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Statement of Congressman Clarence F. Lea, Chalrman ;"i
of the Committee on Interstate and Forelgn Commerce
of the House of Representatives, in reference tc the
Investment Company Bill introduced today.

ERE

I have today introduced a bill prepared by the Securities and Exchange {X
Commission proposing to give that Commission regulatory power over Investment [
Trusts. f

The Holding Company Act of 1935 directed the Commission to investigate and .
report upon the operatlon of these companies with recommendation of legislation®.t
if any found desirable for that purpose. Fursuant to that direction of
Congress a comprehensive repori has been made by the Commission which indi-
cates abuses and mal-practices have existed which have resulted in the loss of
large sums to the investors of the countiry in the last ten years. Other un-
fortunate consequences resulted to investors and the business life of the
country.

This bill in effect would fairly complete the regulatory system of in-
vestment agencles of the country.

These investment agencles now have assets of approximately #4 ,000, CO0, 000,
and control, or are in positions of influence in the managenent of industrial
and other enterprise which have much greater resources. They have attracted
savings of all income groups of investors. Over 4,500,000 persons of large,
moderate and small incomes have invested in the securitlies of these companies
in the last decade. The securities of these trusts and cowmpanies constitute
a very substantial portion of all securities registered with the Securities
and Fxchange Commission, and which are now on the market. Properly managed
these companies are in position to be of very substential benefit to the
country. Unscrupulously, or recklessly mauaged, the investor may be fleeced
and legitimate business bandicapped by their aclivities.

This bill is presented on the assumption - not that these investment
trusts should be destroyed or punitively handled - but, rather, that reckless
arnd uwnconscienable practices should be eliminated and the legitimate manage~
ment of these companies encouraged and protected.

Cur Committee is of course not committed to the provisions of this bill,
The legislalion presented presenis important problems, some of them more or
less technical and complicated which preclude hasty action upon the legls~
Yation, and require most careful study and consideration.

We believe that a very useful purpose can be served by submitting this
proposed legislation to the study and cobstructive criticism by persons in-
terested in these problems and, particularly, by the businesses affected
thereby. We understand that the Commission will stand ready to confer and
cooperate with 2 view of making the legislation, when finally enacted, as
effective and practicable as possible. The fundamental purpose, of course,
is to protect investors against deceptive exploitation, and %o protect
legitimate companies against the injuries they suffer by unscrupulous con-
petitors. In other words ~ is to weed out the illegitimate practices so far
as that can be accomplished by practical legislatlomn.

Our Committee will expect to go into the problem thoroughly in the hope
that we finally can produce legislation that will be effecilve, fair, and
helpful to honest business.



SUMMARY OF THE BILL

The bill contains two titles. Title I relates to lnvestment trusts and in-
vestment companies of all types. Title II relates to investment counsel and other
investment advisory services. The bill deals with zbuses and deficlenciles in the
organization, sales of the securities, and operation of investment compenies. In
general the theory of the bill is to eliminate wherever possible such abuses by
direct prohibition of their continuance. Only in the comperatively few cases where
the problems are complex and technical is a regulatory power vested 1n the Commissior
to correct melpractices by rules, regulations, or orders promulgated in accordance
with precise standards prescribed in the bill. The following resume is not a com-

plete description of all the provisions of the bill nor of the abuses which the bill
is designed to remedy.

Investment Companies

Definitions, E:emptions and Classifications of Compenies: Investment companies are
substantielly defined as issuers holding themselves ont as engeging primerily in the
businees of investing, reinvesting snd treding in securities, or issuers which own
or propose to acquire securities (other than government securities and securities of
noninvestuent company subsidisries) heving a velue exceeding 40 per cent of their
total assets (other than government securitics and cesh items). The bill does not
cover companies which are not investment compenies. It therefore excludes companies
primarily engaged, directly or through subsidiasries, in the nanagenent and operation
of a noninvestment business or businesses. It aiso specifically excludes brokers,
undervriters, banks, insurance conpanies, holding companies subject to the Public
Utility Holding Compazny Act of 1935 and certsin other types of compenies. The bill
makes provision for the exemption of employees investment corpanies upon such
conditions as may be prescribed by the Comnission. (Sections 3, 6)

Investment companies as so defined are subdivided into various types and classes
according to corporate structure and investment policies, with the power in the
Commnission to make further subclnssifications. (Sections 4, §)

