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Re: Deferr Compensation Plans for Investment Company Dirtors
 

Dea Mr. Tyle: 

The sta of the Division of Investment Management has over time recived a
 

number of inquires from members of the investment management industr and their 
counsel concerng the status under the Investment Company Act of 1940 (the "Act") 
of deferr compensation plans for investment company dirtors. We believe that a
 

clarcation of this issue may be useful to the Investment Company Institute 


and to its~h members and have prepared this letter for that purpose. 

BACKGROUN 

Many registere inVestment companies ("Funds") have implemented
 

compensation plans to alow their directors to defer recipt of the fees they reive in
 

that capacity to obta ta 
 and other benefits. Under the plas, a deferr accunt is

created and then creited or charged durig the deferr period with income, gas and 
losses based on the pedormance of a spifed security or securities ("Underlying 
Securities"). A Fund generay covers its obligation to fund the deferr accunt by 
purchasing the Underlying Securities or by cretiiig an accunt on its books that trcks
 

the pedormance of the Underlying Securities ("Phantom Accunt"). 

In a number of letrs issued since 1982, the sta ha sta th it would not
 

remmend th the Commsion tae enforcment acton if a Fund implemente a deferr 
compensation pla without obtag an order frm the Commsion. i Funds generay
 
have reuested no-action assurace regaing whether the pla crete senior seurities for
 

See, e.g., The North Carolia Cash Management Trust (pub. avai. Jan. 23,
 
1992).
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purpse of Secons 18(t) and 13(a)(2) of the Act, wheter the pla involved the issuace 
of Fund seurities for service under Secon 22(g) of the Act, and wheter the pla were 
inconsistent with retrqtons on the trferailty or negotibilty of Fund seurties under
 

Section 22(t) of the Act. Funds al have reueste assurace rega wheter, when 
the Underlying Securities were not issued by an af persn of a Fund, the pla was a
 

"joint enterpri, joint argement, or profit-shag pla" under Secon 17( d) of the Act
 

and Rule 17d-l under the Act 

Since 1982, the Commission has grated over 60 orders, generay providig 
exemptions from the provisions cite above, to permt deferr compensation plas. It 
appeas that applicats have contiued to reuest orders for deferr compensation 
plans, as opposed to relying on the no-action letters, for four reons. The f-lrst reason 
is that applicats believe that Section 17(d) and Rule 17d-1 may apply to a pla when 
the return of the deferr accunt is based on the investment pedormance of a Fund on
 

whose board the ditor serves or a Fund that is an afilte person of such a Fund 
(collectively, "Afilated Funds"). The plans described in applications generay 
provide that the return of the deferr accunt is based on the pedormance of the 
Afilated Fund 
 or Funds seleCted by the director.2 In the letters, the return of 
 the 

3deferr accunt tyicay is based on some other benchmark. 


The secnd reon that applicats have contiued to reuest orders is that a 
money m3.ket Fund's parcipation in a deferr compensation pla ca rae issues of
 

compliance with Rule 2a-7 under the Act. Deferr compensation pla c~ spia
 

concern for a money maiet Fund th holds the Underlyig Seces beuse the amount 
of a Fund's oblition to fund the deferr accunt is meaur by the performce of the 
Securities, which may not be eligible invesents under Rule 2a-7. Thus, when money 
market Funds have paicipated in deferr compensation plas, they have obtaed
 

2 
In cert applications, the return of the deferred accunts was based on the
 

return of an afilated fixed-income accunt. See, e.g., EQ Advisors Trust and EQ
 

Financia Consultats, Inc., Investment Company Act Releae Nos. 22883 (Nov. 12, 
1997) (IlOtice) and 22931 (Dec. 9, 1997) (order); The Equitable Trust, Investment 
Company Act Release Nos. 17025 (June 22, 1989) (notice) and 17072 (July 19, 1989) 
(order); and Harony Investment Trust, Investment Company Act Releae Nos. 15913 
(Aug. 11, 1987) (notice) and 15970 (Sept. 10, 1987) (order). 

3 See, e.g., The North Carolia Cash Management Trust, supra n. 1 (return of 
deferr accunt based on prevaig rate on 90-day U.S. Treasury Bils). 
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exemptions to permit them to operate in reliance on Rule 2a-7 whie also investing in 
4 

Underlying Securities. 


The thid reson that applicats have requested orders is that the Funds may
 

wish to cover their obligations to fund the deferr accunts by purchasing Underlying 
Securities issued by Afilted Funds. Funds have obtaed exemptions from Section 
17(a) of the Act to the extent necssa to permit them to purchase and reeem 
Underlying Securities issued by Afilted Funds. 

The fmal reson for the reuests for orders is that many Funds have investment
 

policies that prohibit the purchase of shares of other investment companes without 
shareholder approval. These Funds have obtaed exemptions from Section 13(a)(3) of 
the Act to the extent necssa to permit them to purchase Underlying Securities issued
 

by other Funds. 

