Fund of Funds Flexibility

by W. John McGuire and Holly Hunter-Ceci

n July 19, 2006, the Securities and Exchange Commission (SEC) adopted

the long-awaited “funds of funds” rules that were originally proposed in
October 2003 (Adopting Release).! New Rules 12d1-1, 12d1-2, and 12d1-
3 under the Investment Company Act of 1940 (1940 Act) (New Rules)

provide greater flexibility to funds by permitting (1) cash sweep arrangements with registered

and unregistered funds, (2) affiliated funds of funds to invest in shares of unaffiliated funds

and other securities, and (3) funds of funds that rely on Section 12(1)(F) to impose a sales

load and distribution fee structure that complies with the NASD limits. Forms N-1A, N-2,

N-3, N-4, and N-6 (Forms) were also amended to require disclosure of the underlying funds’

fees and expenses.

The New Rules and Form amendments became
effective July 31, 2006. Both new registration state-
ments and post-effective amendments that are
annual updates to effective registration statements
filed on or after January 2, 2007, must reflect the
new Form amendments.

In general, the New Rules provide much greater
flexibility to funds that invest only a portion of
their assets in other funds and to true funds of
funds. The New Rules add flexibility in structuring
sales loads, implementing investment strategies,
and using cash sweep vehicles, including using
unregistered funds for cash sweeps. The SEC also
has eliminated many of the conditions contained in
prior section 12(d)(1) exemptive orders. However,
the SEC reiterated its position that fund boards,
though not strictly required, should carefully review
the funds of funds arrangements for conflicts of
interest and duplicative advisory expenses.

W. John McGQGuire is a Partner and Holly Hunter-Ceci
is an Associate with Morgan, Lewis & Bockius LLP in
Washington, DC. Copyright © 2006 Morgan, Lewis &
Bockius LLP.

Background: Sections 12(d)(1)(A) and (B)

Congress enacted Section 12(d)(1) (then Section
12(c)(1)) of the 1940 Act as a result of the SEC’s
Investment Trust Study.2 The Investment Trust
Study found that companies could create com-
plicated pyramid investment company structures
by obtaining control of one investment company
and causing it to invest in another investment
company, and so forth until the company at the
pyramid’s top was able to control multiple levels
of investment companies and their assets. In addi-
tion, the value of a pyramid investment company’s
shares was subject to extreme volatility because of
the impact of leverage on multiple levels of invest-
ment companies. Further, fund of fund share-
holders, due to the complexity of the pyramid
structures, had little idea of who controlled the
pyramids and how these control persons exerted
their influence to cause the fund to buy shares
of affiliated companies and provide underwriting
opportunities to affiliated brokers.? As a result of
the Investment Trust Study’s findings, the 1940
Act has always contained restrictions in Section
12 on how much a registered investment company
could purchase of another investment company.*
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Congress amended Section 12 in 1970 to close a
loophole exploited by foreign-based fund holding
companies.> Before the amendment, the Section’s
restrictions applied to only registered investment
companies, which meant that unregistered invest-
ment companies could invest, without limit, in
shares of registered investment companies. In the
aftermath of the activities of these unregistered
fund holding companies, the SEC’s report to
Congress, Public Policy Implications of Investment
Company Growth (PPI Report) described fund of
fund abuses that included (1) the threat of large-
scale redemptions of the acquired fund’s shares;
(2) layering of fees and expenses (such a sales
loads, advisory fees, and administrative costs); (3)
“largely illusory” diversification benefits; and (4)
unnecessary complexity.® As a result of the PPI
Report, Congress revised Section 12(d)(1) to be
the present Sections 12(d)(1)(A) and 12(d)(1)(B).”

