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Dear Senator Sparkman:

As you may know, in a letter dated March 10, 1972 replying
to an inquiry dated November 23, 1971, from Senator Williams,
Chairman of your Committee's Subcommittee on Securities, I
stated that the Commission intended to recommend specific
legislation to clarify and modify the Investment Company Act
of 1940 in light of the decision in Rosenfeld v. Black as
it may apply to transfers of mutual fund investment advisory
organizations, The broad sweep of the language of the Court
of Appeals in that case has cast substantial doubt on whether
an investment adviser can make any profit when it sells its
business. In this connection, I stated that the Commission
believed that it would be in the public interest to remove the
uncertainty in the mutual fund industry which has been generated
by the Rosenfeld decision. Accordingly, we are herewith sub-
mitting proposed legislation designed to achieve this objective.

Generally, the proposed legislation would permit an investment
adviser and its owners to obtain compensation, including profit,
in connection with a sale of its business resulting in an
assignment of its advisory contract with the fund, if certain
conditions are met. The first condition is that, for a minimum
of five years after a proposed new adviser is approved by fund
shareholders, all of the directors, officers and other affiliated
persons of the fund, must not be interested persons of the retiring
adviser of the new adviser. The second condition is that the
transaction or any express or implied terms, conditions or
understandings must not impose an unfair burden on the fund for
a two-year period after the transaction. Such a burden could
arise, for example, where the transaction involves an arrange-
ment with respect to the fund's brokerage commissions. A
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definition of "unfair burden" along these lines is included in
the proposal. In addition, the directors of a fund would be
prohibited, when considering the terms of the advisory contract
in the future, from taking into account the purchase price

or any other consideration the new adviser may have paid in
connection with the transaction which caused the assignment.
Attached to the proposed legislation is a technical statement
which explains these and other provisions in more detail.

This approach would rely on arms'-~length dealing and proper
execution of the fiduciary obligations of fund directors who
consider the new adviser and, after the assignment, on the independent
directors to avoid abuse. It would permit the selling adviser
to negotiate an appropriate price with a buyer. The sale could
be conditioned upon approval of the buyer as investment adviser
as has been the practice. The buyer, however, would have to
recognize that his satisfactory performance as adviser will be
iis only assurance of continuing the advisory relationship. It
is our view that this approach should mitigate the dangers with
which the Court of Appeals was legitimately concerned in the
Rosenfeld case, Of course, in determining whether or not to
recommend the new contract for shareholder approval, the directors
of the fund, who have an obligation under Section 36(a) of the
Act to refrain from a breach of fiduciary duty involving personal
misconduct, would also be required to carefully scrutinize and
evaluate any successor adviser, as well as the terms and conditions
of such contract. '

The proposed legislation has the unanimous approval of the
Commission, and the Office of Management and Budget has advised
us that it has no objection to our submitting the proposal to
Congress from the stand-point of the program of the Administration,
The Commission therefore recommends that the attached legislative
draft be introduced as a bill and that your Committee support
its passage,

..

ifgcerely ours,

4(/% Mn &Lk
William J, Cas i
Chairman

Enclosures
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PROPOSED AMENIMENT TO SECTION 15-%- )
OF 1M INVESTMENT COMPAKRY ACT OF
1940 TO ADD A NEW SUBSECTION (f)

(f) An investment adviser of a registered investment compauny, or an
affiliated person of such investment adviser, may receive any amount or
benefit in connection with a transaction which results in an assignment

of an investment advisory contract with such investment company, provided that

(1) for a period of five years after the time of any such transaction,
no affiliated person of such registered company (or successor thereto, by
réorganization or otherwise) shall also be (A) an interested person of the
investment adviser of such investment company or (B) an interested person
of the predccessor investment adviser; énd

(2) such transaction or its terms, conditions, or any understanding
with respect thereto, express or implied, does not impose an unfair burden
on the investment company. TFor purposes of this séction, an unfair burden
shall include any arrangement, during the two-year perioa after the time o
of such transaction, whéreby the predecessor or successor adviser or
any interested person of either such adviser receives or is to receive
any ccwpensation directly or indirectly (A) from any person in
comnection with the purchase or sale ofsecurities or other property
to, from or on behalf of such investment company or (B) from the
investment cowpany or its security holders for other than bona

fide investment advisory or edministrative services.



