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October 6, 2008

The Honorable Christopher Cox,
Chairman,
Securities and Exchange Commission,
100 F Street, N.E.,
Washington, D.C. 20549-1090.

Dear Chairman Cox:

On behalf of the Committee on Investment Management Regulation of the
New York City Bar (the “Committee”), I enclose a copy of the Committee’s comment
letter responding to the request of the Securities and Exchange Commission (the
“Commission”) in the Commission’s Release 34-58264 entitled “Commission Guidance
Regarding the Duties and Responsibilities of Investment Company Boards of Directors
with Respect to Investment Adviser Portfolio Trading Practices.” The enclosed was

submitted to Florence E. Harmon, Acting Secretary of the Commission, on October 1,

2008.
Very truly yours,
}UM/\QM D . Q,‘,}
Jillian D. Eng |
LY
(Enclosure)

cc: Donald R. Crawshaw
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NEW YORK
CITY BAR

COMMITTEE ON INVESTMENT
MANAGEMENT REGULATION

PHILIP 1. KIRSTEIN

CHAIR

1345 AVENUE OF THE AMERICAS, FL. 17
New YORK,NY 10105

Phone: (212) 969-2108

Fax: (212) 969-2250

phil.kirstein @alliancebernstein.com

JOHN G. JEROW

SECRETARY

919 THIRD AVENUE

New York, NY 10022

Phone: (212) 756-2763

Fax: (212) 593-5955

john.jerow @ srz.com
Ms. Florence E. Harmon October 1, 2008
Acting Secretary '
Securities and Exchange Commission
100 F Street, N.E.
Washington, D.C. 20549-1090

Re:  Tile No. §7-22-08
Proposed Guidance; Request for Comment — Commission Guidance
Regarding the Duties and Responsibilities of Investment Company Boards
of Directors with Respect to Investment Adviser Portfolio Trading
Practices

Dear Ms. Harmon,

The Committee on Investment Management Regulation of the New York City Bar
(the “Comrmittee™} is composed of lawyers with diverse perspectives on investment management
issues, including members of law firms, and counsel to financial services firms, investment

company complexes and investment advisers. A list of our current members is attached as

Annex A.

This letter responds to the request of the Securities and Exchange Commission

(the “Commuission”) in the Commission’s Release 34-58264 (July 30, 2008) (the “Release™) for
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comments on its proposed guidance (the “Proposed Guidance™) to boards of directors of
investment companies registered under the Investment Company Act of 1940 (the “Act”). The
thflmittee understands that the Proposed Guidance is intended to propose a flexible framework
for fund directors to work within when evaluating a fund adviser’s trading practices.! The
Release states that the Proposed Guidance would not impose any new or additional requirements

on fund directors or advisers.’

The Committee supports the Commission’s objective to provide guidance to fund
directors regarding performing their oversight role in the most effectiﬁe'and efficient manner
pt:)ssible.3 The Coﬁimittec acknowledges that the Proposed Guidance contains a great deal of
background information and lists of questions that some fund directors may find helpful in
exercising their oversight responsibilities. The Committee also acknowledges that the Release
responds to the requests of many fund directors who have requested guidance from the
Commission regarding how they should fulfill their oversight responsibilities with respect to an

adviser’s use of fund brokerage commissions.

As will be elaborated further herein, the Committee believes that the Proposed
Guidance, if adopted in its current form, could in fact be interpreted as imposing responsibilities
and burdens on fund directors in addition to those that currently exist. There are several aspects

of the Proposed Guidance which the Committee suggests the Commission change to further its

! See Speech by SEC Chairman: Statement at Open Meeting on Guidance to Fund Boards Reparding
Investment Adviser Trading of FFund Portfolio Securities and Use of Soft Dollars (July 30, 2008) (“SEC
Chairman Speech™) ar hitp://www.sec.gov/news/speech/2008/spch073008¢c_iaportfolio htm.

2 See Sections T and IIT of the Release.

See SEC Chairman Speech , supra note 1 (“[The Commission’s] goal is to help directors focus their review
efforts and evaluate an adviser’s trading activities in the most efficient and effective way possible”).
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goal and to ensure that the Proposed Guidance does not in fact impose any additional
requirements on fund directors. As discussed below, these relate to the summary of state and
common law fiduciary principles, the “checklist” nature of the Proposed Guidance and the
volume of fund by fund information contemplated thereby, the requirement that fund boards
make specific “determinations” as to the adviser’s compliance with applicable law, the
references to “inappropriate” cross subsidization (which, in the Committee’s view, could be read
as suggesting that a fund board should almost never allow an adviser to cause the fund’s
brokerage to be used to pu;phgse r.E:seaIch), and thg_slatement regarding gonsideration of soft
dollar benefits to the adviser in connection with the fund boards’ review of advisory contracts
under Section 15(c) of the Act. The Committee strongly recommends that the Commission issue

the “final” guidance in the near term in order to address these concerns, since so long as the

Proposed Guidance is outstanding it may have unintended effects.