Regigtration, Disclosure of Iavestnent Folicies and Size: As a condition to the use
of the neils and the facilities and instrumentelities of interstate commerce, every
investment company is required to register with the Securities and Exchange Cormissic
and to lreen current the information contaired in its registration statement. The
registration statenment nust clearly describe tie investment policy of the conpany.
Provision is nade for the simplification of the registration procedurc by pernitting
the filing of ccpies of registration statements alrecdy filed under the Acts now
edninistercd by the Cormission. (Ssetions 7, 8) No fundanental shift in the com-
pany's investment policy may be mode without the vote of the holders of a mejority
of the company's voting securities. (Section 13).

To vprevent the indiscriminate formetion of investment companies, no investment
compeny organized horeafter may make a public offering of its securities unless it
has 2 net worth of at least $3100,000 orior to such offering. To eliminate impedi-
ments to the efficient supervision of investnents, to protect securities morkets,
and to vrevent excessive concentretion of wealth and conirol over industry,
$150,000,000 is the maximom smount of assets which mey be supervised by one manage-
ment investment company. (Scction 14).

Registrztion of Menacenent, Devositors and listributors: The bill provides for a
simple registration with the Commission of individvals serving as officers, directors
investment szdvisers, depositors, principal mnderwriters and distributors of the
gecuritices of investment trusts and comprnies. Reglstration can be denied or revoked
only after a hearing and only upon the grovnd of conviction of a crime; zn injunction
by a court in conmnection with a security transaction; a violation of eny of the pro-
visions of this bill; or misreopresentotion of materisl frcts iIn the reglstration
stetement. (Section 9).

Capital Structures, Devices for, and Transfers of Control: TProvision is made to
eliminste in the future the evils of complex capital structures; to apportion voting
pover equitably among the security holders of existing companies; and to prevent un-
fair édilution of stoclkholders' interest in the company. The bill provides hereafter
thet investment companieg may icsue only common stock herrlng equal voting rights
with every outstending share of the company's stock; and that the Commission shall
on zynlicetion of security holders and may on its own mntion, after two years from
the cffective date of the bill, tele steops to effect arn equitable redistribution of
voting rights and privileges among the security holders. The common law precemptive
right of stoclholders to purchase additionnl sheres issued by their companies is
rostored.  (Bection 18) The sale of voting trust certificates is made anlawful;

and rules and regulations may be formulated with respect to the solicitation of
oroxins. (Scction 20) The bill doecs not contain any provision requiring the
glininction from capital structure of genior securitics outstending at the present
tinee.




In order to prevent the circumvention of the stockholders' fundemental right to
elect directors Ea circumvention frequently accomplished by wholesale resignations

directors and their replacement by insiders, without the knowledge of stockholders),
the bill provides that directors may be replaced without a stockholders! vote only t
the extent of one-third of their number. (Section 16)

To safeguard against the complete delegation of the duties of officers and
directors, and against long-term and oppressive mznagement contracts, such contracte
mey run for = period of not exceeding two years, if approved by the company's stock-
holders, ¢nd may be renewed only on a yser-to-yeer basis, subject to the disapproval
of stockholders. Management contracts must state precisely all compensation to be
peid to the menagers, may not provide for vprofit~sharing schemes of comnensation,
»nd may not be assigned. (Scction 15)

Distribution end Repurchases of Investment Compeny Securities: To prevent the rapid
end unsound formation of investment companies by promoters interested primarily in
"merchandising" securities and in "switching" investors from old to new companies,
and to elimincte conflicting interests, the bill prohibits the promoters of one in-
vestment compeny within eny five—year period, from promoting and then participating
in the management or securities distributions of the new investment companies. The
Comrission is empowercd to exempt compenics and individuals from this and other
closely related provisions on the basis of certsin prescribed standerds. (Section 1
As a further deterrent to switching operctions, contracts to distribute the securiti
of opemend investrent companies may not be long-tern agreements and may not be as-
signed., (Section 15)