PRESENT SECTION 16(b) REDESIGNATED

16(c) AND A NEW SUBSECTION (b) ADDED

AS FOLLOWS
(b) In the event of any transaction within the provisions of
Section 15(f), the directoxs of the investment company
who are interested persons of either party to the transaction shall
resign effective at the date of commencement of the new advisory
contract and the remaining directors of the investment company shall
select, and propose to stockholders for election to the board of

directors, the requisite number of other persons who are also not

such interested persons in the manner specified in Section 10(e).



PROPOSED AMENDMENT 1O SECTION
15(c) TO ADD A NEW PROVISIONM
Subsection (¢) as amended would read as follows (new matter underscored):

(c¢) In addition to the requirements of subsections (a) and (b) of this
section, it shall be unlawful for any registered investment company having
a hoard of directors to enter into, renew, or perform any contract or
agreement, written or oral, whereby a person undertakes regularly
to serve or act as investment adviser of or principal underwriter for
such company, unless the terms of such contract or agreement and any
renewal thereof have been approved by the vote of a majority of
directors, who are not parties to such contract or interested persons
of such party, cast in person at a meeting called for the purpose of
voting on such approval. It shall be duty of the directors of a
registered investme#t company to fequest'and evaluaté’and the duty
of an investment adviser to such company to furn;sh, such information
as may reésonably be necessary to evaluate the terms of any contract
whereby a person undertakes regularly to serve or act as investment

adviser of such company. It shall be unlawful for the directors of

a registered investment company, in connection with their evaluation

of the terms of any contract whereby a person undertakes regularly

to serve or act as investment adviser of such investment company,

to take into account the purchase price or other consideration such

person may have paid in connection with a transaction within the

provisiocns of subsection (f),
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TECHNICAL STATEMENT OF THE SECURITIES AND EXCHANGgﬁbOHMISSION

ON TIIE PROPOSED AMENDMENTS TO THE INVESTMENT COMPANY ACT OF

1072 DECADDING TPANSTEPSC NF AWICSNRY RETATIONSH1PS

Th; pr&posed legislation would amend Section 15 of the Investment
Company Act of 1940 ("Act") fy adding new subsection (f), amend Section 16
by renumbering subsection (b) as (c) and adding a new subsection (b) and
would add a new provision to Section 15(c): The proposed amendments are
intended to clarify and modify the law in light of the decision in
Rosenfeld v. Black, 445 F. 2d 1337 (2 Cir. 1971), as it may apply to

the assignmcat of a contract of an investment adviser of an investment

company registered under the Act.

In that case, the Court of Appeals for the Second Circuit held that
the general equitable principle that a fiduciary camnot sell his office
is impliedly incorporated into Sectipn~15(a) of the Act. Consequently,

a retiring investment adviser breaches its fiduciary duty under the Act
by receiving compensation which reflects either (1) payment contingent
upon the use of influence to secure approval of a new adviser or (2) an
assurance of profits the successor adviser will receive under the new
advisory conﬁract and renewals thereof.%/

The Commission believes that the principle that a fiduciary cannot

profit from the sale of his office was appfopriately applied under the

1/ See 445 F. 2d at 1343, 1344,
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circunistances of that case, wvhich appears to have involved an .

outright sale by the investment adviser of its investment advisory

contract with a registered investment company., The transfer of

2/ ‘The facts in the Rosenfeld case show that the outgoing investment
adviser, Lazard Freres & Co,, ('"Lazard"), decided to terminate its relation-
ship with the Lazard Fund ("the Tund"), a registered investment company.
Ordinarily, a retiring adviser sells a controlling block of its stock

or its assets. MHowever, Lazard did not follow this route, but instead,
entered into an agreement with Dun & Bradstreet, Inc. ("D&B") to transfer
the advisory functions to Moody's Advisers & Distributors ("Moody's
A&D"), a wholly-owned subsidiary of Moody's Investor Service, which in
turn is a wholly~owned subsidiary of D&B. The transfer of advisory
functions was accomplished by mexging the Fund into Moody's Capital

