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that of other publicly held enterprises, with the dispersion being
greatest in larger funds.”® Seldom does any individual or organized
group of public shareholders own a significant portion of the out-
standing shares of ang of the larger funds. Should such large share-
holders as there are become dissatisfied with a fund's management,
they may redeem their shares at current net asset value.’*® On the
other hand, large shareholders of other types of enterprises may find
it difficult to liquidate their holdings at current market prices.

In mutual funds, as in other publicly held enterprises, shareholder
voting can serve as an important method of communication with
management. Indications of shareholder dissatisfaction expressed in
this way may play a significant role in influencing the actions of fund
managers on many matters of policy. But shareholder voting rights
cannot be used effectively to obtain departures from traditional fees
that inadequately reflect the economies of size in the management of
investment companies or with respect, to other matters that affect
so crucially the interests of the adviser and those who are affiliated
with it.

4. The role of the unaffiliated directors

Mutual fund advisers generally are the organizers of the fund and,
‘as such, select the fund's original board of directors. Although the
fund later may grow to substantial size, because of the diffusion of
share ownership and the absence of organized shareholder participa-
tion in fund affairs, the power to select the fund's directors remains with
the ori?inal organizers or their successors. The adviser's discretion
generallyis limited only by those provisions of the Act, which require
that specified ﬁercentages of the board members not be officers or
employees of the fund or persons affiliated with the adviser, its prin-
cipal underwriter, its regular broker, or any investment banker and
their affiliates.’®

The unaffiliated directors are in a position to, and frequently do,
perform a valuable service for the funds and their shareholders.
They often bring broad perspectives from their diverse business and
professional experience to the management of fund affairs, and in
many instances they have sought to fulfill their responsibilitiesin a
highly responsible and dedicated way. The Wharton Report sug-
gested, however, that unaffiliated directors *"may be of restricted value
as an instrument for providing effective representation of mutual
fund shareholders in dealings between the fund and its investment
adviser.""®  The unaffiliated directors usually have other occupations
and necessarily cannot devote unlimited time to their directorial
duties—duties for which they, like other corporate directors who
are not part of full-time management, seldom receive more than
minimal compensation. They also have no staff of officers and em-
ployees who work for and are compensated by the fund. In most
cases, even the fund's counsel is the adviser's counsel as well. Hence

128 \Wharton Report 63-57. An exceptionto this is The Fund of Funds, Ltd., a foreign investment com-
pany notregistered under the Act but organized to investin U.S. investment companiesand their advisory
organizations, which in recent years has emerged as a major shareholder m a number of domestic funds.
Selg" lio?ulllé:{%é;nvgrri:i: toinvestthe ﬂroceeds in anotherload fund, they may do so at sales loads aslow as 1
percentif the amount is large enough. 8ee pp. 205-207, infra. . i
¥ TheAct requiresthat, exce@t r certain NO load funds, at least 40 percent of the directorsof a registered
investmentcompany must consist S [
atedwith its investmentadviseror theiraffiliates. A majority of the directorsmust be persons Who are not
prinecipal underwriters or regular brokers to the company or investmentbankersor affiliated personsof suci

underwritersor brokers or of investment bankers. 'See. 10.
131 \Wharton Report 34.
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the unaffiliated directors necessarily obtain most o their information
about fund operations from persons who also owe allegiance to, and
obtain the preponderance of their compensation from, the adviser-
underwriters and who cannot be expected to look at such matters as
advisory fees in a disinterested way.'

It has been the Commission’s experience in the administration of
the Act that in general the unaffiliated directors have not been in
a position to secure changes in the level of advisory fee rates in
the mutual fund industry. = In most instances the adviser serves as,
or is closely affiliated with, the fund’s principal underwriter which
maintains a distributing organization for the fund’s shares. The
organization that has developed over a period of years to manage
the fund’s portfolio and to furnish it with some, and in certain cases
virtually all, of the nonadvisory services necessary to its operation
belongs to the adviser and not to the fund. Indeed, in some cases
all of the fund’s records are maintained by the fund’s adviser. Al-
though the unaffiliated directors under State law have an unqualified
right of access to these records, the adviser, as a practical matter,
is in a position to seriously hamper any employment of that right
which might interfere with or threaten the adviser’s operation o or
control over the fund.

Thus, negotiations between the unaffiliated directors and fund
advisers over advisory fees would lack an essential element of arm’s-
length bargaining —the freedom to terminate the negotiations and to
bargain with other parties for the same services. In view of the
fund’s dependence on its existing adviser and the fact that many
shareholders may have invested In the fund on the strength of the
adviser’s reputation, few unaffiliated directors would feel justi-
fied in replacing the adviser with a new and untested organization
simply because o difficulty in obtaining a reduction in long-established
fee rates which are customary in the industry.

Moreover, even if some of the unaffiliated directors were so inclined,
they mi%ht not have the power to obtain another investment adviser
for the fund. In some cases, the unaffiliated directors are only a
minority; in many others they constitute only a bare majority of the
board of directors and would need the support of all the unaffiliated
directors for this drastic step. Even with such support it is unlikely
that the action of the unaffiliated directors would be uncontested,
since the interest of the existing advisory organization in continuing
its relationship to the fund might induce the adviser to devote con-
s_iderﬁt_)le resources to a proxy contest to retain control of that rela-
tionship.

The possibility of disrupting the fund’s operations, the prospect of
a bitter and expensive proxy contest, and the risk and uncertainty
involved in replacing the entire fund management organization with
a new and untested one, make termination of the existing adviso(rjy
relationship a wholly unrealistic alternative in negotiations over ad-
visory fees. Without such an alternative, advisory fees negotiated
between advisers and the unaffiliated directors lack the essential ele-
ment of arm’s-length transactions and provide inadequate assurance
that the fees bear a reasonable relationship to the price at which
similar services could be obtained in a genuinely competitive market.

12 Cf, Wharton Report 67-68.
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5. The position & the investment adviser

The absence d competitive pressures, the limitations of disclosure,
the ineffectiveness of shareholder voting rights, and the obstacles to
more effective action by the unaffiliated directors have meant that
the determination whether and to what extent the economies of size
realized from fund growth should be shared with the funds and their
shareholders is left largely to the judgment of the adviser. As noted,
some advisers voluntarily had reduced the fee rates for the funds under
their management long before the publication of the Wharton Report
and the institution shareholder litigation attacking the fees as
excessive. However, most advisers did not. Moreover, the ability
d the managements of the publicly held fund advisory organiza
tions to initiate reductions in advisory fee rates in the interest of
fund shareholders is significantly affected by their responsibilities to
the advisers’ public investors.

