made effective proapectively.

The text of the proposed rule is as follows:
Rule 205-2, nNefinition of "speclfled perioed" over which

the investment performance of the investment
company 15 computed,

{a} TFor purposes af this rule:

{1} "Fulcrum fes' shall mean the fee which is paid or
earned when the investment company's performance is
equivalent to that of the ipndex or other measure of
performance,

{2} "Relling period" shall mean a period consisting of
& gpeciicd number of subperiods of definite length in
which the most recent asubperiod is substituted for the
earliest subperlod as time passes.

fb) The specified period ever which the asset value of the company
ar fund under management is averaged shall mean the period over which
the invegtment performance of the company or fund and the investment
record of an appropriate index of securities prices or such other measure
pf investment performance are computed.

{c) Wotw{thstanding paragraph (b), the specified period over which
the amset value of the company or fumd ls averaged for rhe purpose of
computing the fulcrum fee may differ from the perlod over which the asset
yalue 1a averaged for tomputing the performance related pertion ef the
fFee, only 1f

{1y rthe performance related portion of the fee ia computed
ever a rolling period and the toral fee is payable ac the
end of each subperigd of the relling peried; and
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{2y the fulcrum fee is cemputed on the basis of the asset

value averaged over the most tecent subperiod or subperiods
of the rolling period.

All interested perscons are invited to submtit their written views
and comments on the proposed rule to Ropald F. Hunt, Secretary,
Securities and Exchange Commission, Washingcton, D, C. 20549, op or
before August 13, 1972 All communications to the Secretary,

in this regard should refer to File No. 57- U5, and will be available
for public inspection,

Ronald F. Hunt
Secrefary

NOTICE
In corresponding with the Commissian
about maliing list changas and delist-
ing, please include ALL MAILING
LIST CODES AND SYMBOLE appaar-
ihg ip your address as presently shown,




