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November 25, 2009 
 

Thoughts on Director Donohue’s Speech at the Independent Directors Council's 
Investment Company Directors Conference  

 We have received inquiries concerning several matters of Maryland law 
mentioned in the recent speech of Andrew J. “Buddy” Donohue, Director of the Division of 
Investment Management of the Securities and Exchange Commission.  We have known and 
worked with Buddy Donohue for many years both before and during his current tenure at the 
SEC and we have the highest regard for him as an investment management lawyer and a 
regulator.  Our thoughts are offered in a spirit of constructive exchange.   

 We were pleased to see that Mr. Donohue recognized “that a fund’s proposed 
response to certain challenges, particularly in the closed-end space, may have a salutary purpose, 
such as to defend against arbitrageurs attempting to make a short-term profit in funds trading at a 
discount to net asset value potentially at the expense of long-term investors.”  We also agree with 
him that “the interest of arbitrageurs may conflict with the interests of long-term fund investors 
and the funds must perform a difficult balancing act.”  Executing this difficult balancing act is, of 
course, entrusted to the board of directors, which is charged under Maryland law, as elsewhere, 
with directing the management of the business and affairs of the fund.  In discharging this 
responsibility, each director of a Maryland corporation is required to act “in a manner he [or she] 
reasonably believes to be in the best interests of the corporation.”  (Emphasis added.)  This 
requirement necessarily means that “conflicts” in the interests of stockholders must be resolved 
in what the board reasonably believes is in the corporation’s best interests.    

 We further agree that “in reacting to these challenges, fund boards must be 
prudent in their responses in order to fulfill their” duties under applicable law. 

 In light of these introductory statements, it was, therefore, surprising to us that 
Mr. Donohue immediately moved on to question the use of certain “tactics” of “management 
entrenchment.” 

 First, Mr. Donohue questioned whether adoption of a shareholder rights plan or 
opting in to the Maryland Control Share Acquisition Act would be (a) consistent with federal law 
and (b) in the best interests of the fund and its shareholders, specifically invoking Sections 18(d) 
and 23(b) of the Investment Company Act of 1940.    

 Shareholder Rights Plans.  Section 18(d) generally proscribes the issuance of any 
warrant or right to subscribe for or purchase a security of a fund with a limited exception for 
warrants or rights expiring in 120 days and issued “exclusively and ratably” to a class of the 
fund’s security holders.  Mr. Donohue said:  “By its very nature, the poison pill excludes from its 
purview any shareholder who owns shares above a certain percentage.  As such, we question 
whether such device constitutes a ‘ratable’ issuance.”  Mr. Donahue overlooked the fact that the 
rights are issued as a dividend on each and every outstanding share, i.e., ratably.  The fact that 
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some of the rights may not be exercisable at some later time by a certain holder because of the 
number of shares acquired by that holder does not mean that the rights were not issued ratably.   

 Section 23(b) prohibits the sale by a closed-end fund of shares at less than net 
asset value upon the exercise of a warrant unless the warrant was issued in accordance with 
Section 18(d).  Treating a warrant and a right synonomously, it is clear as described in the 
preceding paragraph that rights issued under a stockholder rights plan satisfy the ratable-issuance 
requirement of Section 18(d).  Accordingly, the subsequent issuance of shares upon exercise of 
the rights (or warrants) does not violate Section 23(b).   

 Both the Section 18(d) and Section 23(b) issues were decided in the only case of 
which we are aware in which the adoption of a rights plan by a closed-end fund was litigated, 
Neuberger Berman Real Estate Income Fund, Inc. v. Lola Brown Trust No. 1B, 342 F.Supp.2d 
371 (D. Md. 2004).  There, the United States District Court for the District of Maryland, in an 
opinion by Judge (now Circuit Judge) Andre Davis specifically held that a rights plan adopted by 
a closed-end fund did not violate Section 18(d) or 23(b).  Judge Davis recognized that the rights 
had been distributed ratably to all shareholders and that the plan did not discriminate among 
shares but rather among shareholders.  “The poison pill does not change the fact that all shares 
are granted equal voting rights.  The triggering of the poison pill on the Distribution Date does 
not revoke voting rights from any shares.”  Neuberger, 342 F.Supp.2d at 376.  Judge Davis 
further noted that acquiring share holdings above the rights plan’s trigger was a voluntary act of 
a shareholder.  Indeed, in a later opinion in the same case, Judge Davis held that the board did 
not violate the 1940 Act “in adopting serial rights agreements” every 120 days “in the good faith 
belief that shareholder value was at risk.”   Neuberger Berman Real Estate Income Fund, Inc. v. 
Lola Brown Trust No. 1B, 485 F.Supp.2d 631, 639 (D. Md. 2007). 

 While we believe that adoption of a rights plan has limited utility for closed-end 
funds, it is our view that Judge Davis’s opinion is a correct interpretation of the relevant 
provisions of the 1940 Act.   

 Maryland Control Share Acquisition Act.  Mr. Donohue also questioned the 
validity of the Maryland Control Share Acquisition Act (“Control Share Act”) under Section 
18(i) of the 1940 Act.  Section 18(i) generally requires that “every share of stock” issued by a 
fund “shall be a voting stock and have equal voting rights with every other outstanding voting 
stock . . . .”  The Control Share Act will typically apply to a closed-end fund only after it has 
issued shares, as the board must affirmatively opt in to the Act.  The shares themselves, at 
issuance and all times thereafter, are voting securities.  If the shares are acquired by a certain 
type of holder, then that holder may not, in the words of the Control Share Act, “exercise or 
direct the exercise of voting power . . . .”  Although he did not decide the Control Share Act issue 
in his 2004 opinion, Judge Davis offered “some observations on the issue” that, together with his 
ruling on the rights plan issue, suggest that he did not think that the Control Share Act violated 
Section 18(i).  In addition, the voting power of shares in the hands of a more-than-ten-percent 
holder can be transferred by the holder by means of an irrevocable proxy to a less-than-ten-
percent holder.   Finally, the Supreme Court has upheld the constitutionality of the Indiana 
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Control Share Acquisition Act, which is substantially similar to the Maryland statute, in an 
opinion in which Justice Powell declared:  “No principle of corporation law and practice is more 
firmly established than a State’s authority to regulate domestic corporations, including the 
authority to define the voting rights of shareholders.”  CTS Corp. v. Dynamics Corp., 481 U.S. 
69, 89 (1987).  