Under these circumstances, for most funds only the pressures
(rt;enerated by the Wharton Report and the pendency of shareholder
itigation have been sufficient to effect departures from the pattern
of the flat 0.50 percent fee rate prevailingi] in the industry. The
extent of these departures in many instances has not been substantial.
The reasons for this lie in an understanding of the background and
nature of the shareholder fee litigation and the circumstances under
which most of the suits were terminated.

6. Theadvisoryfee inthe courts
(a) Background

Although the absence of a sharing of the economies of size with the
funds may not have elicited widespread concern among fund share-
holders and directors in the context of the rising stock markets of
the 1950’s, it did lead to the institution of numerous lawsuits attackin
the fees as excessive. Starting in 1959 over 50 suits were institute
against 18 mutual fund advisers. The suits involved mainl?/ the
advisory fees paid to the investment advisers of most of the larger
externally managed funds and fund complexeés.13

In two cases, trustee’s fees’wereattacked.’®* |n each instance the
litigation brought by fund shareholders was in the form of a derivative
suit, a procedural device designed to permit minority shareholders
to enforce a corporation’s claim against its officers, directors, and
controlling persons as well as against third persons when those in
control of the corporation are reluctant to aet.®® The courts have

133 None of these suits involved manasgerlal compensation paid by internally managed investment com-
panies. However, Entel V. Guilden, 223 F. Sup&)_. 29 (8.D ,N.Y.,1963) was a derivative action on behalf
ofAtlas Corp.,an internally managed closedend investment company,to recuver certain insurance broker-
age commissions which Atlas directors were alleged to have reeeived in violation o the Investment Com-

Act. Plaintiff’s case was based on section17(e) (1)of the Act, whichmakes it unlawful for any afflliated
person of a registered investment company “acting. as agent, to accept from any source any compensation
(other than aregular salaryor wages fromsuch reeistered company) for the purchase or sale of any property
to or for such registered company, or any controlled company thereof, except in the course of such person’s
business es an underwriter or broker.” ~ The action was subsequently settled. Neuwirth v. Allen, 338 F.
2d 2 (C.A. 2,1984), Atlas Corp. is no lower registered as an investment company under the Act.

124 The trustee’s fees Were those paid to The Empire Trust Co. for administrativeservicesfurnishedto the
fundsin the Natignal Securities Series, and the investment management fees and the recurring fees paid to
9I;eystone Custodian Funds, Ine., trustee for the funds belonging to the Keystone complex. ~ See pp. 92-

, SnTa, . .

13 The Supreme Court has noted with respect to such suits: .

“This remedy, born of stockholder helplessness, was Ion% the chief regulator of corporate management
and has afiorded no smallincentiveto avoid at least grosser formsofbetrayal of stockholders’ interests. 1t
is argued, and not without reason, that without it there would be little practical check on such abuses.”
Cohcn v, Beneficiel Industrial Loan Corp., 337 U.S. 641, 548 (1949). Sec also, Surowitz v. Hilton Hotels
Corporatien, 383 U.S. 363 (1966).
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held that mutual fund shareholders may institute derivative suits
just as shareholders of other types of enterprises do.?®

The primary defendants in these suits were the investment advisers
and the fund directors who are affiliated with them. Some of the
complaints charged that the funds’ advisory contracts had not been
validly renewed. Some charged irre%ularities in the operation of the
funds. But the focal point of all the complaints was the advisory
fee. They alleged that the fees for various years in the late 19507s
and early 1960’s were unreasonable and excessive and that payment
thereof constituted a waste of the funds’ assets and a breach of
fiduciary duty in violation o applicable State law and provisions o
the Act.

(b) Thefully litigated cases

The shareholder litigation against all but one o the advisers has
now been terminated.’® In most cases settlements were reached
which provided for some reduction in advisory fees to be charged in
future years. In only three cases did the termination result from a
judgment on the merits based on an evidentiary record developed in
an adversary proceeding. Each of the three fully litigated cases
éMelseIman v. Eberstadt, decided in May of 1961,'*® Saxe v. Brady,

ecided in September of 1962,'* and Acampora v. Birkland, decided
in July of 1963)™° held that the plaintiffs had failed to prove the fees
legally excessive and resulted in a judgment for the defendants.!*

The plaintiff in the Meiselman case was a shareholder & Chemical
Fund, Inc. He contended that the fund’s advisory agreement had
resulted in the payment of excessive compensationto its investment ad-
viser from 1956t0 1960. However, compared to the fees charged other
externally managed funds, Chemical’s advisory fees were relatively
low. In 1956 at a time when most mutual funds were being charged
a flat rate of 0.50 percent on dl their assets, Chemical’s advisory
contract had been changed to provide for significant scale downs
from the basic rate.*® Chemical had 1956 year end net assets of
$134.0 million. In that year its advisog/ fee amounted to 0.44 per-
cent of average net assets. By year end 1960 Chemical’s net assets
increased to $269.7 million, and its advisory fee rate dropped to 0.35
percent.

188 In Taussig V. Welli%;ton Fund,Ine., 187 F. Supp.'179, 185-197 (D. Del., 1960)af’d., 313 F.2d 472 (C.A.
3), certiorari denied, 374 U.8. 806 (1963), the court rejected the contention that externally managed mutual
funds are simply vehicles by which investment advisers furnish their services to large humbers o clients.
Similarly,contentionsthat the shareholdersaf the Ke%/stone Custodian Funds, whichare organized as com-
mon law trusts, could not utilize the derivative suit on the ground that they were not shareholders but
individual clients of the adviser who could terminate the adwsog/relatlonsh|p5|mf)l%by redeeming their
shares were rejected by the court in Seminsky v. Abbott, 185 4.2d 765, 770~772 (Del. Ch 19%13, settlement
approved, 194 A 2d 549" (Del. Ch., 1963), affirmed Sub nom., Kleinman v. Seminsky, 200 A.2d (Del. Sup
Ct.;, certiorari denied, U.S. 900 (1964). i .

187 |n the pending case a settlement has been Pro osed. For a discussionof the settlements see pp. 138-
141, infra. For a tabular summary of the results of this litigation see table 111-11at p. 154, infra.

188 39 Del Ch. 563 170A.2d 720.

139 40 Del: Ch. 474, 134 A.,2d 602,

10 220 F. Supp. 527 (D. Colo.). o . . .