Fund ("Capital Fund"), Approval of the merger by the Fund's stockholders
included approval of the new advisory contract between Capital Fund

and Moody's A&D. Other agreements, which were contingent upon consum-
mation of the merger, consisted of covenants or undertakings by Lazard,
among other things, not to engage in the investment company business

as an investment adviser or otherwise, and to provide or make available
certain services to Capital Fund., As consideration for such agreements,
D&B agreed to deliver to Lazard Freres, in ‘installments over a period
of five years, 75,000 shares of its common stock then worth about $2.7
million. In this connection, the Court stated that (445 F. 2d at 1344):

« + o any payment made to the outgoing adviser by
his successor in these circumstances over and
above the value of any continuing services rep~-
resents consideration not for the lawful assign-
ment of the contract ~ which is prohibited -

but primarily for the use of influence in
securing stockholder approval of the successor
who expects to profit from the post., While

it is true that the advisory contract is not
conceptually an asset of the Fund, it is equally
true that the expectation of profits under

the contract is not an asset which, under the
Act, the adviser can assign outright. Hence,

if plaintiffs are correct in asserting that
Lazard's few covenants were only a minorx

part of the consideration for D&B's payment

to Lazard, Lazard and D&B must have assumed
that the outgoing adviser was in a position

to help effect the transfer of his office and
that his efforts in doing so were worth
valuable consideration.
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investment advisory functions. in the Roéenfeld case did not involve

the salé of the outgoing investment adviser's business through a sale
of its stock or through a sale of its assets, However, the broad sweep
of the language of the Court has cast substantial doubt on whether an
investment adviser can make any profit when it sells his business in

3/
that manner,

A
The Commission believes that it would be in the public interest to

remove the uncertainty in the mutual fund industry which has been generated

by the Rosenfeld decision. Therefore, the Commission recommends legislation

which would clarify and modify the applicability of the Investment
Company Act, as interpreted by Rosenfeld, to transfers of investment

advisory organizations.

The proposed amendments are intended to permit an investment adviser,
or an affiliated person of an adviser to obtain a profit upon the sale or
transfer of its stock, or in connection‘with.any other transaction which
results in an assignment of the advisory contract, if certain conditions
are met, These conditions are designed to prevent a retiring investment
adviser or an affiliate from receiving any payment or other benefit

in connection with the sale of the business of the adviser where

r

3/ In its discussion of S.E.C. v. Insurance Securities, Inc., 254 F. 2d
642 (9 Cir., 1958), cert, den., 358 U.S. 823 (1958), which involved

the sale by controlling stockholders of an investment adviser of their
stock to a new controlling group at a price 25 times its net assct value,
the Second Circuit stated that ", . . there are passages in the opinion -
suggesting that in the court's view none of the excess of the price
received by the controlling stockholders over the book value of their
stock would be recoverable under any cirvcumstances by stockholders of
the investment company.'" The Court stated that it did"not wish to be
undexrstood as accepting these views, although it did not find it necessary
to detceimine ‘whether the difference between a transaction such as that
hexe before us and the sale of a coutrolling block of stock in a
corporate adviser at a price reflecting the expectation of profits

under a wpenewed contract with the corporation wiich the sellers were

to aid in procuring, is sufiiclently substantial to warrant a different
result in this latter case.”" 445 F. 2d at 1346-1347.
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such payment or benefit includes any amount reflecting certainty of
succession to and assurance of continuation of the investment advisory
contract, Preventing receipt by a retiring adviser of payments for
these purposes should mitigate the dangers with which the Second Circuit
was concerned in the Rosenfeld opinion, A detailed discussion of the

statutory language follows:

Proposed Section 15(f)