In addition, the Committee acknowledges that the Proposed Guidance is not a
proposed rule, and thus may not technically trigger the requirement for impact analyses (such as
a cost-benefit analysis or Paperwork Reduction Act analysis). However, as discussed herein,
compliance with the new obligations on fund directors, referred to above, could involve very
significant costs for funds and their advisers. While the Committee recognizes that conducting
such analyses on the Proposed Guidance may delay the issuance of final guidance, it believes
that such efforts would demonstrate the significant costs of the Proposed Guidance in its current
form and urges that the they be conducted. The Committee would welcome the opportunity to

work with the Commission on the implementation of any or all of its suggestions.
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State and Common Law Regarding the Fiduciary Duties of Fund Directors

In Section I1 of the Release, the Commission emphasizes the importance of [und
dir'e‘ctors understanding “the nature and source of their legal obligations to the fund and the
fund’s shareholders.” Section II of the Release states that “[blecause funds are generally formed
as corporations, business trusts, or partnerships under state law, fund directors and trustees . . .
are subject to a ‘duty of care’ and a ‘duty of loyally’ under state and common law fiduciary
principles.” It then goes on to provide a summary of state and common law fiduciary principles
applicable to fund directors, citing various sources, such as the Maryland General Corporation

Law, the Model Business Corporation Act, and Delaware case law.

Although the Committee appreciates the importance of establishing context for
the Proposed Guidance, the Committee believes that the duties of directors under various state
laws may be subject to a great deal of variation. An analysis of a specific state’s applicable law
in light of a fund director’s particular circumstances may yield different resuits from what is
summarized in the Release. Accordingly, the Committee believes that the final version of the
Proposed Guidance should clarify that its summary of state and common law duties of directors
reflects the Commission’s view of certain state law principles only, does not constitute legal
advice concerning directors’ duties under the laws of any particular state, and should not be
accorded deference by courts as it does not relate to the Commission’s interpretation of any
Federal securities law. In this regard, the Committee recommends that the Commission’s final
guidance direct fund boards to seek appropriate legal advice on the dutics applicable to them

under the state law relevant to their particular circurnstances.
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Eliminate the “Checklist” Nature of the Proposed Guidance

The Release generally states that the Proposed Guidance sets forth non-exclusive
lists of information a fund board shouid request from the fund adviser to enable it to determine

'

that the adviser is fulfilling its fiduciary obligations to the fund and using the fund’s assets,
including brokerage commissions, in the best interests of the fund.* As discussed in the next
section, the Committee does not believe that fund boards have a responsibility to make such a
“determination.” In addition, while some of the information in the lists appears to be of a
“general background” nature, and designed to ensure that boards are knowlsdgeable about the
adviser’s best execution policies and the quality of executions achieved (e. g., the “related
matters” bullet points in Section I A}, others appear to contemplate detailed fund by fund
information that may be extremely costly to prepare and of limited or no utility to fund directors

(e.g., the fund by fund information discussed under “References to “Inappropriate” Cross-

subsidization” below).

While the Cornmittee recognizes that the Commission states 1t its Proposed
Guidance that “different factors may be appropriate for different funds, depending on a fund’s
investrment objective, trading practices, and personnel,”™ the Committee believes that the lists of
types of information fund boards should request in the Proposed Guidance, in their current form,
without further context (such as how the lists would apply differently with respect to certain
funds or types of organizations), may have the negative, unintended consequence of creating
increased litigation exposure for directors who choose to deviate from the listed questions in the

Proposed Guidance. The Committee believes that such increased litigation exposure for

See Sections I and OI of the Release.
> Section 111 A of the Release.
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directors would likely result in the establishment of a “onc-size fits ali” review approach, since
directors, investment advisers and counsel may reasonably infer that they may have to justify any
deyiation from the listed questions to plaintiffs’ lawyers and Commission examiners. The
Committee also believes that the checklist approach of the Proposed Guidance may lead to
inefficient and meffective director review;s more concerned with form than substance. See also

“Unnecessary Burdens on Fund Directors” below.

The Committee recommends that the Comnission eliminate the lists of
information in the final guidance for the reasous described above and to avoid any potential for
ambiguity created from the Proposed Guidance, which is intended to impose no new
requirements. To the extent the final guidance includes lists, the Committee urges the
Commission to make it very clear that it is not suggesting that such lists, or any particular factor,
question, or piece of information set forth therein, are appropriate for all fund groups, that fund
boards should consider the totality of circumstances in determining what information they wish
to review in exercising their oversight responsibilities in respect of portfolio trading practices,
and that there will be no burden on fund boards to prove (e.g., to the Office of Compliance

Inspections and Examinations) why they are not asking for something on any such list.