ANALYSIS 

Section 17(d) and Rule 17d-l 

Section 17 (d) of the Act and Rule 1 7d- 1 under the Act, in relevant par, make it
 

uruawful for any afated person of a Fund, or any afilte person of an afted'
 

," person, actg as pricipal, to paricipate in or effect any trsaction in connection with 
a "joint enterpri or otIier joint argement or profit-sharg pla" in which the Fund 
parcipates uruess the trsacton has been aproved by the Commssion.s Rule , 
17d-l(c) defmes the phrse "joint enterprise or other joint argement or profit­
sharg pla" to include any argement in which the afilte person and the Fund
 

4 Rule 2a-7 provides that it is not a violation of Sections 34(b) or 35(d) of the Act 
for a Fund to hold itself 
 out to investors as a'money market fund or to use the teIm 
"money market" in its name if it satisfies the reuirments in the rule with respt to 
the maturity, qualty and diversifcation of its portolio. If a money market Fund meets 
these and cert other reuirements in Rule 2a-7, the Fund also may compute its
 

currnt price per shar using the amortiz cost method or the penny 
 rounding method,
notwithstading the requirements of Section 2(a)(41) of the Act and Rules 2a-4 and 
22c- i under the Act. 

5 
Under the definition of "affiliated person" in Section 2(a)(3) of the Act, a 

dirtor of a Fund is an afilated person of the Fund and, becuse Afated Funds' 
may be deemed be afilated persons, for example, by reson of having a common 
investment adviser, the dirtors may be deemed to be affilated persons of afilated 
persons of each Affilated Fund. 
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"share in the profits of the enterprise or undertg," including any "stock option or 
stock purchase plan." Becuse basing the return of a deferred accunt on the 
pedormance of 
 an Afilated Fund may appe to be a form of 


' profit sharg, 
applicats have sought orders under Section 17(d) and Rule 17d-1.
 

The sta -believes that basing the return of a deferr accunt on the 
pedormance of an Afilte Fund does not create a "profit-sharg pla" under 
Section 17(d) and Rule 17d-1. 6 The sta previously has taen the position that a plan 
possesses profit-sharg charcteristics if it reuirs payments to be made 
 on the basis 
of the performance' of an Afilted Fund an if the Fund that is parcipatig in the
 

plan is obligated to make the payments as compensation.7 Payments made pursuat to 
a tyica deferred compensation plan, however, ar not compensation for purpses of
 

this position beuse the payments ar not made in return for the provision of services. 
Rather, the payments are from the ditor's investment, in effect, of his or her own 
assets in the Afte Fund. The ditor's ecnomic rern from the Afted FuiId 
is essentiay the sae as that of a holder of the Afilated Fund's shars. We therefore 
believe that using an Afilated Fund as the benchmark for the deferr accunt would
not implicate Section 17(d) or Rule 17d-1.8 ­

Rule 2a-7 

.i,
~i : 

~h (c)(3)(i) of Rule 2a-7 under the Act reuir th money maret Funds
invest oiiy in "eligible seties," which generay ar'lite to hih quty, short-term 
debt seties under pah (a)(9) of the rue. The amount of a Fund's oblion to 
fund a deferr accunt depnds upon the value of the Underlyig Secties. The 

6 We also believe thåt using an Afted, Fund as a benchmark for a deferr 

accunt does not crete a joint enterprie or argement. A joint argement under 
Rule-l7d-l requirs "some element of combination" between the Fund 


and its afilate.
 
SEe v. Taley Industres. Inc., 399 F.2d 396, 403 (2d Cir. 1968), Cert. denied, 393
 

U. S. 1015 (1969) . We believe that the mere fact that the rern of a deferr accunt
 

is based on the pedormance of an Afilated Fund does not establish the reuisite 
degree of combination. 

7 First Midwest Corp. (pub. avai. Jan. 5, 1981). 

8 
, To the extent that this position may be inconsistent with prior sta positions, 

those positions ar superseded. See, e.g., CNA Income Shars, Inc. (pub. avai. Jan. 
18, 1982) (paying deferred compensation based on the investment performance of an 
Afilated Fund would constitute a "joint enterprise, joint argement, or profit­
sharg plan" under Section 17(d) and Rule 17d-l); F,irt Midwest Corp., supra n. 7 
(same). 
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Underlying Securities, however, might not be eligible seurities, and they therefore may 
pose a grter rik of loss th the ty of seurities in which a money maret Fund is
 

permtt to inves. 

To addr th concern, the orders grte by the Commsion to money maret
 

Funds to permt them to oprate in relice upn Rule 2a-7 and inves in Underlyig
 

Securties have ben ba, in pa, on the condition th the Funds buy and hold the
 

Underlying Securities.9 Th reuirent enure an exact match beee the money 
maret Fund's d~ferr accunt libilty and the value of the deferr accunt. 10 Thus, the 
money maret Fund and its shaolders 
 ar inulate frm the ri pose by the
 
Underlyig Securties. 

