SECURITIES AND
,~~
EXCHANGE COMMiSSION i~~~
Washington, D. C. 20549
(202)

272.-2650

~

Remarks to
American Law Institute - American Bar Association
Conference on Investment Company Regulation
Hyatt Regency
Washington, D.C.
December 12, 1980

"How Much Can We Expect

from Independent

Stephen J. Friedman,

.~.Iir

Directors?"

Commissioner.

\

- 1-

The growth of the power and importance of independent
directors is a distinguishing characteristic of modern corporate life. The widespread use of audit committees is a
testament, not to government pressure, but to the fundamental
good sense of the idea. That development has found its full
flower in the structure of investment companies.
They are
unique in existing under a legal system that requires many
major decisions to be made by independent directors as a
separate group.
But even in the wider corporate world, the
elaboration of the fiduciary duties of directors in conflictof-interest situations -- such as going private transactions
has developed similar institutions.
Today, I would like to discuss some of the limits on the
usefulness of this very useful development.
I approach that
question not as an opponent of the institution of independent
directors, nor even as a skeptic, but as a friend. Nevertheless, there are dangers in stretching good ideas beyond their
natural elasticity.
If a spring is stretched beyond its
capacity, it remains misshapen and useless -- incapable
of performing either its new function or the old. The same
is true of ideas.
There are risks in over-reliance on the independence
of directors.
We may fool ourselves into thinking that we
have dealt adequately with a problem that in fact remains
unsolved, particularly in the conflict-of-interest
area.
That delusion may lead us to ignore market-based, or even
regulatory, solutions that would be preferable.
And if this
device does not perform its intended function, there is real
danger of overreaction.
Legislative change in the regulation
of financial institutions often grows out of scandal.
If we
ask independent directors to remedy what is irremediable,
their failure may cast doubt on their other important and
useful functions. Finally, and perhaps most important, if
the coercive effect of the law is used to make independent
directors perform in a way for which they may be unsuited,
the result could be to transform the nature of the investment
company.
Background
Disinterested directors have been assigned an important
role in governing the affairs of investment companies since
adoption of the Investment Company Act in 1940.
In 1970, and
again in 1975, Congress expanded their role.
Moreover, the evolution of this concept has included a
sharpening of the whole idea of independence.
In 1970,
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directors to that of "unaffiliated" ones. Because of concern
about the ability of independent directors to control advisory
fee levels, the 1970 Amendments added a duty on the part of
the directors to request and evaluate, and a duty on the part
of the company's investment adviser to furnish, information
necessary to evaluate the terms of an advisory contract.
Again
focussing on the reality of the process, Congress required that
the vote of disinterested directors with respect to investment
advisory and underwriting contracts, as well as approving the
selection of independent auditors, be cast in person.
The same scrutiny of the reality of the independence of
directors has been present in the courts.
In Tannenbaum v.
Zeller, the court established a standard under which the
existence or non-existence of a breach of fiduciary duty turned
on whether the disinterested directors were:
(1) dominated
or unduly influenced by management, (2) fully informed and
considered all pertinent factors, and (3) exercised reasonable
business jUdgment.
The opinion is remarkable in going beneath
the formal independence of directors who are disinterested
within the technical meaning of the Investment Company Act and
asking for genuine and de facto independence from management.
The question of independence arose again in Burks v.
Lasker.
In that case the Second Circuit determined that
disinterested directors lacked the authority to dismiss a
non-frivolous suit against the management group because,
among other things, their tenure in office was not independent
of management and their relationship with management precluded
their having the degree of independence necessary to determine
whether a suit against management should be continued.
On
appeal, of course, the Supreme Court dealt with other issues.
Finally, the Commission has recently expanded the role
of disinterested directors in the management of investment
company affairs.
In 1978, we began a study designed, among
