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continue to serve nonfund clients **® or brokerage firms for whom the
management of the fund is but one of a variety of activities.’

No-load shares are sold by the fund itself with the aid of its invest-
ment adviser. The absence of a sales load precludes the development
of the complex distribution systems and the exertion of the vigorous
direct selling efforts characteristic of the load funds. No-load funds
employ no salesmen. However, they and their advisers stimulate
share sales®® by advertisements in newspapers and periodicals, stating
that the fund is a no-load fund and inviting requests for copies of its
prospectus.’®  And some no-load funds encourage brokers to recom-
mend their shares to prospective investors by directing their port-
folio brokerage business to those brokers who promote the sale of their
shares.®? Other significantsources of business are the adviser’sgeneral
nonfund advisory clientele,’®* recommendations by lawyers, bankers,
and others on whom people rely for investment advice; articles in the
financial press;*** the reputation of a particular fund for investment
expertise; and new investment by existing shareholders.2

These methods of obtaining business have been considerably less
effective than the load funds’ far more vigorous, personalized selling
drives. Hence the no-load funds have only a small share of total
mutual fund assets and shareholder accounts.®

E. THE PATTERN OF FEDERAL REGULATION

Although the Investment Company Act is the only Federal statute
expressly concerned with investment company regulation, three other
Federal securities statutes—the Securities Act of 1933 (“Securities
Act”), the Securities Exchange Act of 1934 (“Exchange Act”) and the
Investment Advisers Act of 1940 (“Advisers Act”)—also establish
significant regulatory controls over the investment company industry.

138 For example, T. Rowe Price Associates, Inc., which acts as investment adviser to T. Rowe Price
Growth Stock Fund, Inc. (June 30, 1966, assets approximately $224.1 million), the largest fund that has
consistently operated on the no-load principle, was a well-established private investment counselor long
before it entered the mutual fund business.  The aggregateassets that it manages for its nonfund advisory
clients are still far in excessof the assets of its fund clients. i .

1% These include such New York Stock Exchange firms as Ralph E. Samuel & Co,, which acts as invest-
ment adviser \:O_Energ%_l:und, Inc._(June 30, 1966, wets $49 mﬂhor]&i Wood, Struthers & Wmthr%), the
investment adviser t0 Pine Street Fund, Inc. (June 30, 1966, assets $43 million) and to DeVegh Mutual
Fund, Inc. (June 30, 1986, assets $22.1 million), and Lehman Bros., the investment adviser to the One
‘William Street Fund, Inc. (June 30, 1966, assets $231.6 million}, the largest of allno-load funds on that date
and currently the second largest no-load fund. . i
10 |jke the load fund advisers, the advisers to the no-load funds benefit from the augmented advisory
income—and in some cases brokerage commissions—made possible by the growth of the fundsthrough salés
of new fundshares. i B N i

©1 Advertisements relating to securities are regulated by the Securities Act of 1933. To prevent the avoid-
ance of the prospectus requirements of the Securities Act, the content of such advertisements is limited in
certain respects. Securities Act ssc., 2(10) (b) and rule 134 thereunder (17 C.F.R. sec. 230.134). Because of
these legal limitations on what ean and cannot be said, securities advertisements are usually called ¢ tomb-
stoneads.” Sincemutualfund shares are securities, advertisementswithrespect to them must comply with
these general rules. Because of the nature of mutual funds, advertisaments for their shares are somewhat
less restricted than the advertisements for other types of securities. See Securities Act Release No. 4709
(July 14,1964). Of course, the fund or itsadviser could reproauce the entire prospectus as a newspaper or
magazine advertisement.  (Principal underwriters of load funds have done s0.) But this entails con-
siderable cost, and no-load fundshave not utilized this means of advertising. .

182 Thismethod of stimulating sales is also available to the load funés (seepp. 5051, supra), who use it to
a greater extent than the no-load funds. ] i i

18 Many investment advisers either refuse or are reluctant to accept clients with assets below a certain
stipulated level. Prospective clients whose means are below that level are oftenadvised to buy shares in
the no-load fund that the adviser manages. On qccasion, nonfund clients recommend the fund‘s shares to
their friends and acquaintances. And some advisers encourage their employees to sell shares of no-load
funds under their management; at least one no-load fund adviser reinforcessuch encouragement by certain
monetary inducements.

18 Some financial writers ha e directed their readers attention to fhe no lsad fande,

19 Like the load funds, most no-load funds seek to induce existing shatel 11t purchas: ne “stare
with the income dividends and the capital gain distributions that th 2 3y pp 202-204, 2
infra. Many no-load funds also offer voluntary accumulation 34 1

1% See p. 52, supra
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To help clarify the Full scope of the regulatory patterr: governing the o
investment company industry and the special needs that tbe Act was
designed to meet, the discussion of the Act is prefaced by a brief
consideration of those other statutes.

1. The Securities Act

The Securities Act, the first of the Federal securities statutes,
is essentially a disclosure statute.’® Its primary effect is on the
initial distribution of securities. Its purpose is to provide purchasers -
of securities being offered by issuers, their controlling persons, and
underwriters with information material to informed investment
decisions.

To achieve that objective, it imposes the following requirements .
with respect to most such offerings: (1) The securities cannot be
offered to the public until a registration statement has been filed
with the Commission setting forth the information with respect to the
issuer, the nature of the security offered, and the terms of the offering
calledfor b?/ the Securities Act® and by the forms that the Commission
has promulgated pursuant to its authority: under that statute; (2) the
securities cannot be sold to the public until the registration statement
has become effective; and (3) a prospectus containing the basic infor-
mation in the registration statement must be delivered to each pur-
chaser.