Propoged Section 15(f) specifies that an investment adviser or an
affiliate may receive any amount or benefit in connection with a trans-
action resulting in an assignment of such adviser's investment advisory
contract, if the adviser or affiliate can establish that conditions
in the provision of the subsection are met, Proposed Section 15(f)
would apply on1§ to a transaction which results in an assignment of the
adviser's investment advisory contract, "As;ignment" is defined by
Section 2(a)(4) of the Investment Company Act as including "any direct
or indirect transfer or hypothecation of a contract or chose in'action
by the assignor, or of a controlling block of the assignor's outstanding
voting securities by a security holder of the assignor." An assignment
will ordinarily occur as a result of'a transfer of a controlling block
of the adviser's stock but this may also be accompiished, as indicated
by the definition of assignment, indirectly by a sale of assets, or
transfer or hypothecation of a contract or chose in action, as for
example, a sale of non-voting stock.

The proviso insubsection (f) would not limit the value of the
purchase price of other consideration which may be received or accrued

by the retiring adviser or its affiliate; The préposal thus takes into



consideration the fact that a purchaser of the investment adviser
may be willing to pay consideration for the business of an invest-
ment adviser over and above the fair value of its tangible assets
_in the hope or expectation of serving as investment adviser to the
registered investment company in the future,

The first provision of proposed | Section 15(f) requires,
however, that for a period of at least five years subsequent to
the time of any such transaction, all affiliated persons of the
investment company, such as officeré, directors, and employees, must
not be interested persons of the company's investment adviser and of
any successor adviser, ‘lhis would be accomplished by making it unlawful
during the five year period for thé registered investment company
involved in the transaction to have és an affiliated person any person
who is also (1) an interested person of the investment adviser of such.
investment company or (2) an interested person of any predecessor advisgr.
These requiréments would also apply to any successor to such an investment
company where the ;uccessor becomes such by reason of a reorganization
of the investment company or otherw@sé. For the purpose of determining
who are interested persons, the definition in Section 2(a)(19)(B) of
the Act would apply.

The second provision of Section 15(f) prohibits any assignment of an

advisory contract which subjects the investment company to an unfair burden

Lor a two-year period after the transaction, Such a burden could arise, for

example, where the transaction involves an arrangement with respect to the
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investment company's brokeragé conmissions, A dcfinition of unfair burden

along these 1ines is 1nc1uaeur1n tne secciun, 1€ prolivicivu againsi uiieil

burden is limited to two years - the maximum period specified by the statute

for the duration of the initial advisdry contract with the new investment

adviser. Thereafter, the investment coﬁpany's board of directors, consisting

entirely of disinterested persons, will be expected to continue this protection,
It is important to note that the proposed amegdment does not provide

for rate making or fixing of profits by either the Commission or a court,

In this connection, however, in determining whether or not to recommend

the new contract for stockholder appfoval, the directors of the investment

company who now have a fiduciary duty to refrain from personal misconduct

in the performance of their office, would of course be required to carefully

scrutinize and evaluate the terms and conditions of such contract as well

as the qualifications and capabilities of the proposed new adviser,

Proposcd New Section 16(b)

Section 16(b) provides that in the event of a transaction causing
an assignment within the provisions of Section 15(f), the investment
company affected will, achieve a board of directors as required by Section
15(£) by prompt resignation of any directors who become ineligible to serve,
Further, in order to achieve maximum independence of any successor directors
throughdut the period contemplated by Section 15(£)(l) during which the
board must comsist entirely of persons who are not interestecd persons of
the investment adviser, new .Section 16(b) also provides' for the selection

of such successor directors, and their recommendation to shareholders for
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clecticn, by those members 2fF the conmpary'e hagrd of divpetare who
themselves are not interested persons of the investment adviser, In
this connection, the time periods specified in Subsection 10(e) would
be applicable.
* k k Kk Kk