Section 12(d)(1)(A) restricts an investment com-
pany’s ownership of other investment companies.
It prohibits (1) an investment company, including
an unregistered investment company, and any
other companies it controls, from acquiring secu-
rities of a registered investment company and (2)
a registered investment company, and any other

ASPEN PUBLISHERS

“INVESTMENT

LAWYER

covering legal and regulatory
issues of asset management

© 2006 by Aspen Publishers. All Rights Reserved

The Investment Lawyer (ISSN 1075-4512) (USPS P0000-062) is
published monthly for $410 per year, $697 for two years, $984 for
three years, and a single issue is $41 by Aspen Publishers, at 76
Ninth Avenue, New York, NY 10011. Postmaster: Send address
changes to The Investment Lawyer, Aspen Publishers Distribution
Center 7201 McKinney Circle, Frederick, MD 21704,

Permission requests: For information on how to obtain permission to
reproduce content, please go to the Aspen Publishers website at www.
aspenpublishers.com/permissions. Purchasing reprints: For customized
article reprints, please contact FosteReprints at 866-879-9144 or go to
the FosteReprints website at www.fostereprints.com..

This publication is designed to provide accurate and authoritative
information in regard to the subject matter covered. It is sold with
the understanding that the publisher is not engaged in rendering
legal, accounting, or other professional services. If legal advice or
other professional assistance is required, the services of a compe-
tent professional person should be sought.—From a Declaration
of Principles jointly adopted by Committee of the American Bar
Association and a Committee of Publishers and Associations.

Visit Aspen’s Web site www.aspenpublishers.com

companies it controls, from aquiring securities of

an investment company, including an unregistered

investment company, if such securities exceed the

following limits:

1. 3 percent of the total outstanding voting stock
of the acquired company;

2. More than 5 percent of the total assets of the
acquiring company; or

3. More than 10 percent of the total assets of the
acquiring company, together with the securi-
ties of any other investment companies.

Section 12(d)(1)(B) restricts investment compa-
ny pyramiding by limiting the amount a registered
investment company can sell to another investment
company. It prohibits a registered open-end invest-
ment company, its principal underwriter, and any
other broker-dealer from selling the investment
company’s shares to another investment company,
including an unregistered investment company, if
the sale will cause:

1. The acquiring company to own more than
3 percent of the acquired company’s voting
stock; or

2. More than 10 percent of the acquired compa-
ny’s voting stock to be owned by investment
companies generally.

The result of Sections 12(d)(1)(A) and (B) act-
ing together are that investment companies are
permitted to take only small positions in other
investment companies.

Cash Sweeps: Rule 12d1-1

Over the years, and as a result of more than
80 exemptive applications,8 the SEC became
convinced that cash sweep money market fund
arrangements (when a fund invests excess cash in
a money market fund for a short period of time)
did not present the abuses set forth in the PPI
Report or the Investment Trust Study.® New Rule
12d1-1 permits investment companies, including
closed-end funds, unregistered funds, and business
development companies, to invest in registered
and unregistered money market funds (provided
that the unregistered money market fund complies
with certain conditions as described subsequently)
without limit. 10

Registered Money Market Funds

However, the SEC noted that a fund’s invest-
ment in money market funds would subject the
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investing fund to the potential layering of expens-
es. As a result, the Rule prohibits the fund from
paying a sales load, distribution fees, or service
fees on acquired money market fund shares, unless
the fund’s adviser waives a sufficient amount of its
fee to cover the cost of the money market fund’s
sales load or distribution fees.!!

Unregistered Money Market Funds

As previously stated, for a fund to invest in
an unregistered money market fund beyond the
Section 12(d)(1) limits, the unregistered Money
Market fund must comply with certain conditions.
These conditions, while less onerous than the con-
ditions found in the cash sweep exemptive orders,
remain significant.

First, an unregistered money market fund’s
investment adviser must be registered with the
SEC. In addition, the investing fund must “rea-
sonably believe” that the unregistered money
market fund operates in compliance with Rule
2a-7, Sections 17(a), 17(d), 17(e), Section 18,
and Section 22(¢) and has adopted procedures
designed to ensure compliance with those provi-
sions (Procedures).!2 The SEC noted that the
investing fund could receive a representation from
the money market fund or its adviser certifying
that the money market fund would comply in all
material aspects with the Rule’s applicable require-
ments. So long as the fund has no reason to believe
that the money market fund is not complying with
its representation, the fund could be assured that it
met the Rule’s standard of reasonable belief.!3

The unregistered money market fund must
also maintain books and records describing the
Procedures, maintain the records required by
Rules 31a-1(b)(1), 31a-1(b)(2)(ii), 31a-1(b)(2)(iv),
and 3la-1(b)(9), and preserve permanently, the
first two years in an easily accessible place, all
books and records required to be made under the
Procedures (collectively, Required Records). The
unregistered money market fund is also required
to make these Required Records available to the
SEC and its staff.

