
----------·-···-''""''• 

CFFICEOF 
Ttl£ CHAIRMAN 

- - ~..,J. .. .J.. ~~) 

SECURITIES AND EXCHANGE COMMISSION 

WASHlNGT9N, D.C. 20549 

Hono~able John J. Sparkman 
Chairman 
CODIIIlittee on Bankiq, Housing an4 

th:ban Affairs 
Uni teQ S.tates Senate 
Washington, DC 20510 

Dear Senator Sp;llrkmall: 

MAY ~ >1 1912 

MA1 ~.f\ \97£. 

Nt:C£JV£0 

lAY .2 5 l~F · 

As you uaay kttow, in a letter ela-ted March 10, 1972 replying 
to an inquilj' dated November 23, 1971; from Senator Williams, 
Chairman of your COQil1littee's SubcOIIIId.ttee -on Securities, I 
stated that the CODIDission intended to recOIIIDend specific 
legislation to clarify and mod#,.fy the Investment Company Act 
of 1940 in light of the deci,d.on tu Rosenfeld v. Black as 
it may apply to tran&fer'$' of m\\tual fund in.vestaaent advisory 
organizations. The broad sweep of the lansuage of the Court 
of Appeals in that case has. cast substantial Clou.bt on whether 
an ittvestment adviser can make any profit when it sells its 
business. In this connection, I stated that t\le COJDDdssion 
believed that it would be in the public inter.est to r.-ove the 
uncertainty in the mutual fund industry which has been aenerated 
by the 'Rosenfeld decision.. Accordingly, we are herewith sub• 
mitting propo·sed legisMt.tion deststted to achieve this objective. 

Generally, the proposed legislation would. pe~it an investment 
adviser and its owners to obta-in compensation, including profit, 
in connection with a sale of its business resulting in an 
assignment of its advisory contract wtth the fund, if certain 
conditions are aet. the first condition is that, for a min:Uium 
of ftve years after a proposed new adviser is approved by fund 
shareholders, all of t.he c:lit't!C:tors. officers ancl other affiliated 
persons of the fulld, must not be i'nteretJtecl persons of the retiring 
adviseT ot 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. Sucb 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 burden11 along these lines is included in 
the proposal. In addition, tbe 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 ams'-length dealing and proper 
execution of the fiduciary obligations of fund directors who 
consider the new adviser and, after the assignmen~, 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 inves~ent adviser 
as has been the practice. The buyer, however, would have to 
recognize that his satisfactory performance as adviser will be 
his 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 legitilla.tely concerned in the 
Rosenfeld case. Of course, in detemining whetber 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, W'Ould also ))e 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 Adaainistration. 
The Commission therefore recODDends that the attached legislati'Ve 
draft be int-roduced as a bill and tbat your COi'Dillittee support 
its passage. 

i cerely/Jours, ' t '/;__. 
Wil J. J. c'::("" 

Chairman 

Enclosures 
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PROllOseo htt:NOHEN'l' TO SECTION 15 ·~
OF ':l'lm ItNES'niENl' CONPANY ACT OF 
1940 1'0 ADD A NE\if SUBSECTION (f) 

(£) An investment adviser of a registered investment compauy, or an 

affili.uted person of such investment ·adviser, may receive any amount ol:' 

benefit in connection with a transaction which results in an assignment 

of an investment advisory contract with sucl1 investmeut CC?mpany, provided ~ 

(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 

reorganization or o.therwise) s~all also be (A.) an interested person of the 

investment adviser of such investment-company or (B) an inte}:'ested person 

of the predecessor investment adviser; and 

(2) such transaction or its terms, conditions, or any understaud:tng 

with respect thereto, expres.G or ir.1plied, does not impose an unfair hurdcn 

on the investment company. For purposes .of this section, an unfair burden 
. 

shall include any arrangetnent, during the two-year period after the time 

of such transaction, whereby the predecessor or succe.ssor adviser or 

any interested person of either. such adviser receives or is to reeeive 

any compensation dlrectly or indirectly (A) from any person in 

connection with the purchase or sale ofsec\lrities or other property 

to, from or on behalf of such investment company or (B) from the 

investm<:'!nt company or its ~ecur.ity holders for other than bona 

fide invc s tment adv:i.sory or edminis tra tive services. 