The antifraud provisions of the Securities Act prohibit fraudulent
or deceptive statements in the offer or in the sale of securities ex-en if
the offering is exempt from registration. Violations of the Securities
Act may give rise to civil, and if willful, to criminal liabilities. The
Commission may also take administrative action by suspending the -
effectiveness of materially deficient registration statements (*'stop
orders”).®® A stop order brings offers and sales of the registered
security to a halt until the filing has been amended so as to conform
with the Securities Art's disclosure requirements. At that time the
stop order must be lifted and the registration statement declared
effective.’® The Commissiont as no power to approve or disapprove
any Security os to pass on its merits.

The impact of the Securities Act on most issuers of securities, in-
cluding closed-end investment companies, is irregular. They do not
come into contact with the Securities Act unless they wish to raise
additional capital by selling new securities to the public or unless their
controlling persons wish to distribute some or all of their holdings of
outstanding securities to the public. Registration statements under
the Securities Act relate to specific offerings. Thus, after the offering

157 Before1933 the regulation of the secuntresmarkets was left almost entirely to the States The specula’
tly]e cessesofthe 1920’3 and the gns mgdgsreat depression |ed to the ena.ctn&eqt % atbodg of Federal law
which has supplementedbut not displacéd State law controlsover securities distribution and trading. In
general. Federal-State relationships m this field can be summarized as follows Federal law establishes
nationw ide mnunum standards State law ma}{] and often dees 1npose additional and more stringent re-

uirements In Some Statesthe law empowers the adminstering official to passnpon themeritsof securities.

ursuant toshis wuthority, several States have prohibited the sale of contractual plans (see pp. 57-58_supra,
and pé) 223-247,in'ra) as well as the sale of shares of funds whose operating expenses exceed specified limits

165" See schedules A and B annexed to that statute .
169 Stop orders may be entered either before or after the distribution has been completed. In the latter
circumstance, a stop order is an effectiveway of bringin%rthe misleading character of the statement to the
attention Of the investing public  See Oklahome-Tezas Trustv S B C [100 F. 2d 888, 891 (C.A 10, 1939)

176 Stop orders apply onlly 1o the specific securities covered by the registration stateinent whose effective-
ness has hean suspended I facompany whoseregistration statement has been suspendedalso has securities
outstanding other than those covered hy the suspendedstatement, the stop order will not affecttrading n

such other securities. /M\\
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is over, the Securities Act makes no provision for keeping the state-
ment up to date.'™

Most mutual funds, on the other hand, are constantly making
public offerings of their own shares and are therefore in continuous
contact with the Securities Act. They revise their registration
statements at regular (usually annual) incervals.’ Just as with other
types of public offerings, if the Commission after appropriate notice
and a hearing (or an opportunity for a hearing) finds a u.utual fund’s
registration statement to be inaccurate or inadequate, it can termi-
nate the offer and sale of the fund’s shares by suspending the effec-
tiveness of its Securities Act registration statement.'™

2. The Exchange Act

(e) Commission regulation

The Exchange Act, enacted one year after the passage of the Secu-
rities Act, supplemented the earlier statute by establishing a system of
controls over both the exchange and the over-the-counter trading
markets for securities. Among the provisions of the Exchange Act that
bear most directly on the investment company industry are those
which establish administrative mechanisms to protect the public from
dishonest or irresponsible brokers and dealers.' The Exchange Act
requires most securities brokers and dealers to register with the Com-
mission and empowers the Commission to exclude persons and firnis
subject to specified disqualifications from most segments of the
securities business * and to take other remedial action against them.
Among the malpractices that have led to Commission action against
brokers and dealers are certain types of misconduct incident to the
distribution of mutual fund shares. They include switching investors
from fund to fund and charging them a sales load on each purchase,
timing and allocating purchases so as to deny customers the benefit
df breakpoints for quantity purchases "® and advising the purchase of
fund shares on the ground that a dividend is about to be distributed
without disclosing the fact that the amount of such dividend is re-

m Under the Exchange Act, however, a company filing a Securities Act registration statement must
comply with the Commission’s periodic reporting requirements for the fiscal year in which ¢the registration
statement became effective and thereafter if and as long as any class of securities t¢ which the registration
statement relates is held of record hy at least 300 persons and the company’s total assets exceed $1 million.

112 These revisions are necessary in order to increase the quantity of shares registered and to update the
financial and other information in the registration stazement.

1 For example, in Menaged Funds, Incarporated, 39 S.E.C. 3W (1959) the Commission suspended the effec-
tiveness of a mutual fund’s Securities Act registration statement because the prospectus misrepresented
the fund’s investment policy and failed to disclose that its investment adviser was not performing the
servicesrequired of it under its contract, that actual managerial authority over the fund had-heen delegated
%ﬁ a er(sjon vafho was not named in the prospectus, and that the board of directors gave scant attention to

e fund’s affairs.

174 The Exchange Act is 3 comprehensive statute with numerous other provisions. Notable among thes
other provisions are those applicable to issuers of securities in which there is a substantial public investo:
interest. - As a result of the 1964 amendments to the Exchange Act, most such issuers are now subject t¢
continuing disclosure requirements on a regalar basis and to controls over proxy solicitation and inside
trading. The direct irapact of these requirements on investment companies is quite limited becanse they
are governed by a comparable, and in some significant respeets, a more extensive group of disclosure require
ments and regulatory controls applicable only to them. However, the eontinuous stream of factual infor
mation that the Exchange Aect elicits from issuers is as great a benefit to investiment companies and thet
shareholders as it is to other investors. Similarly, the provisions of the Exchiange Act primarily concernec
with market meehapisms are significant to investnient companies as investors by protecting them froix
sharp and unfair practices in the securities markets.

173 Such action must be supported by a finding that the party or pacties against which it is directed eithe
willfully violated some provision of the Seaurities Act, the Exchange Act, Or the Commission’s rules under
those statutes, or has been convicted of or enjoined from certain specified types of misconducet, and by ¢
further finding that disciplinary action is in the public interest. The Cominission has 2 wide rangé o
diseretion with respect to the imaposition of sanctions. Tt may deny applications for registration as a hroke;
and dealer, revoke the registrations of registered brokers and dealers, suspend such registrations for appro
priate periods (not exceeding 12 months), bar individuals from associating themselves with registered hroker:
and dealers, or suspend their right to such assoelations for 2 period not in excess of 12 months, Il appropriate
under the eircumstances of a specific case, the Cominission can censure a respondent.