In addition to exempting a fund from Sections
12(d)(1)(A) and 12(d)(1)(B), the Rule provides
an exemption from Section 17(a) and Rule 17d-
1, which govern affiliated and joint transactions,
respectively,!4 and provides an exemption from
certain monitoring and recordkeeping require-
ments under Rule 17e-1. The exemptions from
Rule 17e-1 provide that if a fund becomes affili-
ated with a broker, or more precisely, becomes an
affiliate of an affiliate of the broker because the

fund owns more than 5 percent of a money market
fund (and the broker and the money market fund
are otherwise affiliates), the fund’s commissions
paid to the affiliated broker will be deemed as
not exceeding the usual and customary broker’s
commission under Section 17(e)(2)(A). Therefore,
if a fund becomes affiliated with a broker simply
because both the fund and broker are affiliates of
the money market fund in which the fund invests,
any commissions the fund pays to the affiliated
broker are not subject to the Fund’s Rule 17¢-1
procedures. 15

However, the SEC has not made corresponding
amendments to Form N-1A disclosure require-
ments. An open-end fund will have to report the
commissions paid to these “affiliated” brokers
in its statement of additional information (SAI)
as part of the requirements of Item 16.16 As a
result, open-end funds will have to monitor these
inadvertent broker affiliations in order to disclose
them in the SAI. One relatively easy method for
determining which brokers a fund needs to track
is to review the money market fund’s most recent
SAI for a list of affiliated brokers. Of course, it is
significantly more difficult for open-end funds to
monitor their affiliations with unregistered money
market funds, which have no requirement to annu-
ally update their offering materials. In general, the
information unregistered funds typically provide
to investors is less transparent. Therefore, it will be
difficult for an open-end fund to obtain informa-
tion about an unaftfiliated and unregistered money
market fund’s affiliated brokers without coopera-
tion from the money market fund.

Changes from Existing Exemptive Orders

The new Rule codifies many of the condi-
tions of numerous exemptive orders the SEC has
granted over the years, but generally provides
greater flexibility. For example, prior exemptive
order conditions limited a fund’s investment to
25 percent of the investing fund’s total assets and
required the fund to “determine,” rather than the
Rule’s lesser standard of “reasonably believe,”
that an unregistered money market fund complied
with Rule 2a-7, adopted and complied with the
Procedures, and adhered to the recordkeeping
requirements identified.!”

Prior orders also required the fund’s adviser
to provide the fund’s board (Board) with specific
information regarding the approximate cost of
managing the fund’s investment of idle cash. The
Board was required to review this information
as part of its approval of the investment advi-
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sory agreement as required by Section 15(c) (15(c)
Meeting). In reviewing the information, the Board
was required to consider whether the investment
advisory fees should be reduced as a consequence
of duplicative management services provided by
the cash sweep. The 15(c) Meeting’s minutes were
also required to reflect the Board’s consideration
and findings regarding the potential advisory fee
duplication.

Now, instead of requiring the Board to make
such a determination and memorialize it in the
15(c) Meeting minutes, the SEC stated in the
Adopting Release that Fund directors should
exercise their fiduciary duties in overseeing the
fees charged by the cash sweep arrangement. In a
footnote, however, the SEC reiterated the condi-
tions of prior orders, stating that “to the extent
advisory services are being performed by another
person, such as the adviser to an acquired money
market fund, [the Board’s] fiduciary duty would
require an acquiring fund’s adviser to reduce its
fee by the amount that represents compensation
for the services performed by the other person.”18
Nonetheless, for the Board to be able to con-
sider whether the advisory fees of the Fund and
cash sweep are duplicative, the Board will need
information on these fees. Moreover, the most
likely time for this review to occur would be at
the 15(c) Meeting. It also seems likely that this
discussion would be part of the 15(c) Meeting
minutes or in the shareholder reports as part
of the disclosure of the Board’s approval of the
advisory contract(s).19 Therefore, while not part
of the Rule, the SEC appears to have grafted at
least some of prior exemptive orders’ conditions
onto the Rule by this footnote in the Adopting
Release.