PlU~SENT SEC'l'ION 16(b) REDESIGNA1'ED 
16(c) AND A NEW SUBSJ~CTION (b) ADDED 
AS FOLLOWS 

(b) In the event of any transaction Withi,n the provisions of 

Section 15(£), the directors 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 el.ection to the })oard of 

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

such intere,sted persons in the manner specified in Secti.on lO(e) • 

.. 



PROPOSED IUIENDI-IENT 1'0 SECTION 
15(c) l'O ADD A NEW PROVlSiqN 

Subsection (c) as amended would read as follows (new matter underscored): 

(c) In addition to tbe requirements of subsections (a) and (b) of this 

section, :i.t 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 perscm undertakes regularly 

to serve or act as investment adviser of or principal underwriter for 

such company, unle.ss the terms of such contract or agreemertt 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, <:ast in person at a meeting called for the purpose of 

voting on such approval. It shall be duty of the directors of a 
. . 

registered investment company to request and evaluate and the duty 

of an investment adviser to such compan~ 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 investmenb 

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

.. 
to serve or apt as i.nv.cstment ndviser of Sl'ch :i.nve,s,tment ·company, 

.t9. t.ol<e into account the purchn,q,e price or other eonside1:ation such 

nerson t"18y have paid in· eonnecti011 with a tr.:.tnsaction w:i.thin the 

provisions of. ~ubse'l,tion <f). 
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TECIINICAL STATENENT OF THK SECURITIES AND EXCliANGE co•~IISSION 
ON TilE PROPOSED AHEND~lliNTS TO THE INVESTNENT CO~lPANY ACT OF 
1!:'!; ~ !'.!::~.'..:'.!>!!!0 'fPJ:.~!~~F.P.~ np o\nV!SORV R~T~A'l'IONSHIPS 

The proposed legislation would amend Section 15 of the Investment 

Company' Act of 1940 ("Act") by adding new subsection(£), amend Section 16 

by renumbering subsection (b) as (e) and adding a new subsection (b) and 

would add a new provision to Section 15(c). lite proposed amendments are 

intended to clarify and ~dify the law in light of the decision in 

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

the assignmc"J.t of a contract of an investment adviser of an investment 

company rcgi.stered under the Act. 

In that case, the Court of Appeals for the Second Circuit held that 

the general equitable principle tha~ a fiduciary cannot sell his office 

is impliedly incorporated into Section.l5(a) of the Act. Consequently, 

a retiring investment adviser breaches its fiduciary duty under tlte 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 
. 1/ 

advisory contract and renewals thercQf .. 

'111e Commission believes that the principle that a fiduciary cannot 

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

!/ See 445 F. 2d at 1343~ 1344. 
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circunistancas of t;hat case, which appears to have involved em 

outright ~ale by the investment adviser of its investment advisory 
.. ~I . 

contract with a regis!:ered investment company.., The transfer of 

~I 'fhc facts· in the ~osenfeld ·case ~hot-~ that the outgoing investment 
adviser, La~ard Freres & Co., ("Laz.i:trdn).l decided to terminate it~ relation:.. 
ship l~i th ~he Lazard Fund ("tlt~ ll'und"), a registered investment company:. 
Ordinarily. a retiring adviser sells a controlling block of its stock 
or its assets. Hm~vcr, tuzatd <lid ~ot follow this route, but instea<l, 
entered into an agreement wltb Dun & Bradstreet, Inc., ("D&B") to transfer 
the advisory functions to 1-foody' s Advisers & Distributors ("Moody's 
A&D''), a tiholly-otmed subsidiary of 1-Ioody' s Investor Service, which in 
turn is a wnolly-otmed subsi.diary of D&B. The transfer of advisory 
functions 'W4s accomplished by merging the Fund into Moody' s Capital 
Fund {"Capital E'und") • Approval of the merger by the Fund's stockholders 
included approval of the new advisory contJ;"act bet:W~en Cap:f.tal Fund · 
and Moo4y 1 s A&D., Other agreements, which lrere contingent upon consum
tnation of tlte merger, consisted of· ca\renants or undertakings by Lazard., 
&mQ.ng other things, not to engage in the investment company business 
as an investment adviser or otherwise, and to p~ovide or make available 
certain services to Capital Fund. As consideration for such agreements, 
D&B agreGd to deliver to taztard Freres, in. 'installments over a period 
of five yeors, 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 circumstance's over and · 
above the value of any continuing services rep .. 
resents considQration no.t for the l&.l'lful assign
l'ilf!nt of tbe contract • which is prohibited -
but primarily for the use of influence :tn 
seauring stockholder approval of the successor 
who expects to profit from the post. While 
it is tt'Ue that the advisory contract is not 
conceptually an asset of the Fund, it is equally 
true that the <"..xpectation of pro:i:its under · 
the contract i~ not an asse.t which, under the 
Act,. the adviser can assign outright. lienee, 
if pl4i.tttiffs arc correct i~1 asserting that 
Lazard 1 s few covenants were only a minor 
part of the consideratio.n for D&B' s payment 
to Lazard, Lazard and D&B 111ust 1lav'e assunted 
that the outgoing adviser was in a position 
to help effect the tra\tsfer of his office and 
that his efforts in doing so were worth 
valuable consideration • 