 Thus, it is our view that the Maryland Control Share Acquisition Act does not 
violate Section 18(i).  We are not aware of any judicial decision or published SEC regulation or 
interpretation suggesting that Section 18(i) preempts the Control Share Act.   

Finally, fund boards should deliberate carefully before opting in to the Control 
Share Act as it permits a person proposing to acquire more than the ten percent of the voting 
power (even a person who has not bought a single share) to compel the holding of a special 
meeting of stockholders to consider whether the holder should have voting rights.   For 
approximately 20 years since control share acquisition statutes were first enacted in over 20 
states, it has been the conventional wisdom among takeover defense lawyers that the time, cost 
and distraction of permitting an acquiring person an open forum outweighs any advantage of 
holding the acquiring person’s voting power to below the statutory ten percent threshold.  On the 
other hand, closed-end funds have only limited power to adopt provisions such as poison pills to 
defend against attacks.  Therefore, the costs of permitting a special meeting of stockholders may 
be outweighed by the advantage of limiting an acquiring person’s voting rights (unless that 
person can obtain the required two-thirds of all the disinterested votes entitled to be cast on the 
matter).  This is particularly true where the fund is faced with a possible forced liquidation. 

 
 Next, Mr. Donohue addressed three other management entrenchment “tactics.” 

 Delaying Annual Meeting.  According to Mr. Donohue, “some closed-end funds . 
. . have delayed for many months the holding of an annual meeting and some have changed their 
by-laws to give the board discretion on when to call a shareholder meeting.  If a dissident 
shareholder has enough shares to elect an insurgent slate of directors, the effect of the delay is to 
postpone the ability of the shareholder to replace the existing board.”  We are not aware that 
delaying annual meetings is a widespread practice among closed-end funds, despite the fact that 
Maryland, unlike Delaware, does not have a statute requiring an annual meeting to be held 
within 13 months of the prior annual meeting.  In the small number of cases which we have 
litigated on this issue, it has been our experience that a short delay is not likely to be overturned 
by a court; however, as the delay increases, the burden on a stockholder seeking to compel the 
holding of the meeting decreases and the need for justification by the corporation for the delay 
increases.  Generally, there is at least some reason for delaying the meeting, e.g., negotiation 
with dissident stockholders or a desire to avoid a subsequent special meeting of stockholders to 
vote on a proposal that is still being developed.  Finally, most advance notice bylaws provide that 
the window for nominations for director is re-opened if the company delays its annual meeting 
by more than 30 days. 
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 Majority-of-Outstanding Vote Requirement for Election of Directors.  Mr. 
Donohue noted:  “For a few funds . . ., election of a director requires the affirmative vote of a 
majority of the outstanding shares.  In a contested election, neither incumbents nor insurgents 
can garner the required vote; however, under Maryland law, incumbents are entitled to hold over 
until a successor is elected.  In my view, this amounts to an anti-takeover device that keeps the 
existing board in place.”  Contrary to Mr. Donohue’s statement, it is not inevitable that neither 
the incumbents nor the insurgents will be able to win a majority of the votes entitled to be cast by 
holders of outstanding shares.  Nevertheless, we too are aware of only a “few” funds that have 
adopted a majority-of-the-outstanding as the vote requirement for the election of directors.  
Finally, Maryland is not unique in having a holdover director statute.  

 Director Qualifications.  Mr. Donohue said that “a fund will adopt a by-law that 
mandates certain qualifications for director nominees, but exempts existing directors, including 
those affiliated with the fund’s adviser.  Again, this results in additional hurdles for the 
replacement of existing directors and the entrenchment of existing management.”  In our 
experience, only a few closed-end funds, principally geographically-oriented ones, have adopted 
director qualification bylaws.  In those cases, the qualifications have generally related directly to 
the fund’s investment objective, which in our view seems to be a reasonable requirement.  
Likewise, we do not believe that exempting existing directors or those affiliated with the fund’s 
advisor is necessarily unreasonable, especially in light of applicable independence requirements 
for fund directors.  Moreover, we do not believe that these types of requirements pose any 
significant “additional hurdles” in replacing existing directors as typically the qualifications can 
be satisfied by a large pool of potential candidates.   

 We note that much of Mr. Donohue’s remarks on the foregoing matters was 
directed at the exercise by directors of their duties in connection with adopting one or more of 
the measures discussed.  In this regard and in light of the continuing attack of short-term 
investors with an economic strategy of extinguishing closed-end funds, we reiterate our 
previously expressed view that new closed-end funds should consider adopting broad protective 
provisions in their original charter or bylaws so that there is no board action to challenge and so 
that they can say that every holder acquired their shares with notice of these provisions.    

 As always, my colleagues and I are available at any time to discuss these or other 
matters. 

      Jim Hanks      
 
 
 
 
 
 
This memorandum is not intended to provide legal advice or opinion. Such advice may only be given when related 
to specific fact situations for which Venable LLP has accepted an engagement as counsel to address. 
 