Greater Flexibility for Affiliated Fund of
Funds Arrangements: Rule 12d1-2

Section 12(d)(1)(G)

The National Securities Market Improvement
Act of 1996 added Section 12(d)(1)(G) to the 1940
Act.20 Section 12(d)(1)(G) permits open-end funds
and unit investment trusts (UITs) to purchase
shares of other open-end funds and UITs, respec-
tively, in excess of the limits of Section 12(d)(1)(A)
provided that the funds and/or UITs are part of
the same group of investment companies (i.e.,
part of the same fund family). Under the section,
these affiliated funds of funds can only invest in
funds in the same fund family, US Government

securities, and short-term paper. In addition, sales
loads and distribution fees, aggregated at the first
and second tier levels, must not exceed the NASD
limits set forth in Conduct Rule 2830(d) (Sales
Charge Limits).2!

Rule 12d1-2: Investments in Unaffiliated Funds
and Other Securities

New Rule 12d1-2 provides much greater flex-
ibility to affiliated funds of funds. It permits these
funds to invest in other securities, such as stocks
and bonds and unaffiliated funds, provided that
the investment in unaffiliated funds is in reliance
on, and within the limits of, Section 12(d)(1)(A)
or Section 12(d)(1)(F) (Section 12(d)(1)(F) is dis-
cussed in more detail infra). In addition, (1) the
fund’s investment in unaffiliated funds must be
consistent with its investment policies, (2) the total
distribution and sales expenses aggregated for
the acquired and acquiring fund must not exceed
the Sales Charge Limits, and (3) each underly-
ing affiliated fund, except any underlying money
market funds, must have a policy that prohibits it
from acquiring any securities of registered invest-
ment companies or UITs in reliance on Section
12(d)(1)(G) or (F), and any rules thereunder.
Rule 12d1-2(a)(3) also provides that a fund of
funds may invest in money market funds in accor-
dance with Rule 12d1-1 (i.e., beyond the Section
12(d)(1)(a) limits).

Changes from Exemptive Orders. As with cash
sweep exemptive orders, there have been several
exemptive orders allowing funds of funds oth-
erwise relying on Section 12(d)(1)(G) to invest
in other securities and unaffiliated funds. Rule
12d1-2 is less restrictive than the conditions of
those prior exemptive orders.22 For example, prior
orders required a fund that inadvertently obtained
control through a decrease in an unaffiliated
acquired fund’s shares to vote its shares in propor-
tion with the other acquired fund shareholders (in
the case of a separate account, it also could seek
voting instructions from its contract owners). In
addition, a fund of funds or its affiliates could
not receive any compensation from an unaffiliated
fund or an unaffiliated fund affiliate in connection
with any services, transactions, or the investment
by the fund of funds in the unaffiliated fund.

Consistent with exemptive orders for cash sweeps,
prior exemptive orders also required the invest-
ing fund’s board to consider at its 15(c) Meeting
whether the investment advisory fees should be
reduced to account for reduced services being pro-
vided by the underlying funds. The minutes of the
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15(c) Meeting were required to discuss the board’s
consideration and findings.23 All of these prior
conditions have been completely discarded.?4

Greater Flexibility and Greater Potential
Conflicts. While Rule 12d1-2 offers much greater
flexibility to a fund of funds relying on Section
12(d)(1)(G) by permitting investments in securi-
ties and unaffiliated funds, those funds need to be
sensitive to the greater potential for conflicts of
interest. For example, an affiliated fund of funds
previously had little or no choice but to invest in
affiliated funds. Now, however, there is an option
to invest in an unaffiliated fund, and the unaf-
filiated fund may be cheaper and have a better
performance record than its affiliated equivalent.
Further, exchange traded funds (popularly known
as ETFs) tend to have lower expense ratios than
actively-managed funds and, in some instances,
index mutual funds.

Greater Flexibility in Structuring Sales
Loads: Rule 12d1-3

Section 12(d)(1)(F), which has been part of the
1940 Act since its adoption, provides an excep-
tion from the limits of Section 12(d)(1). It permits
registered investment companies, including open-
end and closed-end funds, and their affiliates to
purchase up to 3 percent of an underlying fund’s
securities provided that the fund’s sales load does
not exceed 1.5 percent.25 Section 12(d)(1)(F) also
provides that the acquired fund is not obligated to
redeem its securities, held by a fund relying on this
section, in an amount exceeding one percent of its
total outstanding securities during a 30-day period.
Finally, the acquiring fund must either vote its
underlying fund shares in proportion with the other
outstanding underlying fund shares, or it must seek
voting instructions from its shareholders.