• 

·' 
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investment advisory functions. in the Roscmfcld ease did not involve 

th~ sale of the outgoing investllle11t· advisc.r• s busin~ss througl1 a sale 

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

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

invest1112nt advis(~r can make any profit when it sells his business in 
1/ 

that manner. 

The Co1111llhsion. believes that it would be in the public interest to 

remove the uncertainty in the mutual fund industry wbicl1 has been generated 

by the ~oscnfeld 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. 

'!."be· proposed amendments. are intended to permit an investlll8nt adviser, 

or an affiliated person of an atlviser to obtain a profit upon the sale or 

transfer of its stock1 or in comiection with. any other transaction which 

results in an assignment of the advisory contract, if certain conditions 

are met. 'J.'hese conditions are d~signed to prevent a retiring ittvcstment 

adviser or an affiHate from receiving any payment or other benefit 

111 connect1..on with the sale of the tiiuirS.:ness of the adv:i.ser where 

3/ In its discussion of S.E.C. v. Insurance Seeurl.ties~ Inc., 254 F. 2d 
642 (9 Cir., 1958), cet't. c:len ... , 358 U.S. 823 (1958), \·1hich :i.nvolved 
the sale by controlling stockholders of an investment adviser of their 
stock to a new controlling group at a price 25 times its net asset value, 
tho J)ccond Circuit stated that ". • • tb~re are passap;es in the opinion · 
suggesting that in the court 1 s view no:ue of the e;xcess of the price 
recciv,~d by the controlling stocld1ol4ers over the book value of th¢ir 
stock l·rould be recoverable uncler any circumstances by stockholders of 
the investment company. 11 'J~hc Court stated that it did 11rtot wish to be 
understood as acceptiug these vimvos~' although it did not £ind it necessary 
to dctc1.mine '\.1hethcr the difference bet.'\·Tee.n a transaction such as that 
here hef:ore us tmd the sale of a controlling block of stock in a 
col:pox~ttc adviser ttl! a pr:i.cc reflecting tbc CXJ'Cctation of profi.ts 
under a rene10-ted contract \-lith the corpo:ral:ioil 't7h1.ch the sellers were 
to aid in procurin~, is su:f:Lic:Lcntly sub~•to.n:tia.l to va1:rant a different 
.result in tbis l.attcr case .. " l~45 F. 2d at 1346-1347. 
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sucb payment or benefit includes any amount reflecthtg certainty of 

succession to and assurance of continuatic:m of the investment advisory 

contract. Preventing receipt by a retirin$ adviser of payments for 

tbese purposes should mitigate the dangers with which the Second Circuit 

was concerned in the Rosenfeld opinion. A detai~ed discussion of the 

statutory language follows: 

Proposed Section 15(£) 

Propo~ed Section 15(£) ~pecifies 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(£) 

would apply only to a transaction whicb results in an assignment of the 

adviser's investment advisory contract. "Assignmentn 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 coutrolling block of the assignor's outstanding 

voting securities by a security bolder of the assignor." An assignment 

will ordinarily occur as a result of·a transfer of a controlling block .. 
of the adviser 1 s stock but this may also be accQlltplished, 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-vot;i.ng stock. 