1“1 Although the Commission participated amicus euriae On preliminary legal issues involved in several
of the shareholdersuits, it did not participate on an%o_fthefa,e%xal issuesinvolved in eitherthe fullylmgated
cases or the settlements. William L. Cary, then Chairmanofthe Commission, pointed out that “the Tocus
of these suits is in large part upon the question of the fee scale * ™ * the thrust of these suits goes to the
structure and organization of mutual funds and the related responsibilitiesand duties of directorsand other
affiliated persons. These matters warrant and are receivingcarefulstudy by the. Commission in a far more
comprehensiveway than would be possible to develop fromthe evidencein individual lawsuits.” Hearings
beforea subcommitteedf the H1LB2 Committeeon Foreign and Interstate Commerce on H.R. 11670, 87th
Cong., 2d sess. (1962) 19-20, i

12 The contract provided forthe followingannual rates:

One-halfof 1percent on the first $/5million in assets,
Thres-eighths of 1percent on the next $50 million in assets;
One-fourthof 1 percent on assetsin excess of $125 million.
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Plaintiff’s case was based on the theory that a mutual fund advisory
fee was simply a specialized type of executive compensation and
that the partners o F. Eberstadt & Co., Chemicd’s investment
adviser, who also serve as Chemical’s officers and directors, were
entitled to be compensated only for the time that they spent on
Chemical’s affairs and only at rates comparable to the compensa-
tion received by salaried executives with analogous responsibilities, 3
Plaintiff contended that all net advisory income in excess of such a
measure of compensation was unreasonable and should be refunded
to Chemical .

The court rejected the view that the fairness of a mutual fund
adviser’s profits was to be judged on the same basis as executive
salaries and held that under all the circumstances the advisory fees
were not excessive.'® In reaching its decision the court emphasized
the approval of the advisory contract by the fund’s shareholders and
its directors, a majority of whom were unaffiliated with the adviser-
underwriter. It further noted that Chemical’s advisory fee rate was
Ict)V\{erdthan “the average” in the mutual fund industry. The court
stated:

Fiduciaries, of course, may not pay themselves excessive
compensation, but here must be added the fact that the
non-affiliated majority directors, whom plaintiff tacitly
admitted he could not prove were dominated by defendants,
approved the compensation arrangement yearly with knowl-
edge of the company’s audit. Moreover, the stockholders
approved the basic compensation arrangement in 1956 and
1961, albeit they did not know the company’s “net income”
before taxes. Finally, as noted, it appears that the basic
charges appearing in the management agreements for the
pertinent years are lower than the average In the mutual
fund field.1®

Meiselman was an atypical case in that it involved an advisory fee
rate that had been voluntarily reduced to a level unusually low for
the mutual fund industry then or, indeed, now.**” The court’s
reasoning, however, foreshadowed to some extent its decision in
Saxe v. Brady,"*® where it held a flat 0.50-percent fee on the assets of a
very large fund legally permissible. In that case the plaintiffs were
shareholders of Fundamental Investors, Inc., a fund with assets of
about $557 million at June 30, 1962.4°* They contended that the

4 1704A.2d at 722. i L

4 Plaintiff made no claim based on Eberstadt’s underwriting income. 170A. 2d at 721

3 The court stated that it was “very difficult * to say that the value ofthe services * rendered
by the officersisto be automaticallyequated with the percentage oftime formallydevoted tothe fund” and
that the partners’ other activitieswere of value to Chemical because they concerned investment matters
and gave Chemical ““sources of communication” helpful in “all phases of the problem of investment analy-
sis.”’"(170 A.2d at 722). Thisstatement may have been based on the premisethat mutual fund advisers are
entitled to entrepreneurialprofits over and above all costs, including appropriatesalariesand allowancesfor
managerial Sall.  Cf. Krieger v. Anderson 40 Del. Ch. 383 182 A 24°907 (Del, Sup Ct., 1962) Saze v. Brady,
40 Del. Ch. 474, 184 ‘A.2d 602, 615-616 (Dei. Ch., 1962). While the sxperience and skill déveloped in other
matters may affect the rate at which a professional isto be paid forthe tine he spendson a particular client’s
afﬁaﬁlrlsjdklszdh%:td;%customaryto charge one client for time devoted to the affairs of other clients.

ur At midyear 1966 Chemical’s net assetswere approximately $437 miltion, |ts1966advisory feeamounted
to 0.3 percent of pet assets and was still among the lowest in"the externallymanaged sector of the mutu-
fund industry. (Seetable IT1-3 at p. 98, supra.) Howefer, it was more than double the management casts
of the internally managed Massachusetts Investors Trust and the companiesin the Broad Street complex.
The plaintiffin the Meiselman case does not appear to have made any effort to compare the Eberstadt
partners’ charges to Chemical with the chargesthat. they would haye made to nonfund clients for compare
ablemanagement serviceswith respect toa$30¢ million portfolio.  (Seepp. 114-121, supra.)

148 40 Del. Ch. 474, 184 A2d 602 (1962) .

o The $557 million figurereflected thb effect of the 1962declinein stodk prices. At the end of 1961 Funda-
mental’s assets had bean approximately $732 millian. Moreover, unlike Chemical, Fundamental is part
of a larger fund complex. (See table 11-3 at p. 48, supra.)

o
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0.50 percent rate that Fundamental was paying to its adviser, Inves-
tors Management Co., was “unreasonable, excessive, and an illegal
waste and spoliation of the fund’s assets.” ¥ The plaintiff’s position
was predicated on the fact that three other funds that they considered
comparable to Fundamental were paying appreciably lower rates for
investment management ! and on the further fact that Funda-
mental’s investment adviser was earning a net profit of about $2 mil-
lion a year before taxes.!%?