In view of the provisions of proposed Section 15(f), and new
Section 16(b), a prospective purchaser of the business of an investment
adviser wéuld know that automatic perpetual succession to and continuation
of the adviédry relationship could not be assured. The new adviser would
have to service the investment company at arm's length and the arm's-
length relationship would continue for at least five years after the
consummaéion of the transaction which caused the existing advisory contract
to be assigned, Because the proposed successor adviser would have to deal
at arm's length with the investment company, there should be no assurance
that a purchaser will automatically perpetuate an advisory relationship
with the investment company., Thercfore, the proposed amendment should
have the tendency of limiting to a fair value the consideration which a
purchaser would be willing to offer a retiring adviser for its stock or.

assets,

Proposed Amendment to Section 15(c)

The proposed amendment to Section 15(c) of the Act would make it
clear that the directors of a registered investment company when evaluating
the terms of an investment advisory contract, may not take into account the

purchasc price or other consideration that might have been paid by the
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adviser. in conncction with an earlier transaction within the provisions
of Section 15(f). The directors of the in?estment company would be
expected to perform their fiduciary duties presently specified by Section
15(c) by requesting and evaluating all relevant information and considering
the qualifications and performance of the adviser, Although this consideration
could include the adviser's costsin servicing the investment company, such
costs could not include any amount paid to a predecéssor adviser or its
affiliated persons,
* % ok k%

It is intended that these amendménts would be prospective in application
only,

The Commission believes that the proposed amendments would permit
investment advisers and their affiliates to obtain fair returns for the
risks they assume in organizing, promoting, and managing investment companies
and, at the same time, would protect the interests of investment companies
and their shareholders when the investment advisers of those companies engage
in transactions fesulting in the assignment of their investment advisory

contracts,



PROPOSED AMENDMENT TO SECTION 15

OF THE® INVESTMENT COMPANY ACT OF

1940 TO ADD A NEW SUBSECTION (f)
(f) An investment adviser of a registered investment company, or an
affiliaéed person of such investment adviser, may receive any amount or

benefit in connection with a transaction which results in an assignment

of an investment advisory contract with such investment company, provided that

(1) for a period of five years after the time of any such transaction,
no affiliated person of such registered company (orvsuccessor thereto, by
reorganizétion or otherwise) shall also be (A) an interested person of the
investment adviser of such iuvestméntAgompany or (B) an interested person
of the predecessor investment adviser; and

(2) such transaction or its terms, conditions, or any understanding
with resﬁect thereto, express or implied, does not impose an unfair burden
on the investment company, For purposes of this section, an unfair burden
shall include any arrangement, during the two-year period after the time o
of such transaction, whereby the predecessor or successor adviser or
any interested person of either such adviser receives or is to receive
any compensation directly or indirectly (A) from any person in
connection with the pgrchase or sale ofseguritics or other property
to, from or on behalf of such investment company or (B) from the
investment company or its security holders for other than bona

fide investment advisory or administrative services.



PRESENT SECTION lé(b) " REDESIGNATED

16(c) AND A NEW SUBSECTION (b) ' . ADDED

AS'FOLLOWS
(b) In the event of any transaction within the provisions of
Section 15(f), the directérs of éhe investment company
who are intcrested persons of either party to the tramsaction shall
resign effective at the date of commencemeﬁt of th¢ new advisory
contract and the remaining directors of the investment company shall
select, and propose to séockholders for election to the board of

directors, the requisite number of other persons who are also not

such interested persons in the manner specified in Section 10(e).



PROPOSED AMENDMENT TO SECTION
%5(0) TO ADD A NEW PROVISION
Subsection (c¢) as amended would read as follows (new matter underscored):
(c) In addition to the requirements 6f subsections (a) and (b) of this
section, it shall be unlawful for any registered investment company having
a hoard of directors to enter into, renew,‘or perform any contract or
agrecement, written or oral, whereby a person undertakes regularly
to serve or act as invesément adviser of or principal underwriter for
such company, unless the terms of sucﬁ contract or agreement and any
renewal therecof have been approved by thg vote of a majority of
directors, who are not parties to s;ch contract or interested persons
of such party, cast in person at a meeting called for the purpose of
voting on such approval. It shall bé duty of the directors of a
registered investment company to rcqﬁeét and evaluate and the duty
of an investment adviser to such company to furnish, such information
as may reasonably be necessary to evaluate the terms of any contract
whereby a person undertakes regularly to serve or act as investment