The proviso insubsection (f) would 110t li.ntit the value of the 

purchase prj~ce or other consideration which may be received or accrued 

by t.hc retiring advisl.'!r or its affiliate.; The proposal thus takes into 
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consideration the fact that a purchaser of the investment adviser 

may be willin$ to p~y consideration for tbe 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: provisio11 of proposed I Section lS(f) requires, 

however, that for a period of at least five years subsequent to 

the time of any such transaction, o.ll affiliated persons of the 

investment company, such as officers, directors, and employees, must 

not be interested perso11s of the C<lq)any' s investment adviser and of 

a11y successor adviser. 'Ibis would be accomplished by malting it unlawful 

during the five year period for the registered investment con1pany 

involved in the transaction to have as an.affiliated person any person 

wbo is also (1) an interested pe·rson of the investment adviser of such. 

invest~nt company or (2) an interested person of •ny predecessor advis~r. 

lbese requirements would also apply to any successor to such an invest~nt 

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 definition in Section 2(a)(19)(B) of 

the Act would apply. 

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

a4visory contract which subjects t~e investment company to an unfair burden 

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

example, where the transaction involves an arrangement wit11 respect to the 



investment compauy 1 s brokerage conlll\issions. A definition of unfair burden 

along these J.l.UCS is lnc!Ud.eU 1n t:ne tU'!CC.i.~n.. J.he pruit.iu.iL.i.uu al!,u.in::.t. uu~a.Ll 

burden is limi.ted to two years - the maximum period specified by the statute 

for the duration of the initial advisory contract with the nel'll investment 

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

entirely of disinterested persons, will be expected to continue this protection. 

It is important to note that the proposed amendment does not provide 

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

In this connection, however, in determining \-7bether or not to recoDIDend 

the new contract for stockholder approval, the directo»s of the investment 

company who now have a fiducial~ 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 4lS well 

as tl1e qualifications and capabilities of the proposed new adviser. 

Proposed New·Section 16(b) 

Section 16(b) provides that in the event of a transaction causing 

an assi.gnment within the prov:f.sions of Section 15(£), the investme!lt 

compauy affected will. achieve a board of directors as required by Section 

15(£) by prompt resignation of any direct-ors who become ineligible to serve:. 

'Further, in order to achieve maximum independence of any successor directors 

throughout the period contemplated by Section 15(£)(1) during which the 

board must consist entirely of persons who are not interested persons of 

the investment adviser, new .Section 16 (b) also provides· for the selectio.n 

of such successor directors, and their recommendation to shareholders for 
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themselves are not interested persons of the investment adviser. In 

this connection, the time periods specified in Subsection lO(e) would 

be applicable. 

* * * * * 
111 view of the provisions of proposed Section lS(f), and new 

Secti.on 16(b), a prospective purchaser of the business of an ilwestment 

adviser would know that autontatic perpetual succession to and continuatio11 

of the advisory relationship could not be assured. n1e new adviser would 

have to service the investment company at arm's length and the arm's

length relationship t.;roulcl continue for at least five years after the 

consunr.uation of the transaction \..iflicb <!_aused the existing advisory contract 

to be assigned. Because the proposed successor adviser would have to deal 

at arm's length \-Tith the investment company,.there should be no assurance 

that a purchaser will automatically perpetuate an advisory relationship 

\\Tif:h the investment company. Therefore, the proposed amendment should 

have the te11dcncy of limiting to a fair value the consideration which a 

purchase.r would be willing to offer a ret.iring adviser for its stock or 

asuets. 

Proposed Amendment to Section 15(c) 

111e prc.\posed antendn1ent to Section 15(c) of the Act \-lould make it 

clear that the directors of a registered investment company when evaluating 

the terms of an investment advisory contract, may not take iuto account tlte 

purchase price or other consideration that migllt have beeu paid by tl1e 
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adviser. in connection with an earlier transaction within tlae »rovisions 

of Section 15(£). The directors of the investtnent 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. Altltough this consideration 

could include the adviser's costs in servicing the investment company, such 

costs could not include any amount paid to a pr\!decessor 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 

invcstn~nt advisers and their affiliates to obtain fair returns for the 

risks tl1ey assume in organizing, promoting, and managing investment companies 

and, at the same time, would protect the i~terests of investment companies 

and their shareholders when the investmc11t advisers of those companies engage 

in transactions resulting in the assignment of their investment advisory 

contracts. 