other things, to reduce the costs and burdens of regulation.
The study was based on the proposition that investment companies
should be permitted wider latitude in the exercise of business
judgment, subject to the scrutiny of the disinterested directors.
In effect, we have been experimenting with an alternative
regulatory structure which relies even more heavily than before
on disinterested directors.
The success of this project depends,
of course, on whether and to what extent it is feasible to
enhance the role and independence of disinterested directors.
In the last two years, the Commission has adopted numerous
rules granting exemptions from statutory restrictions conditioned on review and approval by disinterested directors.
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The list is a long one, and shifts from the Commission to the
independent directors the responsibility for approving many
transactions that would otherwise be barred by Section 17.
We recently adopted a rule that permits independent directors
to approve use of fund assets for payment of distribution
expenses by an investment company, a reversal (long overdue
in my view) of a traditional Commission position.
Although
the procedures required for approval are arcane, the basic
shift of responsibility from the government to the Board is
significant.
Finally, in the recently adopted Small Business Investment
Incentive Act, the Congress, with our support, provided for a
transfer of much of the responsibility for approving transactions falling under the conflict of interest bar of Section 17
from the Commission to the Board of Directors of business
development companies subject to the Act, provided that a
majority of their directors (rather than merely 40%) are disinterested.
Thus, the trend is very clear.
In assessing that trend,
I think we have to ask ourselves what we can reasonably expect
of outside directors.
Their duties, it seems to me, fall into
two general catagories:
first, the monitoring function that
is the primary job of all directorsi and second, the review
and approval of conflict-of-interest
transactions -- those
which involve transactions by the investment company with its
sponsoring investment adviser.
In thinking about those functions, it is useful to contrast the structure of an investment
company with the structure of an industrial company, for they
present two very different models.
The typical large industrial company has an independent
life of its own, with employees, assets, products, customers,
etc. It might be viewed as a going business in search of
management.
The directors set goals, monitor the management's
progress toward those goals and its conduct of the ongoing
business and, if necessary, obtain new management.
If conflict
of interest transactions are presented, the board scrutinizes
them and makes a careful judgment, usually after employing an
amount of the board's time and company resources that is out
of proportion to the size and importance of the transaction.
In contrast, in the case of a typical investment cQmpany,
the investment management services offered by the outside
manager is the business.
When a shareholder invests his
savings, he is doing nothing more than purchasing the services
of that investment manager.
There is no separate product
or sales force or good will in which the investor purchases
a share.
There is simply a pooling of funds for convenience
of management.
Put another way, the fund is a vehicle for
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This
structure has implications for review of conflicts of interest,
but I would like to defer that subject for a moment.
There is, to be sure, an alternative paradigm that is
closer to the industrial model.
In that view of what is occurring, the investors' funds constitute the corpus of a trust.
The trustees are charged with the custody of that corpus and
their primary function is to select and evaluate those who
invest the funds. The trustees of a profit-sharing plan are
in much that position.
The primary purpose of the plan is
to serve as a repository for savings, not to offer a vehicle
for the participant to be offered the services of a particular
money manager.
I submit to you that the institutions we know as investment
companies have plainly evolved along the lines of the investment
management model, while the applicable legal principles of
trusteeship and the regulatory structure are drawn from the
profit-sharing model.
If I am correct, there are significant consequences for
the responsibility of independent directors.
I would like
to examine that question with you in the context of the role
of independent directors in approving
the investment advisory fee,
the investment adviser, and
transactions with the investment