Fund Boards Should not be Responsible for Making Specific “Determinations” about the
Adviser’s Compliance with the Adviser’s Obligations under Applicable Law

Although the Proposed Guidance states that it would not impose any new or
additional requirements, it contains a number of statements regarding specific “determinations”
fund boards should make (or that it is tmplied that boards should make), which the Committee
believes are new, very specific and burdensome, and inconsistent with the general oversight
responsibilities of fund boards. The Committee agrees that fund directors have “responsibilities

-6-
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of overseeing and monitoring the fund adviser’s satisfaction of its best execution obligations and
the conflicts of interest that may exist when advisers trade the securities of their clients that are
func}s” (as stated in Section I of the Release) and that fund boards are required by Rule 38a-1 to
approve policies and procedures of the fund adviser that are reasonably designed to prevent the
adviser’s violation of the Federal securities laws (as stated in Section I1.A). The Committee does
not agree, however, that fund directors are required to make specific determinations about the
adviser’s compliance with its obligations or to assumc responsibility for the administration of the

adviser’s compliance policies and procedures relating to portfolio transaction exccutions.

Rule 38a-1 specifically provides that the chief compliance officer (not the board)
is responsible for administering the fund’s comnpliance policies and procedures (see Rule
38a-1(a)(4)). The Committee is concerned that the Proposed Guidance’s numerous references to
“determinations,” and suggestions that fund boards must request and receive vast amounts of
detailed information (on a fund by fund basis) in order to fulfill their oversight duties, risks
causing fund boards to far overstep the separation between general oversight and involvement in
day to day management or routine compliance monitoring. In the adopting release for Rule
38a-1 the Commission was very clear that when considering a fund’s compliance program, fund
boards may rely on summaries of the policies and procedures prepared by the fund’s chief
compliance officer or some other responsible person. However, the Proposed Guidance could be
read as establishing a much more burdensome requirement for approval of policies and
procedures relating to trading practices, and a requirement for detailed ongoing monitoring of

their implementation by fund boards.
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The Committee has identified a number of places in the Release that appear to
require a fund board to “determine” that the adviser is trading “in the best interests of the fund.”

A few examples include:

e Section I (“[1]t is imperative that the fund’s directors . . . determine that
payment of transaction costs is in the best interests of the fund and the fund’s
shareholders” and *{w]ithout sufficient oversight by the fund’s board,
transaction costs might inappropriately include payment for services that
benefit the fund’s adviser at the expense of the fund and that the board
believes should be paid directly by the adviser rather than with fund assets™);

e the introduction to Section III {a fund board “should be sufficiently familiar
“with the adviser’s trading practices to satisfy itself that the adviser is fulfiliing
its fiduciary obligations and is acting in the best interest of the fund™);

» Section III.A (“fund directors should determine whether the adviser’s trading
practices are being conducted in the best interests of the fund and the fund’s
shareholders™);

* Section II1.B (“When evaluating an adviser’s use of fund brokerage in light of
these conflicts, a fund board may determine that such use is in the best
interests of the fund™); and

e Section III.D (“if a fund board determines that the adviser’s use of brokerage
commissions is not in the best interests of the fund, the board should prohibit
or limit the use of fund brokerage,” “if the board believes that the fund’s
brokerage commissions could be used differently so as to provide greater
benefits to the fund, the board should direct the adviser accordingly,” and “the
value of research obtained through the use of soft dollars is a factor a fund
board should consider when determining whether an investment adviser has
fulfilled its best execution obligations™).

The Committee believes that fund boards should be satisfied that the adviser has
in place policies and procedures reasonably designed to ensure compliance with its best
execution obligations and other applicable laws, including to ensure that the adviser's soft dollar
arrangements fall within Section 28(e) of the Securities Exchange Act of 1934, and that boards
should request such additional information as they deem necessary to be satisfied that fund

brokerage is being appropriately used. Fund boards should not be responsible for making
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periodic specific direct or indirect “determinations” about the adviser’s compliance with the
adviser's obligations under applicable law. Making such determinations would require a degree |
and‘frequency of involvement in the adviser’s business (extending far beyond registered
investment companies) that exceeds the board’s oversight role as reasonably construed. Thus,

the final guidance should reemphasize that the board’s role is one of oversight. The Committee
suggests that the final guidance emphasize that fund boards may exercise oversight in a number

of ways, and that the guidance is not designed to require a fund board to make specific formal
determinations or findings concerning the fund adviser’s trading practices or soft dollar

arrangements,

References to “Inappropriate” Cross Subsidization

The Proposed Guidance also suggests that soft dollar information be provided,
and directors’ reviews and “determinations” be made, on a fund by fund basis. Section ILE of
the Release provides that “at a minimum” fund directors should require advisers to provide
information “regarding how a fund’s brokerage commissions, and, in particular, the adviser’s use
of soft dollar commissions, were allocated, at least on an annual basis . . .. Fund directors
should . . . consider whether the adviser properly accounts for use of fund brokerage

commissions to purchase research that primarily or solely benefits another client of the adviser.”