1% See p. 52. supra.
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62 IMPLICATIONS OF INVESTMENT COMPANY GROWTH

flected in the shares’net asset value so that the dividend will be simply
a return of the investor’sown money with the disadvantage, however,
that it is taxable to him as ordinary income.1™

(b) Cooperative regulation

The organized securities exchanges have for many years exercised

a measure of control over the qualifications and business practices of
their members and their members’ employees. These activities are
a significant protection for investors, including investment companies,
who buy and sell securities through exchange members.””® = With
respect to brokers and dealers who do an over-the-counter business,
Congress amended the Exchange Act in 1938 to authorize registration
with the Commission of assoclations of securities dealers the rules of
which must be designed to promote just and equitable principles of
trade.”’> The National Association of Securities Dealers, Inc.
(“NASD?”) is the only such association that has ever registered with
the Commission. ) )

NASD membership is an economic necessity for most broker-dealers
who participate in the underwriting phase o the securities business.
is so because the Exchange Act authorizes rules which prohibit
members from giving discounts or concessions to nonmembers and
because most securities dealers are NASD members. Virtually all
mutual fund underwriters which distribute shares through independent
broker-dealers are NASD members. Therefore, such broker-dealers
must, as a practical matter, belong to the NASD.1% )

. The NASD administers examinations to and passes on the qualifica-
tions of persons who seek to become members or to associate them-
selves with members. It assists in enforcing the statutes and rules
administered by the Commission and promulgates and enforces rules
of its own embodying a code of business ethics. The Association
performs its disciplinary functions by denying applications for mem-
bership and affiliationwith members and by imposing sanctions, which
may range from censure to expuision.' It assisted in the formula-
tion of the Commission’s Statement of Policy Relating to Investment
Company Sales Literature ** and maintains an Investment Company
Department which helps to enforce that policy and to guide associa-
tion members with respect to problems arising thereunder.'s

17 See, e.g., Russell L. Irish, SecuritiesExchange Act Release No. 7687, pp. 3-6 (August27, 1965), affirmed
sub mom. Irish V. SE.C., C.C.H. Fed. Sec. L. Rep. 191,830, —F. 2d— (C.A. 9, October 19 1966&; Mason.
ISM;ngn tgtCA’:z.,l%g_Sl.G%.C. 84, 90 (1953); Thomas Arthur Stewart, 20 S.E.C. 196, 201~202 (1945). See also Spemai

Un}éer the Exchan%e Act the Commission can take disciplinary action against principal underwriters
who sell fund shares hy means of prosgectus_e_sthat they know or should know to be false or _madequate.
See Imperial Financia?lSerylces, Inc., Securities Exchange Act Release No. 7684 (Aug. 26, 1965). While
such action, 1.e., a proceeding against the broker under the Exchange Act, does not preclude a stop order
roceeding against the registrasion statement under the Securities Act, there are situations m which the

XxchangeAct proceedln%ma be more appropriate. A factor to be considered is the effectthat a stop order
proceeding may have on the fund’sability to redeem its shares ifthe proceeding givesrise to a wave of re-
demptions at a time when the fund is precluded from selling new shares. X
chié;'léhgé%ogyllsgsgg? has broad supervisory power over the rules, and the practice ofthe exchanges. Ex-

179 The statute b%( whichthis was done is commorly known by the name of its sponsor asthe Maloney Act,
which became section15A. of the Exchange Act.  An attempt at self-regulation under the aegis of the Na-
tional Industrial Recovery Act of 1933 (48 Stat. 195) came to an end when that statute was held invalid in
Seheehter V. United States, 295 U.S. 495 (1935). . .

12 Membership in the NASD is open to everyone who passes the Association’s qualifyingexaminations
and is not barred by reason of his prior misconduct., i o i

181 Such disciplinary action is subject to Commission, and ultimately to judicial, review.

182 Securities Act Release No. lnvestment Company Act Release No. 2821 (Oct. 31,]9782.
18 The NASD’s activitiesin this area are described and evaluated in Special Study, pt. 4, 162-168.
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IMPLICATIONS OF INVESTMENT COMPANY GROWTH 63

(c) The 1964 amendments

A significant number of persons connected with the distribution
of mutual fund shares are not subject to the NASD’s self-regulator
jurisdiction. They are associated with principal underwriters whic
maintain their own captive sales forces.® Thus, they have no need
for discounts or concessions from other securities dealers. Until
recently the lack of controls ﬁcomparable to those of the NASD) over
the qualifications and the selling practices of persons in this segment
of the mutual fund business was a substantial gap in the overall
regulatory pattern. This gap was closed by the 1964 amendments to
the Exchange Act, which authorized the Commission to establish
controls of 1ts own over the 3ualifications and the business practices
d brokers and dealers that do not belong to a registered securities
dealers’ association such as the NASD and of persons associated with
such brokers and dealers.'®

3. The Investment Advisers Act of 1940

The Advisers Act, enacted as a companion to the Act,'®® regulates
the activities of those who receive compensation for advising others
with respect to investments in securities or are in the business of
issuing analyses or reports concerning securities. Like the Exchange
Act, the Advisers Act requires those subject to its provisions to register
with the Commission, prohibits fraudulent practices, and empowers
the Commission to discipline violators of the statute and of -its rules
thereunder.