adviser of such company. It shall be unlawful for the directors of

a registered investment company, in connection with their evaluation

of the terms of any contract whereby a person undertakes regularly

to serve or act as investment adviser of such juvestment cowpany,

to take into account the purchase price or other consideration such

person way have paid in connection with a transaction within the

provisions of subsection (f),




TECHNICAL S'IATE}HSNT or THE SECURITIES AND VEXCH‘ANGE COMMISSION

ON THE PROPOSED AMENDMENTS TO THE INVESTMENT COMPANY ACT OF

LO4C DRECANDING TRANSIFRE AR ADVTSORY RETVATTONSHIPS

The proposed legislation would emend Section 15 of the Investment
Company Act of 1940 (MAct") by adding new subsection (f), amend Section 16
by renumbering subsection (b) as (c) and adding a new sybsection (b) and
would add a new provision to Section 15(c). The proposed amendments are

- intended to clarify and modify the law in light of the decision in

Rosenfeld v. Black, 445 F. 2d 1337 (2 Cir. 1971), as it may apply to

the assignment of a contract of an investment adviser of an investment

company registered under the Act.

In that case, the Court of Appeals for the Second Circuit held that
the general equitable principle that a fiduciary cannot sell his office
is impliedly incorporated into Section iS(a) of the Act. Consequently,

a retiring investment adviser breaches its fiduciary duty under the Act
by receiving compensation which reflects either (1) payment contingent
upon the use of influence to secure approval of a new adviser or (2) an
assurance of profits the successor adviser will receive under the new
advisory contract and renewals thereof.l/

The Commission believes that the principle that a fiduciary cannot

profit from the sale of his office was appropriately applied under the

1/ See 445 F. 2d at 1343, 1344.
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circunistances of that case, which appears to have involved an '

outright sale by the investment adviser of its investment advisory
. z/

contract with a registered investment company. The transfer of

2/ the facts in the Rosenfeld case show that the outgoing investment
adviser, Lazard Freres & Co,, ("Lazard"), decided to terminate its relation-
ship with the Lazard Fund ("the Fund"), a registered investment company.
Ordinarily, a retiring adviser sells a controlling block of its stock

or its asscts. However, Lazard did not follow this route, but instead,
entered into an agrecement with Dun & Bradstreet, Inc. ("D&B") to transfer
the advisory functions to Moody's Advisers & Distributors ("Moody's
A&D'"), a wholly-owned subsidiary of Moody's Investor Service, which in
turn is a wholly-owned subsidiary of D&B. The transfer of advisory
functions was accomplished by mexging the Fund into Moody's Capital _
Fund ("Capital Fund"). Approval of the merger by the Fund's stockholders
included approval of the new advisory contract between Capital Fund

and Moody's A&D. Other agreements, which were contingent upon consum-
mation of the merger, consisted of covenants or undertakings by Lazard,
among other things, not to engage in the investment company business

as an investment adviser or otherwise, and to provide or make available
certain services to Capital Fund. As consideration for such agreements,
D&B agreed to deliver to.Lazard Freres, in -installments over a period

of five years, 75,000 shares of its common stock then worth about $2.7
million. In this connection, the Court stated that (445 F. 2d at 1344):

. « . any payment made to the outgoing adviser by
his successor in these circumstances over and
above the value of any continuing services rep-
resents consideration not for the lawful assign-
ment of the contract ~ which is prohibited -~

but primarily for the use of influence in
securing stockholder approval of the successor
who expects to profit from the post. While

it is true that the advisory contract is not
conceptually an asset of the Fund, it is equally
true that the expectation of profits under

the contract is not an asset which, under the
Act, the adviser can assign outright., Hence,

if plaintiffs are correct in asserting that
Lazard's fcw covenants were only a minor

part of the consideration for D&B's payment

to Lazard, Lazard and D&B must have assumed
that the outgoing adviser was in a position

to help effect the transfer of his office and
that his cfforts in doing so wene worth
valuable con31deration.