The Committee agrees that it may be inappropriate for an adviser to use the
brokerage commission of one group of its accounts to pay for research that exclusively benefits a
different group of accounts. However, the Committee believes that the “mappropriate cross-

subsidization” language in the Proposed Guidance® is troublesome and may have unintended

¢ See e.g., Section [ILD of the Release (providing that the adviser should explain to the board whether the

9.
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consequences. The Committee identified three major problems with the Commission’s proposed
guidance in this area. First, it presumes that investment adviscrs structure their soft dollar
bu|d|gets on 4 client by client basis; however, as discussed below, structuring soft dollar budgets
in such a manner is generally impracticable and inconsistent with the realities of an adviser’s
business. Second, it contemplates an ability to quantify and allocate the benefits of research
acquired with soft dollars that is not realistic given the “soft” nature of the value of different
types of research to different clients {(e.g., how can the benefit of an insight on a particular stock
be both quantified and allocated among numerous clients} that may b, to a greater or lesser
extent, able to invest in that stock?). Most importantly, the language in the Proposed Guidance
could be read to suggest that cross subsidization is “Inappropriate”™ in many more situations than
the example quoted at the beginning of this paragraph, and potentially in almost every situation.

The Committee urges that the final guidance be recast in light of these concerns.

The Proposed Guidance Presumes that Soft Dollar Budgets Can be Prepared on a
Client by Client Basis

There is a very large amount of variation in the size and complexity of the
investment advisers that advise investment companies. Some advisers may advise one fund and
a few managed accounts, while others may advise hundreds of funds and the accounts of tens of
thousands of other clients including “wrap’ accounts, plans subject to ERISA, collective
investment trusts, foundations and other accounts. For advisers with multiple accounts, it would
be both impracticable and inconsistent with the realities their businesses, which involve trading
departments that “work” trades on behalf of all or most clients, to prepare soft dollar budgets on

a client by client basis. The Committee believes that this aspect of the Proposed Guidance is

brokerage and research services purchased with final brokerage commissions are “inappropriately
benefiting another of the adviser’s clients at the fund’s expense™).

-10-
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based on an unworkable premise that soft dollar budgets can and should be prepared on an client
by client basis.
' The Propased Guidance Presumes that the Cost of Research may be Valued with

Frecision and its Value to Different Accounts may also be Precisely Quantified
and Allocated

While it may be possible to quantify the value of some (but by no means all)
Section 28(e) research by reference to the hard dollar cost of the same research, the Committee
notes that Section 28(e) research, by definition, benefits multiple (sometimes thousands) of the
adviser’s clients in ways that are nct possible to quéntify on a client by client basis. In addition,
there are very substantial categories of research (in particular proprietary research) that are not
generally available for purchase with hard dollars. The Proposed Guidance, however, speaks of
the need to avoid “inapp.ropriate” cross subsidization in a way that could be read to require a
determination of whether “appropriate cross subsidization” exists, and suggests Fhat both the
costs and benefits of research may be quantified on an account by account basis.” The
Committee strongly recommends that the final guidance explicitly recognize that while it may be
possible in many cases to determine whether or not a particular kind of research may benefit
particular categories of clients, it is not normally possible to quantify the value of the research to
individual clients, and that it is the nature of most rcseérch that it benefits all clients that may

invest in simitlar types of securities..

Uncertainty about Meaning of “Inappropriate” Cross Subsidization

The Proposed Guidance also suggests that fund boards should request that the

fund adviser inform them about whether the adviser has “other clients paying lower commissions

7 See Section [ILD of the Release.

-11-
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that do not include a soft dollar component,” and “[i]f so, does the adviser adeqﬁatély explain the
discrepancy in commission rates and provide the board data sufficient to satisfy the board that
the fund is not subsidizing the research needs of the adviser’s other client?”® The Committee
understands that many advisers have clients that direct their brokerage transactions to a specified
broker (e.g., any wrap account, or an insﬁtutional account that is obtaining a benefit in return for
having its brokerage transactions effected through a specified dealer or dealers). Such clients

may benefit from research purchased with soft dollars paid by other clients.

The Committe# 1s concerned that the Proposed Guidance could be read to suggest
that the existence of even one such “free rider’” among an adviser’s clients results in an
insuperable “‘cross subsidization” problem that must result, in the Commission’s view, in a fund

board directing that the fund’s brokerage not be used to pay for research in spite of the clear

Congressional policy of Section 28(e).

If cross subsidization is truly something that fund directors should object to, there
is no need for the existence of free riders to result in a problem for fund directors. Taken to an
extreme, should directors be concerned that the brokerage generated by a large account investing
in small cap growth stocks may be paying for significant amounts of research that
“disproportionately” benefits a very small account invested in the same stocks, even if exactly
the same percentage of the brokerage of each account is applied to payment for such research?
The members of the Commitiee are not aware of any institutional client of an investment adviser
that receives the type of cross subsidization analysis that seems to be contemplated in the

Proposed Guidance. Accordingly, the Committee requests an acknowledgement by the

-12-
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Commission in the final guidance that cross subsidization is inherent whenever research may

benefit muitiple accounts.