The Advisers Act, however, exempts from the requirements of
registration and thus from the reach of the Commission’s administra-
tive sanctions under that statute ‘‘inyestment advisers whose only
clients are investment companies * * *.” ¥ Many mutual fund
advisers, particularly those which serve the larger funds and fund
complexes, are within this exemption. Although the exemption does
not run to the antifraud provisions of the Advisers Act *® or to Com-
mission rules thereunder, the Commission is limited in the enforce-
ment of these provisions against unregistered investment advisers to
injunctive suits in the courts and to transmitting evidence to the
Attorney General for purposes of criminal prosecution. However,
mutual fund advisers who also advise other persons must register with
the Commission under the Advisers Act and are subject to administra-
tive sanctions for willful violations of that statute incident to their
mutual fund activities.

4. The Investment Company Act

~The Securities Act, the Exchange Act, and the Advisers Act suploly
significant protections to investment company shareholders as well as
other investors. Primarily, however, those statutes are concerned
with disclosure and with the prevention of fraud. The Investment
Company Act takes a different approach. It reflects a belief that
investment companies present special problems which require that
disclosure and controls aimed at the prevention of fraud be supple-
mented by further regulation.

18¢ See p. 56, supra.

385 EXC amt;e_Agt, secs. 15(b)(8)-15(h) (10}, | .

1% The Act is title | and the Advisers Aet is title IX of Public Law No. 768, 76th Gong., 3d Sess., 54 Stat.
780 (1940) entitled “An Act To provide for the registrationand regulation of investment companies and
investment advisers, ard for other purposes.”

187 Sec. 203(b) (2).
188 See. 206.
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(@) The Investment Trust Study

The Act had its genesisin the Public Utility Holding Company Act
of 1935 (Holding Company Act). The Holding Company Act was
aimed at abuses resulting from the use of the holding company device
in the electric power and retail gas industries, abuses that had led to
enormous investor losses and to the neglect of consumer interests.!*®
Consideration of financial malpractices in this specialized field led to
concern over the broader but related problems presented by arrange-
ments for pooling the resources of public investors with a view to
security investments: Accordingly, the Holding Company Act
directed the Commission:

* % * to make a study of the functions and activities of
investment trusts and investment companies, the corporate
structures and investment policies of such trusts and com-
panies, the influence exerted by such trusts and companies
upon companies in which they are interested, and the in-
fluence exerted by interests affiliated with the management
of such trusts and companies upon their investment policies,
and to report the results of its study and its recommenda-
tions to the Congress * * *,1%0

Complying with that direction, the Commission made an exhaustive
study of the then infant investment company industry. Its report,
referred to herein as the ""Investment Trust Study,)' *** found that to
an alarming extent investment companies had been operated in the
interests of their managers and to the detriment of investors. A high
incidence of recklessness and improvidence was also noted. Insidérs
often viewed investment companies as sources of capital for business
ventures of their own®? and as captive markets for unsalable secu-
rities that they, the insiders, wished to convert into cash.'*  Control-
ling persons frequently took unfair advantage of the companies in
other ways,*® often using broad exculpatory clauses to insulate them
from liability for their wrongdoing.**® Outright larceny and embezzle-
ment were not uncommon.'*®  Managers were able to buy inrestment
company shares for less than net asset value, thus enriching themselves
at the shareholders' expense.'* _ _

In addition, reports to shareholders were often misleading and
deceptive.’®* Controlling positions in investment companies—repre-
sented by special classes of stock or by advisory contracts—were
bought and sold without the consent, or even the knowledge, of public
shareholders.’®® Basic investment policies were changed without
shareholder approval.2®® The advisory contracts themselves were
often long term and either noncancellable or cancellable only upon
the payment of a substantial penalty by the company.*® Salés loads

183 See Report of National Power Policy Committee, H.R. Doc. No. 137, 74th Cong., 15t sess. (1935); F.T.C.,
UtI|IH Corporations, S. Doc. No. 92, 70th Cong., 1st sess. 4 (1928-1935).
1% Holding Company Act, sec. 30.
151 See note 6 on p. 3 supra.
192 Investment Trust Study pt. 3, 2640-2720. X
13 |nvestment Trust Study: pt. 8, 2541. See also Senate Hearings 74.
1t See e.g., Senate Hearlngs 102-103.
%5 See: e.g., Investment Trust Study, pt. 3, 1914, 1924,
19 Senate Hearings, 58-62.
w7 See Investment Trust Study, pt. 3, 1922-1924,
18 See, e.g., Senate Hearings 154-155.
199 See e.g., Senate Hearings 122-131.

200 See, e.g., Senate Hearings 156-157.
201 [nvestment Trust Study, pt. 3, 1920-22.
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were as high as 20 percent.?”® Management fees charged in connection
with contractual plans sometimes bore no relationship to any actual
managerial services.?%

Often only a small portion of the first year’s payments in contractual
plans were ‘invested in underlying securities for the investor’s ac-
count.?® Because of extensive debt financing, fluctuations in the
value of portfolio securities had a disproportionately severe effect on
the value of investment company shares; highly leveraged capital
structures made investment company shares extremely speculative
and exposed those who purchased them to extraordinarily high
degrees of risk.?%

(b) Fundamental policies of the Act

The Investment Trust Study led Congress to conclude that the
“completely liquid, mobile and readily negotiable” assets of invest-
ment companies offered unusual opportunities to the unscrupulous,?®
that disclosure alone was an inadequate safeguard for investment
company shareholders,*” and that “the national pybljc interest and
the interest of investors are adversely affected when invest-
ment companies are organized, operated, managed, or their portfolio
securities are selected in the interest of directors, officers, investment
advisers, depositors, or other affiliated persons thereof in the interest
of underwriters, brokers or dealers, in the interest of special classes of
their security holders, or in the interest of other investment companies
or persons engaged in other lines of business, rather than in the interest
of dl classes of security holders.” 208

Although the Investment Trust Study examined every aspect of the
pre-1939 investment company industry, it focused primarily on the
dangers arising from: (1) Outright dishonesty; (2) transactions in
securities and other types of property with, and loans to, controlling
persons; (3) unsound calpital structures; and (4) the virtually cormplete
immunity of many well entrenched, self-perpetuating managements
from liability to the companies and from any semblance of shareholder
control as well as the ease with which such controlling positions could
be transferred.

