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The only gentleman that I remember who appeared before vour
committee and opposed legislation of any kind, also telephoned me
last night endorsing this bill.

So, while we have not had time to get everybody in the boat, T
think we speak for a very large pe;(enm(m of the industry, and we
feel that this bill is not only a Cworkuble bill, but is a hill which is a
good thing for the industry. We would like very much to see it
passed, and we hope very mmch that it can be passed at this session.
The mdustlv would like to feel that it has regulation behind it; that
is, that we may know what the regulation is "o be and that we will
no longer live in uncertainty as to what the future holds for us.
This is the type of regulation under which the industry feels it can
work and which 1t feels will be very beneficial to the industry. We
are hopeful that if this legislation passes it will constitute a stimulus
to the inv eJmen{ company industry’s eontribnting to ventuve capital.

I have a hope. and a number of us have discussed this, that oul of
this enoperation among ourselves and with the Securities and Ex-
change Comunission there will result an association of investment
compunies which will worle with the 8. E. C. to improve even further

the standa s of the mdustn We think that that will be helpful to

the S. E. C. in administering this bill, to have an association to work
with: and we are really very hopeful that we are at the start of
something very useful and beneficial to the industry.

We feel also, that the critical period that we are going through now,

rather than being a reason for postponing ]emslatlon 15, in our opin-

ion, an added reason for passing this lenls ation,  We feel that it
would be helpful not only to the m(hhtw to have this legislation
passed now, but also we feel that it is a very healthyv sign that Gov-
ernment lld Il)(«ﬂ\tl‘w cun come i()“{‘th?l dlld (1() a &()H‘xtlﬂCtl'\(‘ ]()b Ol
this kined.

STATEMENT OF WARREN MOTLEY. COUNSEL, MASSACHUSETTS
INVESTORS TRUST, BOSTON, MASS.

Mr. Moriex, I shall take but a few moments to express my com-
plete endorsement of evervthing that has been said, both by Judge
Hml\ and by M. Jaretzii.

T appeared at the hearings here as counsel for Massachusetts In-
vestors Trust, primarily. When it became a matter of these nego-
tiations, of trving to work something out, I was asked to act in
general for the (;pen -end industry, as Mr. Jaretzki was asked to
uct in geveral for the closed-end industry. We have worked very

hard, all of us, with My, Schonl\el and his associates. and with Judge
Hedlvq cooperation, for the last 2 wecks. and we have got some-
thing that is mow presented to vou that, as has been said, we can
endorse. And while T have not heen able actually to reach all of the
members of the open-end industry, }ust as Mr. Jaretzki said, within
the short time we have had over the holiday. evervone that T have
heard from has eudarsed the bill as it was sent to him, and we have
not heard any opposition althongh we have received suggestions as 1o
minor pomts
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Mr. Griswold is here, representing Massachusetts Investors Trust
and Supervised Shares, and Mr. Hugh Bullock, representing the in-
vestment companies sponsored by the Calvin Bullock organization,
and I talked on the telephone this morning with Mr. Tudor Gardiner,
who expressed the regret of himself and Mr. Traylor and Mr. Cabot
that the plane did not run this morning, as they all wanted to be
here, and they asked me to say for them what they have said in that
telegram as to their agreement.

The only other thing that I would like to add is that while we
have worked very hard the last 2 weeks over this matter, it has been
an extremely interesting experience to find with what cooperation
we have been able to work in a thoroughly fair and honest effort on
both sides to put into language, necessarily complicated, the princi-
ples which we had previously agreed to—which is not always an
easy thing to do; misunderstandings can so readily arise. But all
the problems have been faced both by ourselves, I think, and I am
sure, by the S. E. C. representatives, with the utmost desire to be fair
and to work into the bill all the provisions that we could persuade
one another ought to be there,

I do not think I can add anything more.

Mr. Jarerzyr. I would like the record to show Mr. Arthur H.
Bunker, who appeared before you, is present, as are also Mr. Cyril
Quinn and Mr. Raymond McGrath, who are members of the closed-
end industry.