The st believes th a money maret Fund may pacip in deferr
 

compenstion pla of the ty desribe in prior applications for ordrs consisnt with the 
purpse of Rule 2a-:.. We note paculaly the condition of 
 the orders ~t each money
maret Fund wil buy and hold the Underlying Secrities to crete an exact match beeen 
the value of the deferr accunt and the Fund's deferr accunt liilty. Under thes '
 

cirumstce, the st would not lemmend tht the Commsion tae any enforcment
 

action if a money market Fuiid operas in relice upon Rule 2a-7, notwithdig the fact
 

tht it inves in Underlyig Securities pursuat to a deferr compenstion pla. 

i; ~ 
Section 17(a)
 

Secon 17(a) of the Act generay prohibits any afte persn of a Fund and any 
afted persn of such a persn frm sellg any serity to, or purchaing any serity 
frm, the Fund. As desçribe above, Funds may cover their obligations to fund the 
deferr accunts by purchasing Underlying ,Securities or by creting Phantom
 

Accounts. Funds have obtaed exemptions from Section 17(a) to permit them to 
purchase and redeem shars of other Affilated Funds. 

9 See, e.g., Ssga Funds and State Street Ban and Trust Co., Investment 
Company Act Release Nos. 22999 (Jan. 14, 1998) (notice) and 23026 (Feb. 10, 1998) 

(order) . 

io 
Orders grte to money maiet Funds, unle those grte to other Funds, have
 

not permtt the money maret Funds to cover their deferr cOmpenstion liilty by
 

establihig Phatom Accunts. Beuse a Phatom Accunt would subjec a money
 

maret Fund to the risks pose by the Underlying Securities, we believe th using a 
Phatom Accunt may be inconsistent with the purpses of Rule 2a-7. For th reon, the 
stas position in thi letr doe not apply to a ~oney maret Fund's use of a Phatom
 

Accunt. 
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Applicats reuestig exemptions from Section 17(a) generay have reresented
 

that purchases"of Underlying Securities would not be made for investment puiposes, 
but solely to cover each Fund's obligation to fund a deferr accunt. Applicats also 
have stated that the amount 
 involved would be de mzfÚmzS in relaon to the tota assets
 

of each Fund that is parcipatig in the deferr compensation pla. Under these 
circumstaces, the sta would not remmend that the Commision tae any 
enforcement action under Section 17(a), if a Fund purchased and reeemed shars of an 
Afilated Fund p~rsuant to a deferr compensation pla.
 

Section 13(a)(3) 

Section 13(a)(3) of the Act provides that a Fund may not, urness authori by a 
vote of a majority of its sharholders, deviate from any investment policy that is
 

changeable orny by sharholder vote or any policy that is "fundaenta" under Section 
8(b)(3) of the Act. Many Funds have investment policies that prohibit the purchase of 
shars of other investment companes and that ar subject to the sharholder votig 
reuirement of Section 13(a)(3) ("Restricte Funds"). These Funds therefore have
 

obtaed exemptions from Section 13(a)(3) to permit them to purchas Underlying 
Securities issued by investment companes without obtag sharholder approval. 

I, ,( ; Appltcats reuestig such exemptions tyicay have rereented that the
 

amount of the Fund's obligation to fund the deferred accunt would be de mzfÚmzS in
 

relation to the tota 
 asse of the Fund and that the value of the Underlyg Securities 
would equa the amount of the libilty. Thus, purchases of the Underlying Securities
 

would have no material effect on a Fund's risk charcteritics or investment return. 
We the~fore believe that the purchase of 
 the Underlying Securities would not be
inconsistent with sharholders' expetations. Under these circumstaces, the sta 
would not reommend that the Commission tae any enforcement action under Section 
13(a)(3) if a Restrcte Fund purchased Underlying Securities issued by investment 
companes. 

.: .~
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We hope that this letter claries the staffs current positions regardig deferred 
compensation plans, and we would appreciate your inorming your members of our 
views. 1 I Those Funds that have received orders to implement plans may rely on this 
letter or may contiue to rely on those orders. In our view, Funds that wish to 
implement deferr compensation plas as describe in this letr nee not seek orders 
from the Commission coverig the plans. If you have any questions about this letter or 
the issues rased above, please contact me at (202) 942-0564. 

;¡l+/r
Nadya B. Roytblat 
Assistat DIrtor 

1:": 

11 
We note that the positions in this letter are based on deferred compensation 

plans in which the deferred accounts are liabilties of the Funds and those libilties are
 

covered by Fund assets. We note our view that a deferr compensation pla that is
 

structured so that the deferr accunt is not a liabilty of the Fund and is not covered
 

by Fund assets would not appear to rase any of the issues under the Act and its rules 
discussed above. 
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