The court observed that “based on the 1959 and 1960 figures the
profits are certainly approaching the point where they are out-
stripping any reasonable relationship to expenses and effort even in a
legal sense.” ** The court apparently recognized that the defendants
had a duty to deal fairly with the fund and that the burden of proving
fairness normally would be on the defendants. It held, however,
that because the fund’s shareholders had ratified the advisory con-
tract, the defendants were relieved of the burden of showing fairness
and the plaintiff had to bear the burden of proving affirmatively
that-the fees were so excessive as to constitute a “waste” of cor-
porate assets. As the court put it:

When the shareholders ratify a transaction, the interested
parties are relieved of the burden of proving the fairness of
the transaction. The burden then falls on the objecting
stockholders t0 convinee the court that no person of ordinary,
sound business judgment would be expected to entertain the
view that the consideration was a fair exzchange for the value.
which was given.1®

130 182 A.2d at 604,

15l The three funds which plaintiffs compared with Fundamental were Massachusetts Investors Trust,
Affiliated Fund, Inc., and Wellington Fund, Inc. Massachusetts Investors Trust is, of course, internally
managed. Affiliated and Wellington, however, are managed by investment advisers. Plaintiffs pointed
out that although Fundamental was still paying a flat 0.50 percent, Affiliated’s rate had been reduced to
(@) 0.50 percent annually on the first $50 million, (b) 0.375 percent on the next $50 million, and (c) 0.25 percent
on the balance; and Wellington’s rate to () 0.50 percent on the first $70 million, (b) 0.375 percent on the
nexgt $50 million, and (¢) 0.25 percent on the balance (184 A.2d at 612).

132 Fundamental’s investment adviser, Investors Management Co., Inc., was a wholly owned subsidiary
of its principal underwriter, Hugh W. Long & Co., Inc. 'The $2 million figure referred to in the text was
based on plaintiff’s reconstruction of the underwriter’s accounts. In this reconstruction certain expenses
‘that the Long organization had allocated to the adviser were reallocated to the principal underwriter on the
‘ground that such expenses were part of the cost of selling new shares, not of the cost of supplying investment
advice. The court found itself unable “‘on this record to overturn managemnent’s allocation.” However,
it went on to add: “But by refusing to overturn these allocations, the court does not thereby affirmatively
approve them. The area of corporate affairs here involved is one in which an element of judgment is always
present. In this case the difficulty is compounded by the reluctance of the court to interfere where the
‘allocation was effected between a parent company and its wholly-owned subsidiary. In short, the inquiry
is not as meticulous as one where liability is predicated solely upon the propriety of allocations between the
-companies * * *’ (184 A.2d at 609). L

The parties did not raise and the court did not consider the propriety of justifying advisory fees on the
‘basis of a management decision to subsidize sales of fund shares. S

153184 A. 2d at 616.- .

154 184 A. 24 at 610 [emphasis added].
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Applying the ratification-waste tests that it deemed controlling
under Delaware law,'® the court was unable to attach much weight
to the adviser’s evident failure to share the economies attributable to
the growth of the fund with the fund’s shareholders. In this connec-
tion the court relied on the fact that other funds larger than Funda-

mental paid advisory fees at the same rate.’® It also stated that ““it
is a matter of common knowledge that compensation in the mutual
fund industry is paid on a percentage basis,” and that “this provides
an incentive for the manager to increase the size of the Fund.” The
court assumed that in the case of a fund as large as Fundamental
such growth “benefits the stockholders” even in the absence of a
scaled-down fee schedule.s”

The court observed, however, that growth of fund assets could at
some point make the 0.50 percent fee rate legally excessive even under
the “waste” test. The court stated:

Since the management contract must be re-evaluated by
the board o the Fund at fixed periods, ideally a truly inde-
pendent and active board would be expected to be alert to
the factors | have mentioned. In other words, it is not to
be assumed that an independent board would wait until the
fees paid under the management contract warranted afigding
o waste before attempting to negotiate a better deal. * *
[TThe business community might reasonably expect that at
some point those representing the fund would see that the
management fee was adjusted to reflect the diminution in
the cost factor.!5®

In the third and last of the fully litigated cases, Acampora V.
Birkland,**® plaintiff’s attack on the propriety of a 0.50 percent fee
was rejected on the authority of Saxe v. Brady and Meiselman v.

188 Other courts have also held that a challenged payment or transactionwhich has been ratified by the
shareholders can be set aside only if “wasteful.” Absent ratification “unreasonableness” or “unfair 3
would be sufficient to warranttjﬁjdlmal intervention. The classic case'is Rogers v. Hill, 289 U.S. 582 (ﬁfﬁ?
Under those cases, however, the burden is still on the defendantsto show that the transaction unde
attack was not “‘wasteful.” The rule that reiieves the defendants from the burden ofgustlfylng their con-
duct and obligates the complaining shareholders to demonstrate affirmatively that the transaction was
wasteful seems to be a relatively recent Delaware innovation. Moreover, the present Delaware require-
ment that the plaintiff must demonstrate that ‘‘no reasonable businessman fully informed as to the
respective values, and acting in good faith could be eggected to consider the bargain attractive to the
corporation * * ¥ (QGottlieb v. Heyden Chemical Corp., 33 Del. Ch. 177, 91 A. 24 57 (Del. Sup. Ct., 1952)
and that “what the corporation has received is S0 inadequate in value that no person of ordinary, soun
business judgment would deem it worth what the corporation has paid” (Saze v. Brady, 184 A. 2d 602, 610

1962)) goes Tar beyond anything said in Rogers v. Hill or in other cases. See note, “The Nonratification

ule and the Demand Reguirement: The Case for Limited Judicial Review, 63 Col. L. Rev. 108§ 1101-1102
(1963), describing the doctrine of the recent Delaware cases as one under which the “shareholders perform
absolution by shackling a minority shareholder with an almost insurmountable burden of proof at trial.”

The shareholder ratification test as so applied seems to produce much the same effect as an exculpatory
clause. The application of this doctrine to investment companies Seéms inconsistent with the Congres-
sional policy against exculpatory clauses for investment company insiders. Act, secs. 17(h) and (i)

156 The court rejected plaintiffs’ contention that the dollar amounts paid (as distingui_shed from the fee
rate) under the advlisory contract were excessive, Although the court noted that during 1959 and 1960
Fundamental’sadvisoryfee was about 60 percent higher than that of Affiliated and Wellington, it concluded
that “it cannot be assumed that the feesof Affiliated or Wellington automatically establish the legitimate
outer limit of payments for advisory services ”” that “a large degree of variation in"the amounts palélﬁ un-
exceptionableand that feesfalling in the higher ragge arenot necessarilyexcessive.” 184 A. 2d at

157 184 A.2d at But see Wharton Report 31-32 at pp. 262-263, infra, .

18 184 A, 2d at 606~617, For discussion of the settlement of the Seze case through adoption of a sealed-
down fee schedule while an appeal fromthe trial court’s decision was pending, S notet16% at p. 138.

130 220 F. Supp. 527 (D. Colo., 1963).