STATEMENT OF DAVID SCHENKER, CHIEF COUNSEL, INVESTMENT
TRUST STUDY, SECURITIES AND EXCHANGE COMMISSION,
WASHINGTON, D. C

Mr. Scuexker. Senator, I would like to take a few moments to
indicate broadly what are the differences between the revised pro-
posals and the original proposals.

Senator Waexer. I think I speak on behalf of the entire subcom-
mittee in congratulating you gentlemen on reaching an accord. It
shows what can happen when reasonable men sit around a table. It
also seems to me that cooperation between Government and indus-
try, as is evidenced by the results here, is the way to secure reason-
able, sound legislation. While T cannot speak for the subcommittee
as to what ultimately will be adopted, I am sure they were all grati-
fied when they heard that you gentlemen decided to confer with one
another. I hope it sets an example for general cooperation,

Senator Herring. For the Congress, let us say, and especially for
the Senate.

Senator WaoNER. _Yes.

Mr. SCHENKER.%I:II section 1, “Findings,” and in section 2, “Declara-
tion of policy,” a Tew changes have been made in phraseology to con-
form to the changes in the substantive provisions of the bill and are
not of great consequence, /

The definition of investment companies contained in section 8 is
substantially the same as it was in the previous bill. Similarly, we
have in section 3 taken every precaution to grant an exemption to
every type of company which might be construed to be within the
purview of the legislation hut should not be within the legislation.
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We have specifically enumerated additional exemptions, so that it
will be notice unequivocally to everybody in that category that they
are not within the purview of the bill.

Section 4, “classification of investment companies,” is substantially
the same as it was in the previous bill.

Section 5, “Subclassification of management companies,” has been
simplified, and two classes of companies have been provided for. One
is known as the diversified company and the other as the nondiversi-
fied company, besides making the same distinction that we had in
the previous bill; namely, you have open-end companies and closed-
end companies, but these open-end companies and closed-end com-
panies are further subdivided into two broad categories, depending
upon what their investment policy is. If they have the policy of
having no more than 75 percent of their assets invested in diversified
securities, if they do not have more than 5 percent of their assets
invested in not more than 10 percent of the outstanding securities
of a company, they are diversified companies. FEvery other type of
company is a nondiversified company.

We have not attempted to distinguish between them on the basis
of capital structure, as we attempted in the other bill,

Senator Waener. Those are all removed, are they—the capital
structure limitations?

Mr. Scuenker. Those limitations are no longer incorporated in
the classification of investment companies, but they are still dealt
with in the substantive provisions. We have provisions relating to
capital structure.

Senator WaenER., Perhaps you misunderstood me. You remember
that there was a provision putting a limitation on the amount of
agsets that can go into one security?

Mr. ScaENkrr. Yes. That is in there. That is the basis of dis-
tinction between companies. The distinction in this draft is, do you
diversify your securities and limit yourself with respect to the major
portion of your assets, to not putting more than 5 percent of your
assets in one company and not owning more than 10 percent of
outstanding securities of that company?

You recall in the other draft we had a provision that a diversified
compauy had to have one class of stock; 1t could not be pyramided,
and a specified portfolio turn-over. Those other qualifications have
come out of the classification of investnment companies section, so that
you have a simple classification, diversified and nondiversified
companies,

Section 6 is snbstantially the same as the old section 6,

Section 7 is substantially the same. Subsection (d) on page 18, in
essence, is similar to the provisions we had in the other proposed
bill, except that now provision had been made that if an invest-
ment company that is organized under foreign laws can be subjected
to the same policing that a domestic corporation is subject to, and if
the Commission, by rules and regulations. can insure effective policing,
a forelgn company may be permitted to register.