PROPOSED AN£NDMENT TO SECTION.lS 
OJ.l' THE. l~VI~Sl'NENT CO'!-n)ANY At::r OJ? 
1940 TO ADD A NE\~ SUBSECTION (f) 

(f) An investment adviser of a registered investn1ent company, or an 

affiliated person of such investment adviser, n1ay receive any amount or 

benefit in connection with a transaction which results in an assignment 

of an invcstmet\t advisory contract with such investment company, provided ~ 

(1) for a period of five years after the time of any sucl1 transaction, 

no affiliated person of such registered company (or successor thereto, by 

reorganization or otherwise) shall also be (A) an interested person of the 

investment adviser of such investment company or (B) an interested person 

of the predecessor investment adviser; and 

(2) suCh transaction or its terms, conditions, or any understanding 

with respect thereto, express or implie~, does not impose an unfair burden 

on the investment company. For purpose~ of this section, an unfair burden 

shall include any arrangement, during the two-year period after the time 

of such transaction, wbereby 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 purchase or sale ofsecur1tics or other property 

~o, from or on behalf of such investment company or (B) from the 

investmeat company or its security holde~s !or other than bona 

fide investment advisory or administrative services. 



PRESENT SE:Cl'ION 16(b) REDESIGNATED 
16(c) AND A NEW SUBSECTION (b) ·. : ADDEJ) 
As· FOLLOlvS 

(b) In the evetlt of any transaction within the provisipns of 

Section 15(£), the directors of the investment company 

who are interested persons of e:f.ther party to the transactiotl shall 

resign effective at the date of conunencement of the ne"t17 aclvisory 

contract and the remai.nipg directors of the investment company shall 

select, an~ 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 'lll.anner specified in Section lO(e). 



PROPOSED AMENDMENT TO .SECTION 
lS(c) TO ADD A N~f PROVISION ,, . . 

Subsection (c) as aruended would read as follows (new matter underscored): 

(c) ln 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 

t? serve or act as investment adviser of or principal underwriter for 

such company, \mless the tenia of suc~i 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 4uty of the ~irectors of a 
. 

registered investment company to requc:utt and evalu~te and the duty 

of an inve.stment adviser to such company to furttislt, 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 

advis~r of suc~t company. It shall be unlawful for the direc.tors of 

a registered itlVE~stment comeany, in connection with their evaluation 

of the terms of any contract whereby a person ltndertakes reuularly 

to serve or. act as investment advi.ser of such i.uvestment · co;!ll'any, 

t~ t~al<.e into cceount the purchase pr.:i.ce or other consi.deration such 

perr.on r:"ta.Y have..,.naid in· connees:&on \'lith a tr.:msaction within the 

provisions of !JUbsection (fl.' 



TECHNICAL STATEl'IENT OF 'THE SllCURITIES AND EXCliANGE CO~~USSION 
ON THE PROPOSED ANENDNENTS TO THE INVESTNENT COl·tPANY ACT OF 
l;gltC Rr:Cf.!".DING ~R~.!'!~Ft< ~f n11 A..m.r"f~()RV »F.T .A'T'lONSHIPS 

1'he proposed legislation would amend Section 15 of the Investment 

Comt")any Act of 1940 ("Act") by adding new subsection (f), amend Section 16 

by renumbering subsection (b) as (c) ami adding a new sv-bsection (b) an,d 

would a.dd 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 genetal equitable princit>le that a fiduciary cannot sell his office 

is impliedly incorporated into Section 15(a) pf the Act. consequet1tly, 

a retiring investment adviser breaches its f~duciacy 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 lind renewals thereof. 

The Commission believes that the principle that a fiduciary cannot 

profit f.rom the sale of his office wa$ app.ropriately applied under the 

J:../ See 445 F. 2d at 1343, 1344. 
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circunistances of that case; which appears co have in:uolved an 

outright sale by the investment adviser of its investment advisory 
~,·. 