T,
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Eberstadt.'® The plaintiff in Acampora was a shareholder of Financial
Industrial Fund, Inc. (“FIF’?,founded in 1935. At the end of 1955
its assets were about $47 million. By mid-1961 they had risen to
aﬁproximatel $243 million.'® Plaintiff’s original contention was
that the flat 0.50 percent advisory fee rate was in itself excessive. He
abandoned that contention in view d the decision in Saxe v, Brady
and based his claim on the theory that FIF’s advisory fee was excessive
because it was getting fewer services in return for the 0.50 percent
fee paid its adviser than other funds were getting from their advisers. !¢
He contended that as a result of this disparity in the services provided,
FIF was really paying more than the conventional 0.50 percent rate.’®

FIF’s advisory fee seemed “high” to the court, but sinceit was not
high enough to be “unconscionable” or ‘“‘shocking,” Meiselman v.
Eberstadt and Saxe v. Brady precluded judicial intervention.!® The
court considered that sharehdder approval of the advisory contract
was controlling.}® It stated:

As to whether the one-half of 1yercent formula in the in-
stant case is excessive in view of t/[]e fact that Management
fails to perform many routine functigns which according to
counsel other funds do furnish is * * * inherently difficult,.
since the value of such servicesis a matter of judgment on the

Qart d the persons who pay fgr them. .

Judged by the tests set forth in Saxe, that is, unconscion-
able and shocking, it cannot be said from the evidence here
presented that the amount paid was excessive because it is
Impossible to evaluate the service rendered. The fact that
it seems high to this writer is not reliable:”

On November 1, 1965, FIF adopted a new advisory contract under
which previous provisions for a flat one-half of 1 percent fee for
advisory services and for reimbursement of the cost d nonadvisory
services were replaced by an arrangement under which FIF pays its
adviser an advisory fee plus an “administrative service charge.” Had
the new agreement been effective during FIF’s fiscal year ending
August 31, 1965, it would have saved the fund $12,600 out of its

18 The Aeampora case involved a number of additional issues. Among-the more important of these
were: (1) The contention that certain of the fund’s allegedly unaffiliated directorswere in fact affiliated
with its adviser-underwriter and that the purportedlx improper composition of the board rendered the
advisory and the underwriting contracts void under the Investment Company Act se that the fund was
entitledto recover all ofthe moneysthat it had paid; and (2) the contention that even ifthe contracts fwere
valid, the adviser-underwriter had breached them by shifting certain expenses that were to be borne by it
under the contracts to the fund. Plaintiff’s evidence with respect to the “unaffiliated’’ directors showed
that some of those directors were personal friends of the adviser’s president and, principal stoskholder and
that they had beneficed financially from certain business dealings with the adviser. These circumstanees,
the court held, were insufficient to establish that the dlrectors in question were “affiliated persons” of the
adviser under section2(a) (3) ofthe Act. For discussion of this problem, see chapter IX. ' Plaintiff’s con-
tention with respectto the allocation ofexpensesbetween the fund and the adviser-underwriter resulted in
the fund’srecovery of over $300,000from the adviser. o

161 220 F. Supp. at % mid-1966 FIF’sassetsstood at about $334 million.

162 220 F. Supp. at . . ok %

12 “Financial statements of numerous other mutual funds were offeredin evidence to show that
the mutual fundsgenerally get much more for their one-half of 1percent than does the Fund in the instant
case.” (220 F. Supp, g)

164 220 . Supp. at .

165 The advisory agreement had been approved by the shareholdersin 1940. A 1941 amendment tothe
agreementwes also apProved b){_the shareholders. 1n 1960the shareholdersapproved a new advisory agree-

ent, which “in itself effectedlittle change in the relationship between the 6’ rties” (220 F. Supp. at 534).
188 220 F. Supp. at 549.
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total expenses of $2,023,735.77 The scaled-down fee schedules pro-
vided for in the new contract, however, would result in more substan-
tial savings if the fund’s assets were to increase substantially.

(¢) The settlements

Although no court has ever held a mutual fund investment advisory
fee legally excessive,!® the efforts of the fund shareholders who chal-
lenged the propriety of the advisory fees that their funds were paying
were not altogether fruitless. Most of the eases were settled, and
most of the settlements resulted in new advisory contracts that were
somewhat more favorable to the funds than the ones under attack
had been. The results of the cases are summarized in tabular form
in table I1I-11, at p. 154, infra.

Some of the settlements were arrived at prior to the decisions dis-
cussed in the preceding section. Others, however, were influenced
by these decisions which created strong pressures for settlements on
both sides. Saxe v. Brady was most influential in this connection.
That case indicated that there was a point beyond which the flat
fee rate—and perhaps even a slightly scaled-down fee schedule —
would be deemed to result in “wasteful,” “shocking,” and ‘uncon-
scionable” payments to investment advisers and that some advisory
fee rates might be reduced by judicial decree.’®® Accordingly, many
fund managers were willing to scale down their rates to some extent
in order to dispose of the lawsuits in which they were involved.}??

17 The fee rates are scaled-downaccordingto the schedule below:

. Investment {Administrarive, Total
Net assets (millions) a(%visory ti;ae selivice ch?)r'ge (percent)
: percen percen

Up to $50 0.50 0.25 0.75
$50 to $300_ .50 15

$300 to $600__ .. .47 W14 .61
$600 to $900. .. R .44 .13 .57
$900 to $1,200. .4 12 .53
$1,200 to $1,500. © .38 11 .49
Excess of $1,500_ .35 .10 . .45

18 |n addition to the three fully litigated cases previously discussed there were three other advisory fee
cases in which the complaining Shareholders consented to the, dismiissal of thew complaints. In each
of those cases (Nadel v. Curtin, New York Stépreme Court, Kings County, County Clerk’s Index No.
716/1964; Levitt v. Long 63 Div. 1716 3.D.N.X., Greene v. Shepard Delaware Court of Chancery, New-
castle County Civil Action No. 1732) plaintiffs’ counsel capitulated because they were of the opinion that
there was no chance of suceess under the doctrine of the decided cases. For the namesof the funds and the
advisersaswell as the fee rate levels involved in thesge cases see the alp;lJeudlx table. .

189 The publication of the Wharton Report early in September of 1962 may have contributed to the
defendants’ desire to terminate these suits.

Indeed Saze itself may have been such a case. The Sazes appealed to the Supreme Court of Delaware
from the adversejud?ment ofthe trial court.. That appeal was later withdrawn pursuant to a settlement
agreement by which the flat 0.50 percent advisory feethat Fundamental had been paying was replaced by
the followingsecaled-down schedule:

0.485 percent on the first $500 million; .