Section 15(c) Information

In Section IILE of the Release the Commission states that a fund board's review
of the adviser’s compensation under Section 15(c) of the Act "should incorporate consideration
of soft dollar benefits that the adviser receives from fund brokerage", citing Gartenberg v.
Merrill Lynch Asset Management, Inc., 694 . 2d 923 (2d Cir. 1982). The Committee notes first
that Garienberg is not the law in all circuits (see, e.g. Harris Assoc. v. Jones, No. 07-1624 (7th
Cir. May 19, 2008) and the cases cited by the court at page 8). In addition, the Gartenberg
language quoted in footnote 86 of the Release makes it clear that soft dollar benefits are an
example of "fall-out benefits” which, in the aggregate, "could be a factor of sufficient substance"
to affect the directors’ assessment of the fee (see also Krinsk v. Fund Asset Management, Inc.,
715 F. Supp. 472 (S.D.N.Y. 1988) which discusses the difficulty of quantifying the “fall-out

benefits” attributable to a fund).

The Committee is concerned that the Proposed Guidance could be read to :s.uggest
to fund boards that they must attach an exaggerated importance to fund brokerage in the Section
15(c) process when it is only one among many factors that should be considered (and one that
may be immaterial in many cases). The Committee requests that the final guidance make it clear
that soft dollar benefits are one of many things that it may be appropriate for directors to take
into account, depending on the circumstances, when considering the initial approval or
continuance of an advisory contract. Also, the Committee recommends that any future guidance

from the Commission regarding the Section 15(c) process not include a "checklist” of

-13-
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information that fund boards should request, and advisers should provide, because of the issues

with checklists noted above.

L
Unnecessary Burdens on Fund Directors

On December 20, 2007, in response to an invitation from the Director of the
Division of Investment Management, the Committee submitted a comment letter (attached as
Annex B hereto) recommending various actions the Commission or the Commission Staff might
consider to reduce unnecessary burdens on fund directors, thereby increasing director
effectiveness so that they can devote attention to matters importaii 1o their fund in 'iigh‘fof-theér
particular circums‘tances. In that letter the Committee noted that many fund directors believe that
too much of their time at board meetings is spent on routine compliance work or making required
findings that can only be made, as a practical matter, in reliance on representations by an expert
third party such as the fund’s adviser or administrator. The Committee further noted its belief
that the ability of fund directors to exercise their general oversight responsibilities under state
law is hindered to the extent they must devote significant attention to these types of matters, and

that this is not in the best interests of the funds or their shareholders.

The Commuttee respectfully suggests that these concerns are very relevant to the
aspects of the Proposed Guidance commented upen above, and that director effectiveness and
protection of shareholders could be enhanced by reflecting the Committee’s comments in the
final guidance. The Committee believes that these changes would provide directors with the
flexibility to focus more of their attention on matters they believe are important in discharging
their duties to the fund without the concern that they may have to justify any deviation from the

approach suggested by the Proposed Guidance to plaintiffs’ lawyers and Commission examiners.

-14-
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As noted above the Committee would be pleased to work with the Commission on |
the'implementation of any or all of the above suggestions, and would also welcome the
opportunity to discuss other opportunities to reduce unnecessary burdens on fund directors that
the Commission has identified. Please do not hesitate to contact the undersigned by telephone at

{212) 969-2108 or by e-mail at phil kirstein@alliancebernstein.com.

Very truly yours,

il 3-7\\ J’{Uu)ﬁ{/b\_, B
Phﬂlpi_, Kirstein \\
Chair

Attachments

cc:  The Honorable Christopher Cox, Chairman
The Honorable Kathleen L. Casey
The Honorable Elisse B. Walter
The Honorable Luis A. Aguilar
The Honorable Troy A. Paredes

Andrew J. Donohue, Director
Division of Investment Management

-15.
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Susan Betteridge Baker
Gregory N. Bressler
Paul G. Cellupica
Amy R. Doberman
Kay A. Gordon
Michael K. Hoffman

Lawrence H. Kaplan

Hal Liebes
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Dan Stetner
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Annex B

NEW YORK
CLTY BAR

COMMITTEE ON INVESTMENT
MANAGEMENT REGULATION

PHILIP L. KIRSTEIN

CHAJR

13435 AVENUE OF THE AMERICAS, FL. 17
NEW YORK, NY [0105

Phone: {212) 969-2103

Fax: (212) 969-2290

phil kirstein@alliancebernstein.com

JOHN G. JEROW

SECRETARY

919 THIRD AVENUE -
NEW YoRk, NY 10022

Phone: (212) 756-2763

Fax: (212) 593-5935

Jjohn jerow@sre.com

Mr. Andrew Donohue, Director December 20, 2007
Division of Investment Management

Securities and Exchange Commission

100 F Street, N.E.

Washington, D.C. 20549-1090

Re:  Recommendatiops with Regard to Reducing Unnecessary Burdens on
Independent Directors

Dear Mr. Donohue,

The Committee on Investment Management Regulation of the New York City Bar (the
“Comrnittee™) appreciates your recent invitation to comment on actions the Securities and
Exchange Commission (“SEC™) or the staff of the Division of Investment Management (the
“Staff'”) might consider to alleviate unnecessary burdens on independent directors of investment
cornpanies registered under the Investment Company Act of 1940 (the “Act™). The Committee is
composed of lawyers with diverse perspectives on investment management issues, inctuding
members of law firms, and counsel to financial services firms, investment company complexes

and investment advisers. A hst of our current members is attached as Annex A.