cot\tract with a regisJ:ered investment cotupany... '11te transfer of 

~./ •J:he facts- in the Rosenfeld c·ase show that the outgoing investment 
adviser, Lazard Freres & Co., ("Laz.in:·d"), decided to terminate its ;elat~on;.. 
slllp with the Lazard Fund (''the Fund"), a registered investment company .• 
Ordinarily, a retiring adviser sells a controlling blocl<. of its stock 
or its assets. Hmreve~:, ~ard did not follotf this route, but instead, 
entered iuto an agreement tdth Dun & Bradstreet, Inc. ("D&B") to transfer 
the advisory ftmctions to !-Ioody' s Advisers & Distributors ("Moody 1 s 
A&D"), a wholly-otmed subsidiary of Moody's Imtestor Service, which in 
turn is a tfholly-owned subsidim:y of D&B. The transfer of advisory 
functions tlas accomplished by mergi11g the Ft.md into Moody's Capital 
Fund ("Capital Fund") • Approval of the merger by the Fund • s stockholders 
included approval of the new advis~ry contract between Capital Fund 
and !-.loody 1 s A&D. Other agreements, which tf'Cre 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. ·Lnstallments over a period 
of five years, 75,000 shares of its common stock then worth about $2.7 
million. In this connection, the C~urt stated .that (445 F. 2d at 1344): 

• • • any paynent made to the outgoing adviser by 
his successor in these circumstances over and 
above the value of any continuing ser\rices rep
resents consideration not for the ·lawful assign
ment of the contract - which is prohil;J.itecJ -
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 advisoey contract is not 
conceptually an asset of the Fund, it is equally 
true tbat the e..~ectation of profits under 
the contract is not an asset which, w.der the 
Act, the adviser can ;tssign outright. lienee, 
if plaintiffs are correct· in asserting that 
Lazard's few 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 efforts in doitlg so were worth 
valuable consideration. 
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investment advisory functions in the Rosenfeld case did not involve 

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

of its stock or through a sale of its assets. ltowever, 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 
lf 

that n1anner .. 

The Con1uission believes that it would be in the public interest to 

remove the uncertainty in the mutual fund industry wl1ich has been generated 

by the Roae.nfeld decision,. Therefore, the Commission reco111nends legblation 

which woul~ clarify and modify the applicability of the Investment 

Company Act, as interpreted by RQsenfeld, to transfers of investment 

advisory Qrganizations. 

The proposed amendments are intended to permit an investment adviser, 

or an affiliated person of an-adv:iser to obt~in a. pr~fit upon the sale or 

transfer of its. stock, or :i.n connection with an~ other transaction which 

results in an assignment of the advisocy contract, if certain conditions 

are met. These conditions are designed to prevent a retiring investment 

adviser or an .affiliate from r~ceiving any payment or other benefit 

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

~/ In its discussion of S.E.c. v, Insurance Securities. Inc.,·254 F. 2d 
642 (9 Cir~, 1958), .c<!rt:. den .. , 358 u.s. 823 (1958) ~ which involved 
tbe. s.a.le by controlling stockholders of an invest®nt adviser of their 
stock to a ne\f controlling groy.p at a price 25 times its 11.et asset value, 
the Se.cond Circuit stated that "• •• thete ~e passages in. the opinion 
suggesting that in the coUX"t 1 s view t"l.oue of the excess of the price 
received by tbc controlling stockholders over the book value o£ their 
stock would be recoverable under any c-i:J:>~umstanc~s by stockholders of 
tbe investmoi1t company." The Court statcjl that it did "not 1;-1ish to be 
understood as accepting these vicw·s: although it did not find it necessary 
to detcX1ninc '\;b.ether the differettce l>eboleen a tra11saction such as that 
1tel:G b~fo"tO us and the sale o£ a. controlling block of stock in a 
cor.porat~ adviser at a pric~ reflecting the e>:pectat:i,on of profits 
U11<ler a rene\'1e.d contract trith the corporation which the sellers were· 
to ai<l iu procuri11p~, is sufficiently substa.u.tial to t-rarrant a different 
re.sult t\1. this lt-t~tcl: <:use •" 445 1~. 2d. at 134 6 -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 retirin_g 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: 

rroposed Section 15 (!} 

Propo~ed Section 15~£) ~pecifies tbat an invest~nt adviser or an 

affiliate may receive any amount or benefit in connection with a trans .. 

action resultina in an assignment o£ such adviser's investment advisory 

contract, if the adviser or affiliate can establish that. conditiou.s 

in the provision of the subsection are met. P~oposed Sec:tion 15 (f) 
. . 

would apply only to a transaction which results iJ;t an assignment of the 

~dviser's investmen~ advisory contract. 11Assignmentu 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 ~is may also be accomplished, as indicated 

by the definition of assignmentt indirectly by a sale of assets, or 

transfer or hypothecation of a contract or Chose in ac~ion, as for 

example, a sale of non-voting stock. 