You remember that under the old bill foreign companies could not
register becanse we did not want to give them the sanction of being
a registered company without being able to enforce all provisions
against them. This carries through the same thought, except that
we make provision that in the future, if we work out a system
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whereby these foreign companles can be subject to comparable regu-
lation, then the Commission is authorized to permit them to “be
registered, subject to those regulations.

Section 8, “Registration of Investment Companies,” has been modi-
fied to include a provision for a detailed statement as to what the
investinent policy of the company iz going to be—whether they are
going to be diversified or non(hversxhed whether thev are going
to borrow money; whether they are going to trade in ((:mmodmes,
whether they are going to be a tmdmd company rather than an in-
vestment company. The language hdb been deliberately broad so
as not to impede the management in its primary funetion of manag-
ing the pmtl‘()ho. and yet to put the investor on motice as to the
basie type of company that it is going to be. Instead of putting these
Hmitations into the definitions. we have now put them into the regis-
tration statement, which will put an investor on notice as to what
type of company it is going tv be and what activities 1t is going
to engage .

Also, in order to acconmmodate another change made in section 9,
this registration statement will give the Commission detailed in-
for matmn with respect to the oﬁ‘wers manager, investient adviser,
and similar affiliated persous. These affiliated per sons will not have
to vegister as they would have had to do under the first draft. The
company will furnish the Commission with information with respect
to these persons.

Section 9 provides that any person who has been convicted for a
gecurities frand or has been subject to an injunetion for a securities
frand cannot be an officer, director, or investment adviser of an invest-
ment company, instead ol taking the approach that we did before,
namely, that they had to file a lemstrahon statement and the Com-
mission conld deny them registr ntton and if such person has been
so convicted or enjoined in ‘comeetion with a securities fraud. In
order to provide for the extreme or mmusual or harsh sitnation, the
Commission is given authority, in the event that a person has been
eonvicted of a crime or subject to injunction, to still permit him to
act i it feels, on the basis of all the facts, that it is not inconsistent
with the protection of the investor, to permit him to act. That is to
take care of the harsh cage.

Senator Wagnrr. How does that question arise, now? The com-
pany, of course, in filing its registration btfltement will set forth
these facts. Then does the company ask, nnfthlmtmdmo the con-
viction, that he be permitted to act? How does the question arise?

Mr. Scuexxer. The bill says, on page 25, subsection (b) [read-
ing]:

Any person who is incligible, hy reason of subsection (a)}, to serve or aet in
the capacities enmmerated in that subsection, may e with the Commission an
application for an exemption from the provisions of thut subscction.

Senator Waagxer., That will come subsequent to the registration?

Mr. ScuENKER. Yes. [Reading further:]

The Commigsion shall by order grant such application, either uneonditionally
or on an appropriate temporary or other conditional basis, if it is established
that the prohibitions of subsection (a), as applied to sueh person, arve unduly
or digproportionately severe or that the conduet of such person has been such

as not to make it against the public interest or protection of investors to grant
such application.
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Senator Waener., It may not be in the registration statement. He
simply makes an application?

M. Scaexker. That 1s correct, Senator,

Senator Waexme. Which is independent. of any registration?

Mr. ScrExKER. Yes, sir; that is correct.

Section 10 has been simplified substantially. You remember it
was quite a complicated provision in the previous draft.

Senator Waaner. We heard a lot about section 10. I thought
about it in wy sleep.

Mr, Scuryzser. Although., Senator, the fundamental approach in
both these bills i3 similar, you remember the underlving thesis of old
section 10 was that if anybody stands to gain or lose {rom transaec-
tions in which he has some element of control. then provision vught.
to be made for independent representation. This new section 10
provides that 40 percent of the directors have to be independent of
the munagers, officers, and employees. It is stated the other way. It
savs, not maore than 60 peveent c¢hall consist of persons who ave man-
agers, officers, or emaplovees.  This provision will provide the inde-
pendent directorships where you have a management contract. 1In
the situation wheve the directors are the brokers for the investinent
company or ave investment bankers or ave the prinecipal distributors
of the securitics of the investment compony, then a majority of the
hoard has to be wdependent of those mdividuals. So vou have a
gituation where there is no element of self-deating—and T do not use
that word in any offensive sense. In a situation where the director
stands to gain or fose 1 a particular transaction. either as acting as
investment banker for portfolio corporations, or acting as brolier for
the investiuent company. or acling as prineipal distributor for the
securities of the investment company, in that ease the board of
divectors has to be independent to the extent of the mujority of the
board from those individuals

Senator Waener (interposing). That will require some readjust-
ments?