The last several years have witnessed many historic regulatory and enforcement
developments in the fund area, and the SEC has emphasized in a number of rulemakings the

important role played by independent directors of funds. In 2002 and 2004 the SEC adopted rule
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arnendments that were intended to improve fund governance by requiring funds that rely on
certain exemptive rules to comply with various requirements, including measures intended to
empower independent directors such as the requirements that any counsel to the independent
directors of a fund must be an “independent legal counsel” and that independent directors must
meet at least once quarterly in a separate session at which no intercsted persons of the fund are
present.! The SEC’s adoptien of Rule 38a-1% under the Act in 2003 was intended, in part, to
“strengthen the hand of fund boards™.? Rule 38a-1 assures independent directors access 1o a
source of compliance information that is answerable to them by requiring the designation by the

board (including a majority of the independent directors) of a chief compliance officer (“CCO”)

. whose compensation must be approved by the board (including a majority of the independent

directors), and who cannot be removed without the action of such persons. Rule 38a-1 requires
the CCO to be responsible for implementing the fund’s compliance program, and that the CCO
must report at least annually to the board and meet at least annually with the independent

directors.

These initiatives were part of a very significant number of rulemakings by the SEC in
recent years affecting fund boards, many of them in response to the Sarbanes-Oxley Act of 2002
as well as market timing, late trading, directed brokerage and other issues affecting the fund
industry. A large number of the new and revised regulations that resulted from these initiatives
have involved additional duties for fund directors, particularly independent directors. In
addition, SEC commissioners and members of the Staff have, in numerous speeches, repeatedly
emphasized the importance and duties of independent fund directors. Encouraged by the SEC,
organizations such as the Mutual Fund Directors Forum and the Independent Directors Council
have issued reports and recommendations and suggested numerous best practices for the

consideration of independent directors.

In response to the problems in the fund industry that surfaced in 2003 and the various

developments noted above, fund directors across the country have not only undertaken the new

! Role of Independent Directors of Investment Companies; Investment Company Act Release No. 24816, January 2,
2001; Investment Company Governance, investment Company Act Release Mo, 26323, Japuary 15, 2004,

? Compliance Programs of Investment Companies and Investment Advisers, Investment Corapany Act Release No,
1C-259235, February 5, 2003; Comipliance Programs of [nvestment Companies and Investment Advisers, Investment
Company Act Release No. 1C-26299, December 17, 2003.

*Id.
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duties resulting from the SEC’s various rulemakings, but also have worked with fund advisers
and administrators to improve fund govemance (including the quality of meeting materials) and
disclosures, It should be noted that these actions were taken on tap of a robust slate of pre-
existing duties. As has been widely reported, fund board meeting agendas and materials have
expanded significantly in recent years, and board and board committee meetings have generally

become much longer and more frequent.*

The Committee is aware that many fund directors believe that too much of their time at
board meetings is spent on routine compliance work or making required findings that can only be
- made, as a practical matter, in reliance on representations by an expert third party such as the
fund’s adviser or administrator. The Commitiee believes that it is inappropriate to require
directors to devote significant attention to these types of matters, and that this is not in the best
interests of funds or their sharcholders. We suggest that director effectiveness could be

increased, and protection of shareholders enhanced, by permitting compliance monitoring and

expert determination responsibilities to be undertaken by others (in the case of compliance
monitoring, the CCO (a position that did not exist when these burdens were devised), and in the
case of expert determinations, the adviser or some other person with the appropriate

expert capability), thereby permitting directors to focus more of their attention on maiters that

they believe important in discharging their duties to the funds,

The Committee commends the Staff’s interest in assisting independent direclofs perform
their unique role by determining whether certain of their duties, acquired over time from
numerous and, to some extent, uncoordinated sources, might be removed or made less
burdensome so as to permit them to focus on the many important matters that call for their time

and attention.

Outlined below are four® areas where the Committee suggests changes that would reduce

unnecessary burdens on independent directors, thereby improving fund governance and

* See, e.g., “The board weights ever more heavily on members® backs™ at page 21 of the Financial Times Weekly
Review of the Fund Management Industry on December 3, 2007,
3 The Committee, recognizing Rule 12b-1 is the subject of a comprehensive review by the Staff and the SEC in light

of the extensive developments since the Rule’s adoption, does not address possible amendments o this rule herein,
but suggests that consideration be given to modifying the requirement of Rule 12b-1(b)(3){ii} that fund directors

3-
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enhancing investor protections. The Committee would welcome the opportunity to work with
the Staff on the implementation of any or all of these suggestions,

Elimination of Quarterly Review of Transactions Effected Pursuant to Certain
Exemptive Rules

Independent directors have long had compliance oversight responsibilities with respect to
transactions effected pursuant to certain exemptive rules under the Act; specifically, to determine
no less frequently than quarterly that each transaction effected in reliance on Rules 10£3
(purchases of securities in an underwriting in which an affiliated person is a participant), 17a-7
{trades between funds and certain affiliated persons managed by & common adviser), or 17¢-]
(transactions using affiliated brokers) was effected in compliance with procedures adopted by the
fund’s board (including a majority of the independent directors) that are reasonably designed to
comply with the requirements of the relevant rule. Boards normally fulfill this responsibility by
receiving each quarter reports of each transaction effected in reliance of one of these rules in the
prior quarier. Insome fund groups there may be very few such transactions in a quarter, while in

others there may be thousands.