These were the areas in which abuses were then most acute and the
need for corrective action most pressing. Although attention was
given to managerial compensation, underwriting charges, and broker-
age commissions, they seemed on the whole of secondary importance
in the late 1930’s while the study was in progress. Since the Act was

202 Senate Hearings 289. i
28 Investment Trust Study, Supplemental Report on Companies Sponsoring Installment Investment Plans,
H.R. Doc. 482, 76th Cong., Ist sess. 3840 (1939).

204 Investment Trust Study, pt. 2, 223.
205 See, e.g., Senate Hearings 240-243. . i
tz? (Ijn itsreport on the bill which later became the Act, the Senate Committee on Banking and Currency
stated:

‘‘Basically the problemsflowfrom the very nature of the assets of the investment companies. The assets
of such companies invariably consist of cash and securities, assets which are completely liguid, mobile,
and readily negotiable. Because of these characteristics, control of such fundsoffersmanifold opportunities
fOF_tiXp|QltatI0n b'y the unscweulouc? g1ana ements of some conrwanles. hese assets ecan and have been
easily 'misappropriated and diverted by such types of managements, and have been employed to foster
thelré)ersonal interests rather than the interests of public segurity holders.” Senate Report No. 1775,
‘76th Cong., 3d sess. (1940) (hereinaftercited as “Senate R%port“ 6.

27 Although the SecuritiesAct and the Exchange Act had been in effectfora number of years, the Senate
committee concluded that: o . X i .

1t is obvious that in the absence of regulatory legislation, individuals who lack mtegn_ta/ will continue to
be attracted by the opportunities for personal profit available in the control of the liquid assets of invest-
?enttC%mpantlegand that deficiencieswhich have occurred inthe past will continue to occur inthe future.”

enate Report 6.

28 Act, sec. 1(13 (2). Thiswas oneofanumber of policy declarationsand findingsbased on the Investment
Trust Study and on other materials, and set forth In se¢. 1of the Act.
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in very large measure aProduct of the Investment Trust Study, its
substantive provisions reflect the study’s emphases.” For the most

part, the Act provided specific controls to eliminate or mitigate in-
equitable capital structures and dishonesty, loans to, and unfair
property and securities transactions with insiders. It did not impose
analogous controls on compensation for services—sales loads, mana-
gerial compensation, and brokerage commissions. In this area fund
managers retained a very large measure of discretion. Their discre-
tion was subjected to review, however, by the inclusion of certain
provisions as to shareholder approval and as to the composition of
investment companies’ boards of directors, which would, it was
thought, operate as effective checks on abuses in these areas.

(c) Substantive provisions

(i) Registration.—The act adopts the registration approach em-
ployed in the other Federal securities statutes. Companies that are
investment companiesin the statutory sense of that term #° (and in
some situations their promoters and underwriters) are prohibited from
engaging in interstate commerce and from using the mails unless the
company is registered with the Commission.?®  Willful violation of
the registration provisions is a Federal crime.?? Registered invest-
ment companies are required to make periodic reports to the Commis-
sion and to their stockholders.??

(it) Protecting investment company assets.—Much of the act is de-
signed to protect investment companies and their shareholders from
outright dishonesty on the part of the companies’ managers. It bars
from the investment company industry persons convicted of, or en-
joined from committing, certain types of misconduct involving se-
curity transactions,”* makes larceny, conversion or embezzlement of
investment company assets a Federa 9r1me;215 and authorizes the Com-
mission to obtain injunctions against  ‘grossmisconduct or gross abuse
of trust” by persons associated with registered investment com-
panies.?®® The Commission is authorized to prescribe accounting
policies and practices to which registered investment companies must
adhere.®” Financial statements must be certified by independent
public accountants, whose selection must be ratified by the stock-
holders.2®# The Commissionis authorized to establish bonding require-
ments applicable to those having access to the moneys and securities
o investment companies,?® and to prescribe rules for the protection of
investment company portfolio securities.?® Exculpatory provisions
are prohibited to the extent that they purport to relieve any officer or
director of an investment company from “liability to the company or
its security holders to which he would otherwise be subject by reason

29 Inits final form,the Act was a compromise between the Commission’wiewpoint,félected inthe origi-

nal bill (8. 8580, 76th Cop{;., 3d sess.k and that of the induastry. See Senate Report
g;g The éct’s definitional framework is deseribed at pp. 1-13 supra.

ecs. /,

212 Willful

213 See, 30.

214 See. 9.

215 See, 37.

216 Sec, 36. . . .

27 See, 31¢e). In addition, subsections (a) and (b) of sec. 31 require that records be preserved and made
available fgy Commission examination.

228 See,

2 See. 17(g)

228 See ) Dermits investment eompanv securities to be kept in the custody of hanks. of brokers, vi vi v
SoInpa, c1i. However, if the securities are in the custody of a broker or of the compan - itself, the Com-
mission is autt ized1  lopt rules with respect to such matters as earmarking, segregat! n, and hypothe-
cation.