-3 -

investment advisory functions in the Rosenfeld case did nmot involve

the sale of the outgoing investment adviser's business through a sale

of its stock or through a sale of its assets. However, the broad sweep

of the language of the Court has cast substantial doubt on whether an

investment ad;iser can make any profit when it sells his business in
3/ ’

that manner,

1

The Commission believes that it would be in the public interest to
remove the uncertainty in the mutual fund industry which has been genecrated

by the Rosenfeld decision. Therefore, the Commission recommends legislation

which would clarify and modify the applicability of the Investment

Company Act, as interpreted by Rosenfeld, to transfers of investment
advisory organizations.

The proposed amendments are intended to permit an investment adviser,
or an affiliated person of an-adviser to obtain a profit upon the sale or
transfer of its.stock, or in connection with any other transaction which
results in an assignment of the advisory contract, if certain conditions
are met. These conditions are designed to prevent a retiring investment

adviser or an affiliate from receiving any payment or other bemnefit

in connecction with the sale of the business of the adviser where

3/ In its discussion of §.E.C. v. Insurance Securities, Inc., 254 F, 2d
642 (9 Cir,, 1958), cert. den., 358 U.S. 823 (1958), which involved

the sale by controlling stockiholders of an investment adviser of their
stock to a new controlling group at a price 25 times its net asset value,
the Second Circuit stated that '". ., . there are passages in the opinion
suggesting that in the court's view none of the excess of the price
received by the controlling stockholders over the book value of their
stock would be recoverable under any circumstances by stockholders of
the investment company.' The Court stated that it did'not wish to be
understood as accepting these views, although it did not find it necessary
to determine “whether the difference between a transaction such as that
here before us and the sale of a controlling block of stock in a
corporate adviser at a price reflecting the expectation of profits

under a rencwed contract with the corporation which the sellers were:

to aid in procuring, is sufficicntly substantial to warrant a different
result in this latter case." 445 ¥F. 2d at 1346-1347,
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such payment or benefit includes any amount reflecting certainty of
succession to and assurance of continuation of the investment advisory
contract. Preveﬁting receipt by a retiring adviser of payments for
theée purposes should mitigate the dangers with which the Second Circuit

was concerned in the Rosenfeld opinion. A detailed discussion of the

statutory language follows:

Proposed Scction 15(£)

Propoqed Section 15(£) speéifies that an investment adviser or‘an
affiliate may receive any amount or penefit in connection with a trans-
actioﬁ resulting in an assignment of such adviser's investment advisory
contract, if the adviser or affiliate can establish that conditions
in the provision of the subsectién are met, Proposed Section 15(f)
would apply only to a transaction éhich results in an assignment of the
adviser's investment advisory contract. "Assignment" is defined by
Section 2(a)(4) of the Investment Company Act as including "any direct
or indirect transfer or hypothecation of a contract or chose in action
by the assignor, or of~a controlling block of the assignor's outstanding
voting sccurities by a security holder of the assignor." An assignment
will ordinarily occur as a result of a transfer of a controlling block
of the adviser's stock but this may also be accomplished, as indicated
by the definition of assignment, indirectly by a sale of assets, or
transfer or hypothecation of a contract or chose in action, as for
example, a sale of non-voting stock,

The proviso insubsection (£) would not limit the value of the
pvrchase price or other consideration which may ge received or accrued

by the retiring adviser or its affiliate., The proposal thus takes into



consideration the fact that a purchaser of the investment adviser
may be willing to pay consideration for the business of an invest-
ment adviser over and above the fair value of its tangible assets
in the hope or expectation of serving as investment adviser to the
registered investment company in the future.