New Rule 12d1-3 provides that funds relying
on Section 12(d)(1)(F) may charge a sales load
greater than 1.5 percent, so long as an investor’s
total distribution and sales expenses do not exceed
the Sales Charge Limits. This codifies the condi-
tions of exemptive orders in permitting funds to
charge sales load and distribution expenses up to
the Sales Charge Limits.26

Amendments to the Forms

Until now, the Forms did not necessarily con-
template disclosure regarding investments in other
funds. Now, whether a fund is relying on one of
the New Rules, or otherwise investing in other
funds, the amendments to the Forms now require

specific disclosure regarding those investments.
The amendments to each Form are substantially
similar. Any registered investment company that
invests in shares of another fund must include
in the fee table of the prospectus an additional
line item, “Acquired Fund Fees and Expenses,”
although a fund may use another term to describe
the acquired fund. This line item should appear
directly above the line item “Total Annual Fund
Operating Expenses,” or the Form’s equivalent.

The expenses of the underlying fund (including
a feeder fund, in case of a master-feeder arrange-
ment) should include not only the total annual
operating expenses of the underlying fund, but
also any transaction fees, such as redemption fees
or purchase fees, paid over the past year, using
the average invested balance and the number of
actual days invested in each underlying fund.
These underlying fund expenses should be based
on the underlying funds’ net expenses (which
would include any waivers) as reported in their
most recent shareholder report. As a result, the
total annual operating expenses may not match
the expense ratio set forth in the financial high-
lights, because the ratio in the financial highlights
does not take into account the underlying fund
operating expenses or transaction fees. Each Form
provides that a fund may elect to disclose this
inconsistency in a footnote to the fee table.

If the underlying fund is new and has not pro-
vided a shareholder report, the acquiring fund
should use the ratio of expenses to average net
assets for the underlying fund’s most recent com-
munication to the fund.?’” A new acquiring fund
should estimate the underlying fund expenses
based on those underlying funds in which it
intends to invest, and disclose in a footnote that
the expense is an estimate.

If the underlying fund expenses do not exceed
0.01 percent of the average net assets of the acquir-
ing fund, the line item may be omitted from the fee
table. Instead, any underlying fund expenses would
be included in the “Other Expenses” line item.

As with the other Forms, the Form N-2 amend-
ments require a registered closed-end fund of funds
to disclose, as a separate line item in the fee table, its
fees and expenses incurred by investing in underly-
ing funds. Particularly relevant to closed-end funds
of hedge funds, these underlying fund fees and
expenses should include performance fees, manage-
ment fees and expenses, transaction fees, and any
incentive allocations (fees based on appreciation,
capital gains, or a share of income) charged by the
underlying funds.28 These underlying fund fees and
expenses should not include any performance fees
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that are calculated solely on the realization and/or
distribution of gains or the sum of the realization
and/or distribution of gains and unrealized appre-
ciation of assets distributed in-kind.2?

The fund of funds must determine the expenses
it paid to the underlying funds over the past fis-
cal year in addition to any proposed investments
financed with the proceeds of its present offering,
as calculated based on what they would have been
for the past fiscal year. Funds must include a foot-
note disclosing the underlying funds’ typical incen-
tive fees and a statement that incentive fees may be
higher or lower based on the performance of the
underlying funds, which may fluctuate over time.30

Summary

The New Rules provide much needed flex-
ibility to fund of funds arrangements, particu-
larly for cash sweeps and affiliated fund of funds.
Although many funds of funds have improvised
methods to disclose the expense of investing in
underlying funds, the Form amendments will pro-
vide investors with a uniform method of provid-
ing for transparency of expenses. Arguably, this
uniform disclosure could lead to more competitive
pricing for fund of funds. However, even with the
New Rules and the Form amendments, funds and
their Boards should remain sensitive to potential
conflicts of interests and the unnecessary duplica-
tion of advisory fees.
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