adviser.

It is worth pausing to note that none of these actions
present much problem for our prototypical profit-sharing fund
trustees.
They are free to shop around for the best combination
of performance and low fee. Those who do not measure ~p are
not hired -- or can be fired. Joint transactions with the
manager or its affiliates present difficult matters of judgment,
since there is no objective way of appraising them, but they
are relatively rare and the cautious trustee may reject them
as a matter of principle.
Advisory

Fee

The size and structure of the advisory fee is quintessentially the kind of issue which we call upon independent
directors to consider.
The management of the investment company
is identical to, or at least drawn from, the management of the
adviser, and they can provide no independence of outlook or
spirit in negotiating the fee. This is the kind of issue
on which independent directors can make a contribution.
But,
if I am correct about the next point I want to make -- that
termination of the investment advisory arrangement is seldom
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perceived as a viable option -- then we are deluding ourselves
if we think that the independence of the directors will produce
the same result as a negotiation between the trustees of a
profit-sharing fund and a prospective money manager.
The
practical inability to terminate the arrangement necessarily
affects the bargaining position of both sides.
The Congress
recognized this difficulty when it adopted Section 36(b) of
the Act, and imposed a fiduciary duty upon the adviser with
respect to the receipt of compensation.
I confess to some
uncertainty about what was intended by that step, but it
reflects a clear discomfort with the ability of the independent director to deal completely with the problem of excessive
fees.
Nevertheless, I think there is a useful role for independent directors to perform in this area. They can examine the
costs to the investment company of the services it purchases,
and the kind of costs other institutional investors are'incurring
for similar services.
They can review the manager's performance, its devotion of resources to the management of the
fund, and its relative profitability.
They can ask themselves
-- and the manager -- whether extraordinary costs are justified.
And in the end they could, I suppose, simply refuse to approve
the contract unless the fee is reduced or restructured.
I might say in passing that if there are indeed limitations
to what we can expect from the negotiations because of the
inability of the board to take the ultimate step and seek
a new adviser, then the fact that the shareholders can sue
both the directors and the adviser for breach of fiduciary
duty is not much comfort.
There is no reason to think that a
court, or a jury, will arrive at a fee that is fair under
the circumstances.
Indeed, it is not even clear to me what
function the application of a fiduciary standard performs here
-- except in the extreme case -- other than to emphasize that
it is the shareholders' interests, not the manager's, that
the directors are to serve.
Approval

of the Adviser

In any event, let us move on to the question of approval
of the adviser itself. Suppose a fund complex has for so~e
years performed in the bottom quartile for pools of capital
with similar objectives.
If it were our own personal funds
under separate management, most of us would move on to a new
investment manager.
Section 15 of the Act requires periodic
consideration of the contract by the board and its independent
directors.
Section l5(c) requires the adviser to furnish,
and the directors to request and evaluate, the information
necessary to consider the terms of the contract.
In theory,
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advisers.
Yet the evidence indicates that is plainly not
the case.
And if my analysis of the na~re of the investment
company as an investment management service offered by the
adviser is correct, it is not surprising and it should not be
considered improper for the directors not to consider changing
advisers (except, perhaps, under extraordinary circumstances).
It is an interesting reflection of that fact that, when
renewal of the investment management contract is submitted to
the shareholders for their approval, the proxy rules do not
require that useful information on comparative performance
be submitted to the shareholders.
Indeed, that fact raises
the question of whether any useful function is served by shareholder approval of the contract.
Finally, I should acknowledge that this result is not
inevitable.
A court or the Commission could decide that the
fiduciary obligations of directors require them to act according to the second model -- like profit-sharing
fund directors.
One need only state that alternative in this way to see that
such a decision would change drastically the whole investment
company industry.
An investor would not be buying the services
of a particular adviser, but the adviser-picking
abilities
of a particular board of directors.
The risks of being an
investment manager for pooled public investments -- and therefore their charges -- would be greater.
And in the end, what
would have been accomplished? Would that be a more efficient
mechanism than the current form, in which shareholders vote
with their feet if they do not like an adviser's performance?
One may ask whether this analysis is merely an academic
exercise.
I think not, for in my jUdgment, it carries an
important lesson.
In an area like the choice of an investment
adviser, we may delude ourselves if we focus too much attention
on the "reality" of independence.
Our public policy goals are
better served by seeking a market-based solution.
We should
instead focus our efforts on improving the comparability of
data from competing investment companies -- in both advertising
and prospectuses -- and develop mechanisms to make it easier
for shareholders to express their displeasure with investment
performance by switching to other investment instruments.
An idea of this kind has been floated in somewhat different
forms by Sydney Mendelsohn and others, and is currently under
serious review by the staff of the Division of Investment Management.
In broad outline, the notion is to permit funds to
operate without the trappings of corporate democracy, provided
that they impose no sales or redemption charges and that the
investment adviser or manager provides all services in return
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for a single fee. Participants would be in somewhat the same
position as clients of an investment adviser.
Rather than
voting by proxy, they would simply vote with their feet. With
the recent changes in our advertising rules and the development
of standard reporting (at least for money market funds), we
hope that investors will be able to do comparision shopping
more easily than in the past and will have a variety of choices
readily available.
If increased market pressures come sharply
to bear on funds, that may impose a discipline which will
diminish the need for governmental regulation.
Transactions