8,
violations of the Act’s other provisions are also criminal offenses. Sec. 49.
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of willful misfeasance, bad faith, gross ne%I_igen(_:e, or reckless disregard
of the duties involved in the conduct of his office.” 22

(i) Capital structures.—Complex, multi-tiered capital structures
characterized by thin substrata of equity beneath towers of indebted-
ness, which were much more common than outright dishonesty, had
proven damaging to investment company shareholders.?> To these
problems the Act provides effective solutions. Closed-end companies
are generally precluded from issuing debt securities unless they have an
asset coverage of 300 percent and cannot issue preferred stock unless
such stock has an asset coverage of at least 200 percent.”” Nor can
they issue more than one class of debt security or more than one class
of preferred stock.? Open-end companies cannot issue any debt
securities at all.?* ] ] )

The Commissionwas given rulemaking power to prevent investment
companies from buying securities on margin %4 or selling them short.?#
All stock issued by a management investment company, whether open-
end or closed-end, must be voting stock;*® and no voting trust can be
created with respect to any such stock.”® The extent to which
registered investment companies can invest in the securities of other
registered ,investment companies, insurance companies, brokers and
dealers in securities, underwriters and distributors of securities and
investment advisers is restricted.? If any investment company is
reorganized, the Commission must be apprised of the proceedings,
and If the company or the holders of 25 percent or more of any class
of security affected by a proposed plan of reorganization request it,
th_e%/ may have the benefit of an advisory report by the Commission
with respect to the fairness of the plan.®t )

(iv) Checks on management domination of investment companies—Re-
quarements With respect to the composition of boards of directors.—The
Act sought to check the theretofore virtually unrestricted power of
management groups by imposing specific requirements with respect
to the composition of the boards of directors of investment com-
panies.®* )

At least 40 percent of the board must consist of persons who are
neither officers nor employees of the investment company and who
are unaffiliated with its investment adviser.®® In the statutory sense,

21 See, 17(h). o X

222 Sec. 1(0) (7) of the Act expressesconcern about the harm done the public interest “when investment
companiesby excessive borrowing and the issuanceof excessive amounts of senior securitiesinerease unduly
the speculative character of their junior securities,” and sec. 1(b) (4) states that the national public interest
and the mterest of investors are adversely affected “when the control of mvestment companies 1s unduly
concentrated through pyramiding or inequitable methods of control, or is inequitably distributed, or when
mvestment companies are managed by irresponsible persons.”

28 Sec. 18(a).

228 Sec. 18(c).

25 Sec. 18 (f). _They can, however, borrow money from banks hut only ifsuch hank borrowings have an
asset coverage of at least 300 percent.

226 Bec. 12(a)(1).

227 Sec, 12(a)(3).

28 Bec, 18(1).  There isan exceptionto this rule forcommon lawtrusts organized prior to the Act’seffective
date. Seep. 4, supra.

226 See, 20(0).

230 See. 12(4).

31 Sec. 25(b).

28 See. 10,

238 Jec. 10¢a). “Affiliation” is one of the Act’s central concepts. Sec. 2(a) (3) definesan “affiliated person”
of another person as: i B . .

“{A) any person directly or indirectly owning, controlling, or holding with power to vote, 5 per centum
or more ofthe outstandmg voting securities of such aother pérson, (8) any person 5 per centum or more of
whose outstanding voting securities are dlrectl?/ or indirectly owned, cantralled or held with power to
vote, hvsuch other person; (C) anlg erson d[recta/_ or indirectly controlling, controlied by, orunder common
controiwith, such other person; (D) any officer, director, parther, copartner, or emplayee of such other per-
son; (E) if such other person iIs an investment company, any mvestment adviser tf?ereof or any member 0

an advisory hoard thereof; and (F) ifsuch other person iS an unincorporated investment company not
having a board of dlrectors, the depositor thereof?’
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however, unaffiliated does not mean completely unrelated. Directors
unaffiliated with the investment adviser may be—and sometimes
are—relatives or close friends of their affiliated collegues.®* And, as
the definition shows, a director may own as much as 4.9 percent of the
outstanding voting securities of an investment adviser without be-
coming an affiliated person of such adviser. )

If any director, officer, or employee of the investment company
acts as, or is affiliated with, its principal underwriter, a majority of
the board must consist of persons other than and unaffiliated with
the principal underwriter.®® Similarly, if any director, officer, or em-
ployee of the investment company serves as, or is affiliated with, a
regular broker to the company, a majority of the board must consist
of persons other than, and unaffiliated with, such regular broker.?®

The Act also provides that if any of the investment company’s offi-
cers, directors, or employees are investment bankers or affiliated with
investment bankers, a majority of the board must consist of persons
who are neither investment bankers nor affiliated with an investment
banker.?” ) .
_(v) Transactions With affiliated persons—The general rules.—Addi-
tional provisions of the Act apply to transactions in which investment
companies lend money to, sell property to, or buy property from,
investment advisers, principal underwriters, and other affiliated per-
S 0 n ~ Thesetransactions are prohibited unless Commission approval
has first been obtained.® Such approval can be granted only if the
Commission finds “that the terms of the proposed transaction, includ-
ing the consideration to be paid or received, are reasonable and fair
and do not involve overreaching on the part of any person con-
cerned.” #* The Commission must further find that “the proposed
transaction is consistent with the policy of each registered investment

* ok %y Wk k% -
company concerned and with the general purposes of
the [Act]”.2

The Act also guards against the purchase of investment company
shares by insiders on terms more favorable than those available to
the general public. Options and warrants for investment compan
shares areOPermlssmle only when issued exclusively and ratably to all
members of a class of security holders or in connection with a plan of
reorganization.*® Subject to certain exceptions established by Com-
mission rule, mutual fund shares can be sold only at a public offering
mra V. Birkland, 220 F. Supp. 527, 535-536, 542-543 (D». Coolo. 1963).

235 Sec. 10(b)(2).

28 See, 10(b) (1). . X ~ .

2% The provision with respect to investment bankers.(sec. 10(0)(3)) differs from those relating to prin-
cipal underwriters and regular brokers m that it requires a majority of the board to be unafiiliated not
merely with the particular mvestment banker with which the mvestment company is affiliated, bui with
any investment banker. This provisionreflects concernover the dominant role of investment bankers and
investment banking groups in many closed-end companiesduring the pre-1940era. i . .

228 See sees 17(a) t0 17(d) which apply to transactions between mvestment companiesand their affili-
ated persons ‘promaters principal underwriters and persons affiliated with such attiliated persons, promot-
ers, and prineipal underwriters.

. 23 Sep. 17(e) provides two relatively minor exceptionsto the general rules—for merchandise transactions
|n2}g1§e%rdl|;(%r)yac)ourse of busmess and for lessor-lesseerelationships.