While publicly offered securities of investment companies mst be registered
under the Securities Act of 1933, provision is nade to elininate duplication in the
materizl filed under that Act and the nresert bill. {Section 24) The Commission
is directed to adopt rules znd regulations to protect investors against dilution
of their equity cevsed by pricing abuses in the distridbution and redemption of the
companies! securities. (Sections 22, 23) To prevent grossly excessive szles loads
on securities of open~end comnanies znd of unit investment trusts, the Comurission,
after = hearing and after giving weight to various fnctors prescribed in the bill,
is empowered to order the cessation or modification of such charges. (Section 22)

To prevent discriminatory repurchases of their own securities by investment
companies whose security holders do not have the right to require redemption, the
bill avthorizes the Commission to promulgate rules, regulations and orders to preven
such discrimination. (Section 23)

Limitation on Speculative ond other Activities: Investment companies may not trade
on margin or participate in joint trading accounts in nortfolio securities. The
Commission is suthorized to prevent the short sele of vortfolio securities by rules
and regilations. Some types of investment companies may engage in underwriting
activities (if consistent with their declared financial and investment policies),
while other types mey engsge in such activities only to a limited extent. (Section 3

'hile loans by investment compnonies to natursl mersons are prohibited, loans to
corporstions mey be mede under certain specified conditions. Generally, investment
companies are prohibited from borrowing, except for temporary purposes in an amount
not exceeding 5% of the value of the company's totzl assets. (Section 21)

Elimination of Conflicting Interests: The bill requires that a majority of the board
of directors of every registered investment comvany he persons, having no common
outside affiliation and independent of those receiving brokerage, management or
vnderwriting compensation. Certain other specific limitestions upon the outside af-
filiations of persons who occupy important positions in the conduct of the investment
company!s business are also imposed. Each of such provisions is directed to a spec-
ific 2nd dangerous conflict of duty or interest. (Section 10)

Prohibitions Ageinst Transzctions by Insiders with the Invesiment Companies: The
bitl prohibits "self-dealing'" between insiders and the Investment compsnies -~ trans-
setions with the company in which its officers, ¢irectors, menagers, etc. or their
27filiated comnanies or firms have 2 personal pecunisry interest. These rrohivition-
are counctrned primarily with sales and purchases of securities and other property to
or from the investment company, the obtaining of loens from the company snd joint
narbticipations with the company in underwritings znd other financial ventures. Gros:
misconduct or zbuse of trast by directors, officers, managers, investment ndvisers,
princinal underwriters and distributors is also made unlawful. (Section 17) To pre-
vent the use of the funds of investment companies to aid affiliated underwriters in
their investment banking business, investment companies may not purchase securities
undervritten by such affiliated persons until more than one year after the nublic
distribution of such securities. (Section 10)

II



Trangactions Among Pyramided and Affiliated Companies: Future pyramiding of in~-
vestment companies is made unlawful by a provislon forbidding the purchase ?y in-
vestment comnanies of the securitles of other investment companies, except in con-
nection with reorganization plans approved by the Commission. (Section 12, 25) The
bill does not require the simplification of existing systems of investment companies

Purchases and sales of securities between companies in the same investment o
company system are subjected to the scrutiny of the Securities and Exchenge Cﬂm?1?51‘
in order to insure their fairness and their consistency with the investment wolicies
of the companies involved and the ypurposes of the bill. (Section 17) The Commissio:
is authorized by rules, regulations, or order to require that a company in an invest
ment company system supwlying mansgement services to the constituent companies rende
such service at cost, equitably allocated among the various companies. (Section 15)

Cross-ovnership and circular ownership of voting securities between apd among
investment 2nd other compsnies is prohibiteds (Section 20) Cross—ownership end
circular ownership have had the effect in the past of giving = deceptive appesrance
of enhanced valuation of the assets of the investment companies concerned, attribu-
table solely to the mirroring in each company of increased values of its own cross -
or circularly-held securities.