Tﬁe first provision of proposed { Section 15(£f) requires,
however, that for a period of at least five years subsequent to
the time of any such transaction, all affiliated persons of the
investment company, such as officers, directors, and employees, must
not be interested persons of the company's investment adviser and of
any successor adviser, This would be accomplished by making it unlawful
during the five year period for the registered investment company
involved in the transaction to have as an affiliated person any person
who is also (1) an interésted person of the investment adviser of such
investment company or (2) an interested person of any predecessor adviser,
These requirements would also apély to any successor to such an investment
company where the successor becomes such by reason of a reorganization
of the investment company or otherwise, For the purpose of determining
who are interested persons, the defiﬁition in Section 2(a){19)(B) of

the Act would apply,

T e——

The second provision of Section 15(f) prohibits any assignment of an

advisory contract which subjects the investment company to an unfair burden

for a two-year period after the transaction. Such a burden could arise, for

example, where the transaction involves an arrangement with respect to the
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Frvestment company's brokerage commissions. A definition of unfair burden
along these 1ines 1s included in the section., 1he prouibiicivn againsi uniaii
burden is limited to two years - the maximum period specified by the statute
for the duration of the initial advisory contract with the new investment
adviser, Thereafter, the investment compan&'s board of directors, consisting
entirely of disinterested persons, will be expected to continue this protection,

It is important to note that the propbsed amendment does not provide
for rate making or fixing of profits by either the Commission or a court.
In this connection, however, in determining whether or not to recommend
the new contract for stockholder approval, the directors of the investment
cbmpany who now have a fiduciary duty to refrain from personal misconduct
in the performance of their office, would of course be required to carefully
scrutinize and evaluate the terms and conditions of such contract as well
as the qualificatiohs and capabilities of the proposed new adviser,

-

Proposed New Section 16(b)

Section 16(b) provides that in ghe event of a transaction causing
an assignment within the provisions of Section 15(f), the investment
company affected will achieve a board of directors as required by Section
15(£f) by prompt resignation of any directors who become ineligible to serve,
Further, in order to achieve maximum independence of any successor directors
throughout ' the period contemplated by Section 15(f£) (1) duriné'which the
board must consist entircly of persons who are not intercéted persons of
the investment adviser, nmew .Section 16(b) also provides for the selection '

of such successor directors, and their recommendation to shareholders for
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cleztica, by thooo members oF tha commonyle hnapd of Aiventnre vhna
thewsclves are not interested persons of the investment adviser, In
this connection, the time periods specified in Subsection 10(e) would
be applicable,
¥ ok ok % K

In view of the provisions of proposed Section 15(f), and new
Section 16(b), a prospective purcbaser of the business of an investment
adviser would know that automatic perpetual succession to and continuation
of the advisory relationship could not be assured. The new adviser would
have to service the investment company at arm's length and the arm's~
length relationship would continue for at least five years after the
consunmation of the transaction which caused the existing advisory contract
to be assigned. Because the proposed successor adviser would have to deal
at arm's length with the investment company, there should be no assurance
that a purchaser will automatically pcréetuate an advisory relationship |
with the investment company., Therefore, the proposed amendment should
have the tendency of limiting to a fair value the consideration which a
purchaser would be willing to offer a fetiring adviser for its stock or

assets.,

Proposed Amendment to Section 15(c¢)

The proposed amendment to Section 15(c) of the Act would make it
clear that the directors of a registered investment company when evaluating
the terms of an investment advisory contract, may not take into account the

purchase price or other consideration that might have been paid by the
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adviser in connection with an earlier transaction within the provisions

of Section 15(£). The directors of the investment company would be

expected to perform their fiduciary duties presently specified by Section

15(c) by réquegting and évaluating all relevant information and considering

the qualifications and performance of the adviser, Although this consideration
could include the adviser's costsin servicing the investment company, such
costs could not include any amount paid te a predgcessor adviser or its

affiliated persons,

It is intended that these amendments would,be‘prospective in application
only.,

The Commission believes that the proposed amendments would permit
investment advisers.- and their affiliates to obtain fair returns for the
risks they assume in organizing, promoting, and managing investment.companies
and, at the same time, would protect the interests of investment companiés
and their shareholders when the investment advisers of those companies engage
in transactions resulting in the assignment of their investment advisory

contracts,