241 Secs. 17(b)(2') and 17(b) (3). Controls were also imposed on the knowing acquisition by investment
companies of underwritten securities “a prmcipal underwriter of which is an officer, dirsctor, member of
an a@;ig{o&y board, mvestment adviser, ar employee of” the acquiring mvestment company “or 1s a per-
son of which any such officer, director, member of an advisory board, investment adviser, or emplo%/ee
{(s) fa;x}) i@}&t{g\ s~= " 8ee. 10(f) and Rules 10f-1, 10f-2, and 10f-8 thereunder (17 C.F.R., sec.270. 10f-1,

22 ’SEE.NEQZJ):' These provisions do not affect v arrants is ued prior fo the cuaviwwus ui i Act, One

known pre-]940 issue of investment company warrants—the perpetual warrants for sI res (fthe or
mon stock of Tri Continental Corp., the largest ¢ iversified closed-end company-—is'still o st ding

/'/‘W-\\\

AN




IMPLICATIONS OF INVESTMENT COMPANY GROWTH 69

price described in the prospectus.®? Insider profits from short-term
trading in the securities a closed-end investment company are
recoverable by or on behalf of the company.®*

(vi) Transactions with affiliated persons: Specialized treatment o
advisory contracts, wunderwriting agreements, and brokerage relation-
ships.—Advisory contracts, underwriting agreements, and brokerage
relationships are areas in which the interests of those who perform
the services differ to some extent from the interests of the fund’s
shareholders. In the first instance, this divergence relates to the- !
amount dof the advisory fee and the services to be obtained in return
for it. Second, the adviser-underwriter may wish to set the sales
load at a_level high enough to maximize aggregate sales by giving
generous incentives to sellers of the fund’s shares. Existing share-
holders who wish to invest new money in the fund and who have to

ay a sales load on such purchases have an interest, however, in the
oad being as low as possible.2#* Third, the adviser’s desire to have
the size of the fund increased and thus to increase its advisory fee—
which is almostinvariably based on a percentage of the fund’s assets —
may not necessarily coincide with the interests of the fund’s present
shareholders. For example, in promoting increased fund size, the
adviser may wish to use the brokerage commissions generated by the
fund’s portfolio transactions for the purpose of channeling additional
sales compensation to retail dealers who recommend and sell the
fund’s shares. In that event the adviser may not be inclined to
minimize brokerage costs. ] ) o

_The Act’s controls over these relationships are, as indicated, less
direct than those over other economic relationships between invest-
ment companies and their affiliated persons. In 1940, the Congress
accepted the view that “a few elementary safeguards™” were all that
the public interest required in the areas of advisory fees, underwriting
compensation and brokerage commissions.*** The principal “elemen-
tary safeguards” that the Actimposed in these areas were prescriptions
as to the form and content of advisory and underwriting contracts
and requirements with respect to their approval by unaffiliated
directors and by shareholders.? o

The Act requires that the investment company’s contract with its
adviser be in writing and that the adviser’s compensation thereunder

243 Bec, 22(d). The Comimission has exercised its rulemaking authority under sec. 22(d) S0 as to permit
the rgduction or elimination of the usual sales load when a load fund sélls its shares to persons affiliaté
with 1t. Such preferential terms can be offered only when the purchaser giveswritten assurance that he Is
purchasing for investment and when the transaction is pursuant to a uniform offerdescribed in the pros-
Pectus. Rule 17 C.F.R. sec. 250.22d-1(h). The salesload canalso be reduced or eliminated when salesmade
throu hgrlvate offerings are for the purpose of providing an investment company with its mitial capital.
Rule 17 C.F .R. see. 250.224-1(Q), . L .

24 Bec, 30(f) subjects closed-end investment companies’ insiders to sec. 16 of the Exchange Act, which
requires that the?i report their holdings of and transactions in the equity securities of the company to the
commission, makes their profits from any combination of purchases and_sales of such securities within
any 6-month period recoverable by or on behalf of the company, and prohibits them from selling short or
engaging in a related practice known as “selling against the box.”

25 Shareholders also reinvest dividends in the purchase of new fund shares. It is in the interest of the
shareholdersto be able to make such purchasesfree from any salesload. The adviser-underwriter, on the
other hand, may wish to charge a salesload on such purchasesso asto supply his retail dealerswith a source
of additional se |I‘I:1§ compensation, See ch, V, sec. E. .

The phrase few elementary safeguards’” was used by the chief counsel to the Investment Trust
Study. Senate Hearings 252. . . .

There were many who favored the more drastic approach of requiring investment companies to be man-
aged elth?r by their own staffsor by affiliated external advisers furnishing their services at cost. A
comparable approach had been adoptéd in the Holding Company Act with fespect to service companies
in_holding company systems which fre%entlyf_urmsh services and sell goods to the operating members
ofthesystem. Thé H_ol_dlnP Company Act requiresthat intra-system contracts of this sort be “performed
economically and efficiently for the "benefit of * * * associate companies at cost fairly and equitably
%g%cated among such companies.” Holding Company Act, sec. 13(). This approach was rejected, in

at least, out of considemtion for the heeds of small investment companies that could not afford
m%l%gen% staffsof their own. See Senate Hearings 251-252.
ec. 15,
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be described with precision. Before an advisory contract can become
effective, it must be approved by the holders of a majority of the
fund’s outstanding voting securities.*® If the contract is to con-
tinue in effect for a period of more than two years after the date of its
execution, such continuance must be specifically approved at least
annually by either (a) the board .of directors as a whole, including a
majority of the unafhiliated directors, or (b) the vote of the holders
of a majority of the Outstanding voting securities. An investment
company has the right to terminate an advlsory contract at any time
without penalty.” An advisory contract is automatically terminated
in the event of an “assignment,” 2! and this necessitates a new contract
which must be approved by the shareholders.® When shareholders’
approval is solicited, the solicitation must be made in accordance with
the Commission’s proxy rules designed to promote full and fair dis-
closure and informed use of the shareholder franchise.?@ -