Voluntary and Involuntary Reorganization: In order to prevent unfair plans of .
voluntary and involuntary reorganization, recepitzlization and dissolution, the bill
provides that such plans may be disapnroved by the Commission if it finds, after a
hearing, that they are not fair and eguitable to all classes of security holders
affected. (Section 25)

Accounting Practices: The Commission is authorized to prescribe uniform esccounting
and anditing methods and the scope of such andits; to require investment companies
to file with it and to transmit to its security holders annual or other neriodic

and special reports; and to examine the books of investment companies. Indepéndent
public accountants for investment companies must be elected by the stockholders.
Principal accounting officers including controllers of such compenies, who -perticipat
in the preparation of financizl stetemants filed with the Commigsion, must be electe(
by the stockholders or appointed by the directors. (Sections 30, 31, 32)

Dividends: Investment companies are prohibited from vaying dividends derived from
sources other than their net income from interest and dividends ("ordinary" income),
unless expressly authorized to do so by their charters or by vote of their decurity
holders. Investment companies with more than one eleuss of securities outstanding
may not pey dividends, vnless the securities senior to the security on which the
dividend is to be paid are protected by a prescridved sssct coverage. (Section 19)

Fixed Trusts end Certificates Sold on the Installment Plan: To prevent the "orphan-
ing" of fixed trusts and periodic payment plans, the bill provides that only banks
and trust companies may act os trustecs; reguires the tiust indenture to contain
provisions enabling the trustee to be remunerated out of the trust funds; and pro-
hibits the trustee or depositor from resigning except vnder prescribed conditions.
The Commission is empowered, when any such trust hes in fact become an "orphan', to
bring proceedings in an anpropriate Foderal District Court for the distribution of
its assets to its security holders. {Sections 26, 27)

To prevent the perpetration of freuds upon investors in the lowest income levels
who mey purchase investment certificatecs vpon th: instsllment plan, provision is made
against excessive ssles loads and cxcessivs penulties and forfeitures for lapses and
defaults. (Section 27)

Face Amount Certificatc Compaonies! Companies which sell this type of investment
contract are required to have a minimum paid-in capitelization of $250,000 znd must
maintain reserves in an amount sufficient to meet the maturity value of their cer-
tificates on their due dates. Such reserves must e invested in securities of a
charscter sinilar to those usually required for the investment of life insurance come
pany rcserves, and the Commiesion may require such investmonts to be deposited with
cornorate trustees. To eliminate cxcessive penaltics and forfeitures, nrovision is
wede with respect to crsh surrender values. (Section 23) 'The Bankruptcy Act is
ermcndoed to provide thot deposits of securities and property made with Statce anthor-
itiss for the benefit of futurc certificate bolders shall he void as sgrinst the
trustees in bankruptey of such companics. It is #lso provided that any such trustee
in Bertruptey shell be eppointid by the court, after giving the Commission sn oNPOI=—
tunity to be heard. (Section 29)

Jther Provisions: Secttlements of cledms cgainst investwent companies ond their
officers and directors for breasches of officisrl duty, and scttlements of clrss suits
by sccurity holders must be approved by a court. The Commission is emmovwercd to sub-
J J E B [% .

it advisory reports to the courts with reference to such settloments. (Scction 33)
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The remaining sections of the title follow the pattern elready established in
the three Acts now belng administered by the Commission. These sectinns relate to
definitlons; the genersl powers of the Commissinn with respect to the jgsuence of
rules and regulations; the administrstion and enforcement of the Title: the right
to judicial review of orders of the Commissinn; llability for nislecding statenents;
and penalties for violation of the provisions of the Title.

Investnent Advisers

Registration, Revocation and Exenptions: Title II of the bill deels with investmept
advisory services -- individunls or orgmiizations engaged in the business of furnish-
ing for a consideration investment advice with respect to the purchese or sale of
securities. Benks, attorneys, sccountants, engineers, etc., wh» glve investuent ad-
vice anly a¢ an incident of thelr primary ectivitles, aro excluded fron the provisior
of this Title. (Title X, § 45 (16).) Investnent advisers are required to register
with the Sccurities end Exchangc Comnission end to disclose pertinent inforuation as
to their organizatinn, nature and character of their versonnel and nethods of opera-
tion. The Comnission is ermpowered, after a hearing, to dery or revoke
the registration of any investment mdviser, on grounds identical with those provided

for the denial or revocation of registration of officere, directors, etc. of invest~
ment companies. (Section 204)

Conflicts of Interest and Unlawful Activities: The bill provides that it shall be
Unlawful for investment advisers to employ frsudulent devices in adminigtering the
funds of clients, or to engage in any traneaction which would operate as fraud on the
clients. An investment adviser scting es principel in gelling any
security to a client is required to disclose tn the client his personal interest in

the transaction. (Section 208) The bill also prohibits compensation to investment
advisers on a profit-sharing basis. (Section 205)