0.40 percent 0N assets between $500 and $750 million;

035 percent On assets %etween $750 million and $1billion;

0.30 percent on assets betesn $1billton and $1.25 billion;

025 percent on assets between $1.25 and $1.50 billion;

0.20 percent on asetsSin excess of $1.50 billion. A
At the time of the settlement Fundamental‘s assetswere about $640 million. By June 30,1966, they had
increased to approzimately $1.2 billion,

The savings attnbutable to the reduced fee schedule were offset to some extent by the, fact that under
the new agreement Fundamental was obliged to pay the compensation of the unaffiliated directors (then
about $32,000 annually), an expense that the advisgr had previously borne.

10 The court in Sgre had stated that, ‘It is * inherent in the “percentageof assets” approach that
at some pointthe relationship between admittedly reasonable expenses and net profits can become so dis-
{)roportlonateas tbe shockmg by any pertinent standard.” 184A. 2d at 615. n the facts beforehim in

hat case the Chancellor said:  Based on the 1959and 1960figuresthe profits are certainly approaching the
g&r&vggente aéy are outstrippmg any reasonable relationshipto expensesand effort even in a legal sense.”
a
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Plaintiffs’ counsel were not unmindful of the likelihood of an adverse
judgment, since each fully litigated case had resulted in a judgment
for the defendants. And under the courts’ interpretation of appli-
cable State law, obtaining a favorable result was no easy matter.
The most modest of settlements seemed preferable to the risk of a
trial which was likely to result in an adverse decision.’”

When the settlements were submitted to the courts for their ap-
proval, certain shareholders urged that they be rejected as inade-

uate.”? Their contentions were uniformly rejected on the ground
that they had failed to demonstrate enough of a probability that
further prosecution of the case would be more advantageous to the
fund than the proposed settlement so as to warrant rejection of a
compromise recommended by the lawyers who had initiated the suit
and who were presumably best able to evaluate the prospect of
success.™

As the courts saw it, the objectors were attacking the basic struc-
ture of the mutual fund business, an attack that they felt could not
be sustained under existing law. lllustrative is Kerner v. Crossman,'™
where a settlement reducing the flat 0.75 percent advisory fee formerly
paid by Axe-Houghton Fund B, Ine.}”® to somewhat lower levels %
was approved on the ground that “the new scale of investment
advisory fees is not out of line with similar fees charged by other
open-end investment trusts of comparable size and importance.”” 177
Of one objector’s position the court said:

He believes it to be wrong and contrary to the interests
of the stockholders, to allow such a promising litigation to
be termina}}eg by a settlement of this nature. Mr. Hillman
contends *“that the scale of investment advisory fees
and distribution feesprovided in the stipulation are excessive,
and that it is no answer that they may be in line with similar

_ 1 Inmost derivative actions the size of the plaintiff-shareholder’s direct persoral stake in the matter in
issue istoo small to warrant his paying a feeto the attorney who prosecutesthe case, Lawyers undertake
these eases in the hope that their serviceswill prove to be of benefit to the corporation and that fees com-
mensurate with such benefit will be awarded them by the court. The courts have observed that them are
man¥ cases in which the possibility of recovering attorney’s feesprovides the sole stimulus forthe enforce.
ment of claims against corporate insiders. Seg e.g., Smolowe v. Delendo Corporation, 136 F. 2d 231,

é%_.%_.’iz)(é:e]rjtl%ra\r{ldelr&)g,a U.8. 751 (19493); Murphy v. North American Light & Power Co., 33 F. Supp. 56

DNY,, . o .

These considerations are even more significant in the eases brought by mutual fund shareholders than
they are in derivative actions generally. "Aswas pointed out in Chabot v. Empire Trust Compeny, .
458,461 (C.A. 2,1962): “Itisa well Known fact that investors in mutual funds are primarily small share.
holders. ~Very few of them have a sufficiently large finencial interest in the management of the fund to
risk any considerablesum on the outcome df litigation.”” _And even in the case where the plaintiff has in-
vested a large sum in the fund, his proportionate share of the advisory fee will seldom amount to _enouglh
to induce him to disburser to expose himself to the possibility of"having to disburse — considerable
amount of money in connectionwith remedidllitigation. X 3 o X

112 To guard against the danger of collusive or Traudulent settlements in which derivative actions are
discontinued in exchangefor benefits the plaintiffsand their attorneys rather than benefits to the corpora
tion, many&urlsdlctlons require that proposed settlements of such actions be udICIa"X ar%proved. Seeeaﬁ
Rule 23(c) of the Federal Rules of Civil Procedure, which has also been adopted in a iumber of States, df d
see, 626(d) ofthe New York Business CorporationLaw, both of which requirethat all shareholdersbenotified
of the application for approval. And even where judicial approval of the settlements isnot required as a
matter oflaw, defendants’counsel will usually insist On it S0 as to foreclose future suits by shareholderswho
are not parties to the pending cagse and who would otherwise be freeto _reliti%ate the very issues ?resented
b){ﬂthe p%ndmg case and to seek a greater recovery for the corporation than the oné called for by the
séttlement.

173 One judge has said of these cases: ““Onee a settlement is agreed the_attome¥s for the plaintiff stock-
holders link arms with their former adversaries to defend the joint handiwork. * * * (Frlendl%, J dis-
senting in Allegheny Corporationv. Kirby, 333 F. 2d 327, 347 (C.A. 2, 1964), affirmed en bane, 30 F. 2d 311,
certiorari dismissed as improvidently graunted, 384 U.8. 28 (1966).

74211 F, Supp, 397 (8.D. N.Y., 1962), )

175 This consisted of:(1) a 0.5 percent investment management feepaid to E. W. Axe & Co., Inc., the
fur(\jd’s |n_\{estment adviser; and (2) a0.20 percent “continuing fee” paid to Axe Secuntles Corp., itSprincipal
underwriter,

176 Seetable III-11 at p. 154, infra.

177 211 F. Supp. at402.
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fees charged by other open end investment funds because
in Mr. Hillman’s opinion, the whole scale of such fees is
outrageous.