Mr. ScuENKER. Yes: that will require some readjustments; and 1
think it is a tribute to the industry that they recognize the underlying
philosophy of that provision. And be it said also that I o not think
they really opposed the underlying philosophy. except that it was a
matter of what protection was necessary to safeguard tle situation.
We feel that this will do it.

‘We have eliminated the other provisions which had prohibitions
against interlocking directors between investment companies and the
portfolio corporations which provisions had engendered such opposi-
tion. Under this bill today the director of an investment company
can be on the board of a portfolio corporation.

Now, coming to section 11.  The old section, as you remember. had a
prohibition against organizing new companies it within a certain
specific period you had organized another company. The major
problem in connection with that situation weas “switching” the investors
from one investment company that you had organized to the new
investment company that you organized. The approach that we have
taken in the bill is that we have aimed at the abuse that grew out
of the recurrent formations. We have provided that these exchanges
shall be subject to the approval of the Commission, so that there shall
not be any overreaching or imposition of heavy loads, and so forth.
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Senator WaGxeR. If there is an effort to organize another invest-
ment trust, that cannot be done unless it is approved by the Cominis-
gion? TIs that correct?

Mr. ScuengEr. No, Senator. There is no limitation now upon the
number of investment companies that one sponsor can organize.
However, the abuse in the past used to be that you would organize
A Investment Co., and organize B Investment Co., and then go to the
A security holders and say, “This trust is not as good as the new one.
Why don’t you get out of the A company and get into the B com-
pany?” There was a “switching,” and it is that switching that we
regulate rather than the organization.

Senator Huanzes. But you still have the companies?

Mr. ScueNsEr, Yes. They cannot “switch” the investors. And, of
course, Senator, the new companies will be subject to all the provi-
sions in the bill. I think the fact that they are to be subject to all
these provisions will tend to discourage the practice. It is not a
simple matter any more to sponsor a new investinent company. That
combined with the fact that we still retain the minimum size require-
ment will certainly eut down very substantially the number of com-
panies that an individual will organize. ,

Now, coming to section 12, that is the same as the old section 12
except in one respect. You remember that old section 12 said that
under no circumstances can one investment company buy the securities
of another investment company. The industry had some difficulty
with that absolute prohibition under all circamstances. As a matter
of principle they felt that if one investment company’s securities hap-
pened to be a good buy, another investment company should be able
to acquire such securities although they were conscious of the fact that
pyramiding should not be any longer permitted. The compromise we
worked out is that one investment company may own the securities
of any investment company to the extent of 3 percent of the outstand-
ing voting securities of the investment company, which means that
in reality the acquiring company has no effective voice in the other
investment company. .

There is one exception for which we made provision, and that 13
this. If one company already owns a substantial block of stock of
another investment company and, therefore, really controls it, then
we felt that it did not make sense to prohibit that company from
increasing its position in the company which it already controls. 1f
it controls the company—already has got 30 or 35 percent of its out-
standing voting securities—it ought to be able to get as much as it
wants. That is a very salutary thing, in our opinion, because there may
be situations where, if the contracting block can be built up to 6625,
those companies may be consolidated in one structure.

At the suggestion of some insurance companies we have incorpo-
rated a provision, which has approval of the industry, to the effect
that hereafter investment companies shall not buy a controlling in-
terest in insurance companies. We think that is a salutary provision,
because of the possible effect upon the insurance companies through
the ownership by investment companies whose business it is to trade
in securities, and so forth.