with the Adviser's

Parent

Finally, I would like to turn to the role of independent
directors in approving portfolio transactions with the adviser
or its affiliates.
That is the class of transactions encompassed by the prohibition of Section 17. Under the practice
developed in administering that section, the Commission was
required to review and approve each transaction.- Because of
the broad reach of Section l7's concept of affiliated persons,
the Commission would have been required to approve a huge number
of transactions.
The time and expense involved in such
proceedings meant, as a practical matter, that many transactions never took place.
And those sectors of the investment
management business where joint transactions are common,- such
as venture capital investing, were simply not conducted with
public investors because of the strictures of Section 17.That was not a very satisfying stat'e of affairs from
anyone's point of view. And so in rules adopted as part of
the Investment'Company
Act Study, some of the responsibility
was shifted to independent directors.
The Small Business
Investment Incentive Act went even further.
When that bill
was first introduced, its proponents proposed to eliminate
Section 17 and the Commission's role entirely, leaving that
area completely to the independent directors.
We resisted
that effort.
The studies that gave rise to the Act in 1940
revealed serious abuses in the area of self-dealing.
Was it
a mistake on our part not to rely completely on the board?
In general, independent directors are perfectly capable
of dealing with isolated transactions involving the adviser
or its affiliates.
Quite different kinds of problems arise,
however, in those cases in which joint transactions are endemic
to the whole concept. Here it might be useful to contrast
two experiences of this kind -- the management by insurance
companies of bond funds which included direct placements,
and the management by banks of REITs.

-

8 -

Let me begin with the REITs.
The history of that
experience is still murky, and the problems of this industry
were a melange of aggressive lending, an improvident failure
to match assets and liabilities, and extraordinary bad luck
in the sharpness of the interest rate cycle and its depressing
effect on construction. But there were other forces at work.
In the case of many banks and other participants in the mortgage lending business, the REIT's and their advisers were
in essentially the same business.
Putting aside, for the sake
of analysis, any conscious wrongdoing, this situation is ripe
for the realization of the consequences of human frailty.
If in virtually every case a judgment is made by the adviser
whether to make a loan itself or give it to the fund, or whether
to recommend that the fund give a take-out commitment for
the adviser's construction loan, then judgments that disfavor
the fund may be matters of only a few degrees.
Yet in cumulative effect, they could be very significant.
In that kind of a situation, it is hard to believe that
independent directors can make much of a differences.
Nor
is there a useful market-based solution that offers much
promise.
By the time that the cumulative effects of those
structural biases corne to be felt, it is too late.
Thus, in some situations a regulatory solution is required.
That does not mean an absolute prohibition, however.
For
example, an insurance company that sponsored a mutual fund
which was to purchase some of the direct placements offered
to the insurance company, adopted an arbitrary but effective
policy:
all direct placements that are offered
to the insurance company are also offered
to the fund (if in accord with the fund's
investment policies)
if the fund invests, so will the insurance
company, and on the same basis and in the
same amount.
all rights, such as conversion privileges,
will be exercised at the same time.
This is hardly an ideal pattern in terms of flexibility.
But
it is an effective solution to the conflict of interest problem.
It is interesting that the same kind of pattern was adopted by
some insurance companies in their REIT activities.
I
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Conclusion
In closing, I want to say a word about Sydney Mendelsohn.
I have spend almost a third of my professional life in government, and I have been fortunate in sharing that experience with
many talented people. Sydney Mendelsohn is clearly among the
best. In a unique way, he shares a toughness in clinging to
the regulatory goals he thinks are important with a mind that
is willing to embrace new ideas as well as merely listening
to them. The impressive steps we have seen in reducing the
rigidity of investment company management are witness to
that spirit. The Commission will miss him greatly.