Mr. Hillman’s attack would appear to go far beyond the
merits of this ﬁarticular settlement. HEB attack is on, the
industry as awhole and the way it conductg its business, *x

A % of 1% rate has sometimesbeen referred to as the classic
fee in the industry, and there was a showing that some 189,
of the funds are charged in excess of this rate.'”®

Similarin tenor was Saminsky v. Abbott,'™ where the trial court noted
that the benefits to be derived by the fund under the settlement
which it was approving “were not too great in view of the realities,” *
but found no merit in the objectors’ contentions because:

The objectors * * * assert that the * * * charges as
Qrgpgsed in the settlement are excessive and unreasonable.
Thus, they say, the Trustee’s return on net worth
ranged from 459, in 1960 to 212% in 1962. It is said that
by applying the (proposed fee schedule to 1962, the Trustee’s
return would still be 190%. The objectors and their expert
witness both contend that such “returns” were and are
excessive. They say moreover that they have resulted from
lack of competitive forces in the industry in general (because
of the management company’s built-in control) and a con-
tinuing breach of fiduciary duty in this case by a self-dealing

trustge. * * * *

* * * | can only say that the legal format involved is not
illegal and if there is to be “regulation” of this so-called
“bultlt-in” control, it must come from the legislative branch
unless it results in the violation of some positive principle of
law, such as that applicable to a waste o assets.. These
observations are equally applicable to the contention that
the allegedly excessive profits flow from a breach of duty by
a self-dealing trustee.!s

And in Glicken v. Bradford *2 the court in approving the settlement
commented that “itis quite conceivable that a Court or a jury would
find that what plaintiffs were really challenging was the Fund System
as a whole of which defendants were but a part rather than any
wrongdoini;j on the part o defendants.”

Shareholder approval undermined the position of the intervenors
who sought to block the settlements. Its effect was double edged.
First, that the challenged agreements had been approved by the

194 A" 20 50 (Dt Gl

179 . 24 : ¢l, Ch,
1964), ce%orarl den(led, 390

180194 A, 24 at 552.

181 194 A 2d at 551-552. ) _ )

Inaffirming, the Supreme Court of Delawareafprovedthe trial court’sanalysisof the issues and observed:

“Abppellant * * * arguesthat acomparisonwith the feespaid by other investmentcompanies is meanmc];—
less because none of the fees has been established competitively. 1t seemsto us, however, that generalfy
sge%lilrw té]g fact that ali %uch fees show a pﬁttern of uniformity su&g}ests st%on that the hﬁve begn
establishied by forces which, In a sense, are the equivalent of compétition. Furtliermore, appellants do
not suggest an;kmeans of using competition to establish fees. nor can we think of one. The economie facts
precludeit.” Kleinmanv. Saminsky, 200 A. 2d 572, 577, certiorari denied, 379 U.S. 900 (1964).

182 35 F.R.D. 144,159 (8.D.N.Y., 1964).

§%8 affirmed SUb nom. Kleinman v. Seminsky, 200 A. 2d 572 (Del. Sup. Ct.,

T
& A\
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shareholders cast so serious a doubt on the possibility of recovery that
the courts were disposed to view any sort of a settlement as being of
sufficient benefit to the fund to warrant the termination of the litiga-
tion. Second, where shareholders subsequently ratified all of the
actions under attack, such ratification was viewed as indicative of the
reasonableness of the settlement.**

(d) Summary

Thus far shareholderresort to the courts in connection with advisory
fees has been relatively ineffective in dealing with the divergent
interests of the externally managed mutual fundsand their investment
advisers. Of course, no agppellate court has ever passed on the merits
of any advisory fee case.®™ Nor has any court—trial or appellate—
fully explored the impact of the present provisions of the Act on the
legally permissible level of advisory fees. Whatever their latent
possibilities, existing legal controls suffer from a number of defects
which make their effectiveness highly uncertain. )

These defects stem from the nature of the two strands from which
the present regulatory pattern is woven. The first strand consistsof a
body of State law generally applicable to business associations.
That body of law was never intended to deal with and takes no special
cognizance of the unusual problems of investor protection stemming
from the position of the externally managed funds and thew share-
holders vis-a-vis the investment advisers. The second strand consists
of the Federal securities laws, mainly the Investment Company Act.
That statute was the product of congressional concern over the adverse
effect on the national public interest and the interests of investors of
malpractices endemic to the investment company industry o that
day, a far smaller industry than the investment company industry of
today.

Among the most important of these abuses were many forms of self-
dealing between investment companies and their insiders. Thus with
respect to transactions between investment companies and their

rincipal underwriters, promoters, and affiliates which involve the

ending of money or the purchase or sale of securities or other prop-
erty, the regulatory controls provided by the Act are thoroughgoing.'%s
Similarly, the Act contains comprehensive regulatory controls in the
one area of management compensation —managementfees and charges
other than sales loads paid by contractual plan holders—where serious
abuses were found to exist prior to 1940.1% However, in the relatively

188 See, e.g., Kleinman v. Suminsky, 200 A. 2d 572, 577 %Del._Sup. Ct., 1964): “At the verv least such rati-
fication demonstrates that reasonable businessmen might differ upon the propriety of the settlement in
which event the duty of the court is to apgrove the settlement.” . .

In Rome v. Archer,197A. 2d 49, 55 (Del. Sup. Ct., 1964)the suggestionthat a claim of excessiveness founded
on the Investment Company Act_might be unaffecte by rafification was dismissed on the ground that
“since the Federal Act setsnd maximum feeschedule, the same considerationsfoundrelevant in Saze would
probably also be relevant in litigation considering the Investment Company Act of 1940.”

18¢ Of the three advisory fee cases that have goneto the appellate ¢ourts,”one (Brown v, Bullock, 294 F,
2d 415 (C. A. 2,1961)) involved preliminary issues as to the legal sufficiencyof the allegationsin the com-
plaint, and the other two (Rome v. Archer, 197 A. 2d 49 (1964); and Kleinman V. Suminsky, 200 A. 2d 572,
ggr&:’ctugak;é%ewmed, 379 U.S. 900 (1964)) involved the fairnessof settlements that had been approved by the

15 The Act prohibits such transactions unless the Commission first Ends that “the terms of the {)r_oposed
transaction, including the considerationto be paid or received, are reasonable and fair and do not involve
overreaching on the part of any person concerned.” Sees. 17 (a) and (b).

18 The Act specifically authorizes the Commission to prescribe reasonablemanagement feesand charges
only where a management company issues a periodic payment plan certificate. Sec, W(a)(ﬁ, Inf et, such
certificates are very seldom issued by management companies.  They are commonlyissued by unit invest-
ment trusts and sec. 27(a){6) prohibits the Sponsor or underwriter of Such a trust (of persons affiliated with

the trust’s sponsor or underwriter) from receiving compensation from a management company in excess
of such amount as the Commission may prescribe.