The Act sets no express limits on the compensation paid to affiliated
persons? nor does it expressly reqlmre that such compensation be
reasonable.®>  Only when managerial emoluments are such as to make
the affiliated person “guilty” of “gross misconduct or gross abuse of
trust” and to make It necessary and desirable that he be suspended
or barred from being employed by investment companies in the future
can the Commission take remedial action under the Act.?*

Comparable—but somewhat different—provisions govern agree-
ments between the funds and their principal underwriters. Under-
writing agreements, require the initial approval of either (a) the board
of directors, including a majority of the unaffiliated directors, or (bz
the holders of a majority of the outstanding voting securities.”®
Advisory contracts, on the other hand, can be approved |r]|_t|allsy
only by the holders of a majority of the outstanding voting securities.**
And although a fund can terminate an advisory contract unilaterally
at any time,?? It has no such unqualified right to terminate an under-
writing agreement. )

Explicit provision is made. as to sales loads in contractual plans.
The aggregate sales load charged in the sale of such plans cannot
exceed 9 percent of the total payments to be made,*® and no more than
one-half o the first year’s payments or their equivalent can be de-

248 Sec, 15(a).

24 Bee, 15(2)(4). . i . . i . i
20 Thetermsofthecontract may entitletheadviserto anoticeperiod, but thedurationofsuchnoticeperiod
is limited to a maximum of 60 days. Sec. 15(a)(3). ) ) o

281_Under sec. 2(a) (4) ofthe Actthe term “assignment” includes* any direct orindirect transfer or hypoth-
ecation of a contract or chosein actionby the assignor,or of acontrolling block of the assignor’soutstanding
voting securitiesby a security holder of the assignor; but does not include an asmgnmen?of partnership in-
terests incidental to the death or withdrawal of aminority of the members ofthe partnership havmg only &
mmorlft%/lnterest in the partnership business or to the admission to the partnership ofoneor morememhérs
who, affer such admission,shall be only a minority ofthe members and shall have only a minority interest
in the business.”

e O

254_838' 10(d) can be viewed asan exceptionto this generalrule. As noted in note 118at p. 51, supra, that
sectionpermits a no-load fundto have only one director unaffiliated with its investment adviser if it mests
cer(}a;l(r;([s1 ?%Ifledcondmons. Onessuch condition relates to the size of the management fee. Sees. 16(d) (6}
anm Sees. "27' (a)(5) and (a)(8) authorize the Commission to %rescribe reasonablemanagement fees and
certain charges other than salesloads paid by contractual pianholders. These provisions do not apply to

the advisory feespaid by the mutual funds whose shares are held b% the contractual plan companies.
256 In such situations, the Commission Is authorized to apply to the Federal courts for injunctive relief.

ec. 36.

237 See. 15(h) (2).

288 Sac. 15(a).

259 Se. 15(a)(8). . . o . ) .

280 Sae. 27(a) (1) is, as previously notsd, the only provision in the Federal securities statutes imposing
an express limit on sales compensation.
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ducted for sales load.® W.ith respect to sales loads generally, there
are no such explicit provisions. But the Act expresses a policy
against “unconscionable or grossly excessive” sales loads and author-
izes the Commission and the NASD to implement that policy by
appropriate rules.?

The Act also imposes the following limitations on the commissions
that affiliated persons (and affiliates d such persons) acting as brokers
can receive from investment companies:

(1) in transactions effected on securities exchanges the com-
mi(sjsion cannot exceed the usual and customary commission; 3
an

(2) in transactions other than those on exchanges the com-
mission cannot exceed 1 percent of the price.#*

But the Act contains no express provisions regulating the manner
in which investment companies may distribute the brokerage business
generated by their portfolio activities nor does it expressly require
that ancillary services supplied by brokerage firms in return for such
brokerage business inure to the benefit of the investment companies
who pay the commissions rather than to the benefit of the companies’
external advisers.

(d) Appraisal of the Act

The provisions of the Act designed to protect investment companies
and their shareholders from exploitation by irresponsible persons and
to prevent inequitable or discriminatory capital structures as well as
the safeguards against more subtle forms of overreaching through
self-dealing transactions between investment companies and their
affiliated persons have worked well on the whole. However, many of
the Act’s provisions were specifically tailored to meet conditions and
practices prevalent in the investment company industry of a gen-
eration ago. And, some of these provisions are not suited to con-
temporary needs. Experience has shown that there are ambiguities
and anomolies in the Act that should be corrected. Accordingly,
chapter 1X of this report recommends a number of changes in the
existing. statutory pattern.

The investment company industry has attracted many men of high
Brofessional competence and integrity because of their efforts and

ecause of the salutary provisions of the Act serious abuses in transac-
tions between investment companies and their affiliated persons have
been reduced to a minimum.?* While persons affiliated with invest-
ment companies may still obtain substantial benefits by virtue of their
relationships to the companies, those benefits come not from the
exploitation of investment company assets, but mainly from compensa-
tion for furnishing managerial, brokerage, and, in the case of mutual
fiinds, underwriting services to the companies. Hence the Act has

261 Sge. 27(a) (3).

262 Sees. 22(b) and 22(c).

3 See. 17(e) (2) (A). ) » . .

Clause (B) of sec. 17(e)(2) permits affiliated brokers to charge commlsaor]sas"hlgp as 2 percent_of the
sales price for brokerage services N connection with “secondary distributions Usted securities.
“secondary distribution” is the sale of a large block of listed securities off the exchange floor n which the
se;!&rsggyls7a(1e():%ngncl)s-s|on higher than the normal exchange commission.

285 Attempts 1 avoid the Act’s requiremsnts have been made by a small marginal element. These

attempts—often tnadvertent but sometimes deliberate—~show that here as elsewhere I the law there is a
need for vigilant enforeement.