The reports presented to directors to enable them to make the required findings under
these rules necessarily include information designed to show compliance with each exemptive
rule requirement, and determining compliance is a relatively mechanical exercise. Compliance
personnel will have investigated transactions that appear to raise compliance issues in advance of
the board meeting in order to be able to discuss such transactions with the directors and either
explain why they are deemed compliant o, in the event of a violation of the procedures, the
remedial action that has been taken or is proposed to be taken. The directors are heavily reliant
on thie adviser, the administrator or the CCO to capture the proper data, identify and investigate
and report on potentially non-compliant transactions. Nonetheless, the rules require that the
directors (including a majority of the independent directors) review cach transaction and

determine that it was effected in compliance with the fund’s procedures. The Committee

receive and review, at least quarterly, written reports of the amounts expended under a plan and the purposes for
which such expenditures were made. In rhany cases this requirement leads to routine and potentially lengthy
reports that merely state that ameunts computed at approved rates have been paid for the purposes previously
authorized, and many directors question the value of such reports.

-4-
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suggests that requiring independent directors to function as compliance analysts in this way is

not an appropriate use of their timme, and is not in the best interests of investors.

The Committee notes that these exemptive rules were adopted long before Rule 38a-1
provided fund directors with a CCO,* and that the procedures required by the rules (which
normally are adopied at the time a fund is organized) form a part of the comprehensive
compliance programs approved by the directors and administered by the fund CCO as required
by Rule 38a-1. Directors and CCOs have invested substantiai time and attention in
implementing compliance programs since the adoption of Rule 38a-1. Consistent with Rule 38a-
1, CCOs receive oversight and derivative authority from the independent directors, while
independent directors rely on the CCO for reports on the implementation and updating of the
c.:;m.lp.lian CE program.

Although Rule 38a-1(a){4)(iii) requires that the CCO report to a fund’s board and meet
with the independent directors at least annually, the Committee believes that in practice most
CCOs report to the board and the independent directors at least quarterly. The Commitiee
believes that it would be reasonable and appropriate, and in the best interests of investors, for the
SEC 10 adopt rule amendments to permit (but not require) directors to satisfy their quarterly
review obligations under Rules 10£-3, 17a-7 and 17e-1 by receiving quarterly reports from the
CCO on compliance with the funds’ procedures relating to these rules in liew of receiving reports
on each individual transaction effected pursuant to the procedures and we recommend that the
SEC amend these rules to permit this. The Commitice further recommends that the SEC not
specify the form of such reports so that directors can have the flexibility to design reporting that
i appropriate for them, which may involve reporting on an exception basis. The Committee
recognizes that not all Boards (or CCOs) may wish te proceed in this manner, and therefore, the
Committee recommends that the SEC give directors the option to receive a quarterly report from

the CCO in lieu of transaction reporting, as they see fit.

The Committee notes the catitionary observations concerming this type of
approach raised in your November 6, 2007 Keynote Address at the Independent Directors

Conference. You stated that there may be a danger of overburdening the recently created office

6 Rules 10£-3, 172-7 and 17e-1 were originally adepted in 1958, 1966, and 1979, respectively,
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of CCO with responsibilities and questioned whether the CCO is the right person to shoulder a
particular responsibility. The Committee notes that Rule 38a-1 already makes it the CCQ’s
responsibility to administer all of a fund’s compliance policies and procedures, including those
adopted pursuant to exemptive rules. Administration necessarily involves being satisfied that the
procedures are being complied with. With respect to whether or not the CCO is the right person
to prepare and deliver the proposed compliance reports to fund boards, given the CCO’s existing
responsibility to administer the procedures in question, the Committee believes that the CCO
would indeed be the right person. Moreover, the Committee believes that both concems raised
in your speech are addressed by the proposal that the delegation be optional. Consistent with
their duties to a fund, directors would, in the ordinary course, consider wheéther a pronosed ... .
delégﬁﬁén is in the fund’s best interests and thus would necessarily include consideration of the

appropriatencss of the CCO as delegee.
Elimination of Quarterly Reviews Required by Existing Exemptive Orders

Based on its review of numerous exemptive orders that have been issued under the Act,
the Committee observes that many of them have conditions that, like the three exemptive rules
discussed above, require independent directors to adopt policies and procedures and to monitor
the implementation of such policies and procedures. These types of conditions raise the same
issues as the three exemptive orders — they require the independent directors 1o act as compliance
analysts, which is not consistent with their supervisory authority over funds or in the best
interests of investors. Rule 38a-1 requires funds operating in reliance on exemptive orders to
have compliance policies and procedures reasonably designed to ensure compliance with the
conditions in the exemptive orders relied vpon, and makes the fund’s CCO responsible for

administering such policies and procedures.