71-5880—6& —H1
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small investment company industry of 1940 advisory fees generaily
were not an area of primary concern.!® Thus, Congress determined to
sanction the continuance of external management in the investment
company industry subject to a “few elementary safeguards,” which
it was believed would operate as effective restraints on such fees.!%8

The interaction with State law of the disclosure requirements
of the Federal securities laws and the Acts’ safeguards with respect to
advisory contracts has been disappointing. These federally created
shareholder protections under State law have been construed as
preciuding judicial inquiry into the “reasonableness” or “fairness”
of advisory fees. The courts have considered themselves powerless to
intervene —except in cases where the fee is “wasteful,” *“unconscion-
able,” or “shocking.”

The courts considered themselves bound to reach this result despite
evidence of their concern over the reasonableness of the advisory
fees. In Acampora v. Birkland, supra, the court stated:

Certainly, the one-half of one percent approach leaves a
great deal to be desired (even though counsel does not
now challenge the propriety of this). Such a guaranteed
fee fails to take into account success or failure of the advisory
effort. Still another bad feature is that its probable increase
is disproportionate to the value of the services rendered.'®®

The courts viewed the level of the advisory fee as a consequence
of the industry structure sanctioned by the Act. The court in Saxe
v. Brady, supra, 184 A. 2d at 616, stated:

If the fund management company format is to be legally
questioned, such inquiry must come from some other
place.l®

IF the law continues to develop in the direction indicated by the
cases discussed above, the Act will not protect adequately those who
invest in investment companies. Such a result was not intended by
the Congress in 1940 when it sanctioned the continuance of the ex-
ternal management structure in the investment company industry.
The Court of Appeals for the First Circuit has noted that section 1(b),
the preamble to the Aet,*® “in effect codifies the fiduciary obligations
placed upon officers and directors of investment companies.” ®* In
the Commission’s view, the duty of investment company managers
to deal fairly with companies they serve is a basic fiduciary obligation.

The Act, however, does not explicitly implement this obligation
with respect to management compensation. Generally it places no

17 See ch. IT at pp. %

188 Senate Hearings

18 220 F. Supp. at 547-548.

10 See also Seminsky v. Ahhott, 1944, 2d 549 552 (Del. Ch., 1963) Taussig v. Wellington Fund, Inc., 187F
Supp. 179,197 (D. Del,, 1960, affirmed, 313 F. id 972, certiorari denied, 374 U.8. 806 (1963);l§“Th Court is
mindful that seemingly many practicesprevail in thisindustry that in other areasare legally and economi.
callgintolerable * **7 i o . .

wrSubsec. (b)(2) of see. 1states that “the national public interest and the interest of investors are
a?verselyaﬁecte,d——(z) when investment companiesare organized,operated, managed * % %'in the interest
of directors_officers investment advisers * * * or other affiliated persons thereof * * * rather than in the
interest of all classes of such companies’ security holders.” X i i

182 4ldred Investment Trust v. S.E.C.; 151F. 20 254, 260 (C.A. 1, 1945), certiorari denied, 326 U.8, 795 (1946).
The Court there foundthat the controllingpersons of an mvestment company caused 1t'to invest 30 percemnt
of its assetsin arace track, a business about which they knew nothing, and then proceeded fo install them-
selves &5 officersdf the race track at “handsome” salaries. The court agreed with the Commission that
these activities along with other abuses, constituted “gross misconduet’’ and “gross abuse of trust.” within
the meaning of sec. 36 f the act, enjoined the defendantsfrom continuing to serve as officers and directors
of the investment company, and appointed a receiver for the company.
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express limits on the amount of such compensation!® and, in contrast
to the regulatory controlsimposed on most other types of dealings be-
tween investment companies and their affiliated persons,® it gives no
?xpress recognition to the duty of fairnessin connectionwith advisory
ees.

Absent express recognition o the duty to charge reasonable fees in
the area of management compensation, the means provided in the Act
for the enforcement of that duty in this area are unclear and inap-
propriate. For example, section 36 of the Act authorizes the Commis-
sion to seek injunctions against principal underwriters, investment
advisersand certain other persons affiliated with investment companies
who are “guilty” o “gross misconduct” or “gross abuse of trust” from
serving in such capacities permanently or for such time as the court
deems appropriate. In the Commission’s view, section 36 should be
broadly construed so as to effectuate the remedial purposes o the Act.
But regardless o whether it can fairly be construed to affect current
levels of advisory fees, the very harshness of the sanction provided forin
that section impairs its usefulness in modifying advisory fee rates
commonly charged in the industry. The failure of & mutual fund
adviser to share the economies of size with the fund it serves does not
suggest that it has not otherwise discharged its obligations faithfully.
Pending consideration by the Commission and Congress of more ap-
propriate means for achieving more adequate controls over investment
company management compensation, the Commissionhas been reluct-
ant to stigmatize advisers with charges of “gross abuse of trust” solely
because they have adhered to the traditional pattern of fee rates in
the industry.

Because the Act fails to articulate clearly the standard by which
the propriety o managerial compensation should be measured, it
makes for uncertainty and impairs rather than strengthens the fidu-
ciary obligation of investment companﬁ managers to refrain from
compensating themselves unfairly. If the Act is to be an effective
force for fairness and equity in this area, the “few elementary safe
guards,”” deemed adequate for the industry of 1940 must now be
supplemented.

7. The Commission’s recommendations

(a) A statutory standard of reasonableness

The analysis of the shareholder fee litigation not only underscores
the need for changes in existing statutory provisions relating to man-
agement compensationin the investment company industry but points
to the direction which these changes should take. It makes clear the
need to incorporate into the Act a clearly expressed and readily en-
forceable standard that would measure the fairness of compensation
paid by investment companies for services furnished by those who
occupy a fiduciary relationship to such companies. The Act now
contains an express standard of reasonableness which operates effec-
tively as to transactions involving the lending of money or the pur-
chase or sale of securities or other propert?/ between on the one hand
investment companies and their controlled companies and on the
18 Only in one very limited situation does the Act impose an express restrictionon advisory fees. That
restriction, which is of little practical importance today, appears in sec. 10(d), which permits no load funds
to have boards of directors “all of the members of which, except one, are affiliatedpersons of the investment
adviser of such company, or are officersor employees of such company, if * * * such investmentadviser
does not receive a management fee exceeding 1 perr centum per annum of the value of such company’s net
assets averaged over the year or taken as of a definite date or dates within the year” and if certain other

conditionsare met.
194 See p. 141, supra.