"the proviso in subsection (f) would not Hntit tl1e value of the 

Pl'~chase vr:i c~e or other consideration which may be received or accrued 

by the retiring adviser or its affiliate. The proposal thus takes it)to 



consic.taration the fact that a purchaser of the investment adviser 

ntay be willing to pay conside.ra.tion for tho busb\ess 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 tl1e 

registered investn~nt company in the future. 

'!he first provision of proposed t Section 15(f) requires, 

l1owever, that for a period of at least five years subsequent to 

the time of any such transaction, all affiliated pe~sons 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 tl1e transaction to have as an affiliated person any person 

who i~ also (1) an interested person of the investment adviser of such 

investment company or (2) an interested person of any predecessor adviser. 

'rhese requirements would also apply to any successor to such an investment 

company where the successor becomes such by reason of a reorganization 

of tl1e investment company or ·otherwise. For the purpose of determining 

who are interested persons, the definition in Section 2 (a).(l9) (B) of 

the Act '~ould apply. 
¥ -·---

The second provision of Section 15(£) prohibits any assignment of ~n 

advisc,ry contract \mich subjects the investment company to an unfair burden 

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

example, '\vhere the transaction :i.nvolves an arrangentent with respect to tltc 
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&vestment company• s brokerage co111nissions. A definition of unfair burden 

along these u.nes is inc.1uaeu in t.he sect.iuu. lite pruh.i.iJ.i.&..iuu a~e&illsl. uu~o.i·a. 

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

for tl1e duration of the initial advisory contract with the new investment 

advi.ser. Thereafter, the investment company's board of directors, consisting 

entirely of disinterested persons, will be expected to continue this protection. 

It is important to note that the proposed amendment does not provide 

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

In this connection, however, in detennining Whether or not to reconnend 

the new contract for stocltholder approval, the directo11s of the investment 

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

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

scrut.ini~e and evaluate the terms and conditions of such contract as well 

as the qualifications and capabilities of the proposed new adviser. 

ProposQd New Section 16(b) 

Section 16(b) provides that iu the event of a transaction causing 

a11 assignment tdthin the provisions of Section 15(£) • the investmeut 

c0111pauy 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 
.. 

througltout·the period contemplated by Section 15(£)(1) during which the 

board must consist entirely of persons who are not interested persons of 

the inv~stmcnt adviser, new ;Section 16(b) also provides· for the selection 

of such successor directors • and their recOlmtet,dation to sl1areholders for 
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themselves are not interested persons of the investment adviser. In 

this connection, tl1e time periods specified in S'IJbsection lO(e) would 

be a.pl>licable. 

* * * * * 
In view of the provisions of proposed Section 15(f), a11d new 

Section 16(b), a prospective purchaser of the bus.iness 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 

consummation of the transaction lmich caused the existing advisory contract 

to be assigned. Because the proposed successor adviser would have to deal 

at ann's tength with the investment company, there should be no assurance 

that a purchas.er will automatically perpetuate an advisory relationship 

with the investment company. Theref,ore, the proposed amendment sh'!uld 

have the tendency of limiting to a fair value the consideration which a 

purchase1· would be l~illing to offer a retiring adviser for its stock or 

assets. 
.. 

Proeosed Amendme1~t to Section 15(c) 

lbe proposed amendment to Section 15(c) of the Act would make it 

clear that tlte directors of a. registered investment con~any when evaluating 

the terms of an investment advisory COJ.\tract, may not take into account the 

purchase price or other consideration that might have been paid by the 
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aclviser in connection \~ith an earlier t~ansa..ctiou within the -provision'S 

of Section l5(f). Tbe directors of the investment company would be 

expected to per.form their fiduciary duties presently specified by secti()n 

15(c) by requesting and evaluating all relevant information and considering 

the qualification·s and p$rformanee of the adviser. Although this consideration 

could incll,tde the a~viser • ~:~ costs in -servicing the investment company, such 

costs could not include any amount paid to a predecessor adviser or its 

4ffiliated persons~ 

* * * * * 
It is intended that these amendments would. be prospective in application 

only. 

The OOmntission 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 resulting in tbe assignment of their investment advisory 

contracts. 

.. 