The Committee recommends that the Staff consider suppaorting a blanket order or
interpretation from the SEC that effectively amends the terms of existing exemptive orders such
that directors may satisfy their monitoring responsibilities thereunder by receiving and reviewing
quarterly reports from the CCO about compliance with policies and procedures adopted in
cormection with exemptive orders of this type. The Committee also recommends that the SEC
consider incorporating this approach into exemptive rules codifying categories of frequently

granted exemptive orders (including, e.g., the pending rule proposals on changing subadvisers

6-
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without shareholder approval and on exchange traded funds). This would be consistent with the
approach recommended in the preceding section, and is also generally consistent with the
proposed conditions for 19(b} orders released by the Staff late last year and which will

presumably be reflected in the rule proposal for managed distribution plans that are contemplated

in those conditions.

Determinations that Sheuld be Made by the Adviser or Some Other Expert Subjeet to
General Board Oversight Rather than by the Board

There are a number of rules that require board determinations that, in the Committee’s
view, unreasonably burden directors with responsibility for determinations that many of them
may not be qualificd to make except in reliance on others and that, iz practice, must generally be .
made by the fund’s adviser or some other expert and ratified by the board in reliance on such
person’s reprcséntations. The Committee has identified many examples of required
determinations of this type. A few examples include: Rule 2a-7(2)(10)(i1) and (12)(ii), which
require directors to determine that an “Unrated Security” is of comparable quality to a security
meeting the requirement for a “Rated Security”; 17d-1{d)(7), which requires independent
directors to find that each fund’s share of 2 joint insurance policy premium is fair and reasonabie
“based upon its proportionate share of the sum of the premiums that would have been paid if
such insurance coverage were purchased separately by the insured parties”; and
Rule 23¢-3(b)(10)(iii), which requires directors of closed-end interval funds to review portfolio

composition in order to assure adequate liquidity to satisfy repurchase obligations.

The Committee suggests that the SEC revise ali of such rules based on the following
guiding principles. First, determinations that draw only upon professional investment expertise
peculiarly within the possession of the adviser (e.g., determining the comparable quality of
Unrated Securities in Rule 2a-7) or that, if assigned to the directors, would require a degree and
frequency of involvemnent that extends beyond the board’s proper oversight role {e.g., reviewing
portfolio composition to assure adequate liquidity) should be left to the adviser, subject to the
general oversight of the board of directors and the implementation of policies and procedures
approved by the fund’s board as part of the Rule 38a-1 compliance program. In addition, where
the board’s required involvement appears to be only a “checking” function (as in the comparable
quality determinations under Rule 2a-7) assigned to the board as the only party available to
appoint so that fund advisers would not be performing advisory duties solely on the honor

-
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system, the Committee recommends that the relevant rules should be amended to give |
independent directors the flexibility to delegate such checking to the CCO (who did not exist

when these rules were adopted).
Fair Value Respoi:si'bilities under the Act

The Board’s responsibility to determine, in good faith, the fair value of portfolio
securities for which market quotations are not readily available, is unrcasonably burdensome in
the case of many funds. The Committee suggests that the SEC support an amendment 1o the Act
to remove this requirement in recognition of the enormous changes to the fund industry and the
financial markets since the requirement was enacted and that Board involvement in valuing
specific portfolio assets is no longer nece8séry or appropriate. For example, accounting
standards such as SFAS No. 157 (which “defines fair value, establishes a framework for
measuring fair value [for purposes of GAAP], and expands disclosures about fair value
measurements”) provides a rigorous framework for determining fair values and must be used for
a fund’s financial staternents from and after its implementation date. The Committee suggests
that current accounting standards, as they may be amended or interpreted from time to time, and
board oversight (including board approval of policies and procedures for valuing illiguid
securities) together with the existence of a CCO, are sufficient to deal with the conflicts that
advisers are subject to in connection with pricing securities for which market quotations do not
exist. In the Committee’s view, there is no reason to have fund boards directly involved in fair
valuing securities and the current widespread practice of asking them to ratify specific fair values
(thousands of such values in some cases), often months after the fact, is not satisfactory for many
reasons and imposes an unreasonable burden on directors.

L3 * *
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As noted above the Committee would be pleased to work with the Staff on the implementation of
any or all of the above suggestions, and would also welcome the opportunity to discuss other
Y opportunities to reduce unnecessary burdens on fund directors that the Staff has identified.

Please do not hesitate to contact the undersigned by telephone at (212) 969-2108 or by e-mail at

phil. kirstein(@alliancebernstein.com,

ery truly yours,

Attachment
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