The provision we have is not unlike the one dealing with one
investment company buying securities of another investment com-
pany, except that if it does not have any interest in the insurance
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company at the present time it can buy up to 10 percent of the out-
standing voting securities, but not more. So, in the future, no invest-
ment company can acquire more than 10 percent of the outstanding
voting stock of an insurance company. The status quo is main-
tained. There are investment companies who have a controlling in-
terest in insurance companies. We are not disturbing those situations.

Senator Wacewer. That is fixed now, is it? When you say you are
not disturbing those situations, how do you provide for that!?

Mr. ScuenxEr. The bill says, after the effective date of this act no
company shall purchase the voting stock of an insurance company if,
as a result of the purchase, the investment company will have 10 per-
cent of such company’s voting securities.

The motivation for the inclusion of another provision which I am
going to discuss is as much atfributable to the industry, particularly
to the suggestion of Dr. Sprague, as it 18 to the Commussion. That
is a provision which permits the formation of venture capital com-
panies to participate in underwritings, furnish capital to industry,
and make small loans to industry.

Senator Waener. Where is that in the bill?

Mr. Scaenkzer. That is on pages 85 and 36. That provision states
that a group of investment companies can buy an interest in a com-
pany to be formed where the primary business of this eompany shall
be to promote industry, finance industry, underwrite, and make loans.
The only participants in that type of company will be registered in-
vestiment companies; and these registered investment companies can-
not put more than 5 percent of their total assets into it, and there is a
size limit of $100,000,000 for such venture capital companies.

Senator Wacexer. That is new, is it not?

Mr. Scaenkrr. Yes, sir.  We feel that it is a very salutary provi-
sion which may encourage the opening up of the capital markets.
This is one of the things that we feel ought to impel the passage of
the bill as soon as possible, so that we can get that type of thing
working. This does not depend so much upon public participation.
It depends upon investment companies who can take care of this com-
pany. There is no reason why an institution like that cannot function
immediately after the passage of this bill.

Senator Waaner. Five percent of the portfolio, did you say?

Mr. ScmEnker. No. No company can put more than 5 percent
of its own assets in that type of company.

Section 13 is not unlike the original section 18, in that it says in
substance that an investment company cannot change its investment
policy as recited in its registration statement without getting the
apProval of the majority of its outstanding voting stock.

Senator WacenNer. Is that policy defined at all?

Mr. ScaeNkEr. In the registration statement, Senator, they are
required to set forth what their investment policy is going to be with
regard to specific items,

If you will look on page 20, these are some of the things we consider
fundamental to investment policy. Starting with line §:

{1) a statement in respect of the policy of the registrant in respect of—

whether you are going to be diversified or nondiversified ; do you ex-
pect to 1ssue senior securities; do you expect to engage in the under-
writing business; do you expect to have concentration of investments

I
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m a p,ntlculfu‘ industry or group of industries—Iike a chemical fund
or an aviation fund; do you expect to deal in real estate and com-
modities, or either of them, or loans to other persons; what is your
policy with respect to portfolio tnrnover; do you expect to have a
rapid or slow turnover, and so forth? In order to give a little rub-
ber, we say that the company should not be hamstrung by those
recitals but should have somie freedom of action. However, the state-
ment of policy will indicate to all persons what general type the
company is going to be. As the company enumerates these policles
m its 1eulstmtlon statement, it will not be able to change them with-
out a majority vote.

Senator Waoener. You do not limit the type of securities? I see
they may issue sentor securities,

Mr. Scuewxer. That is rvight, T will come to that very soon.

Senator WaexEer., Yes.

My, Henenger. Section 14 velates to the size of investment com-
panies : We have the minimum size of $100,000; but, instead of having
a maxinhnin size, we have made it a subject of study by the S. E. C.,
and a report to Congress,

The next, “Inv estment advisory and underwriting contracts,”
subsl,:mtiull) the same as it was in the other bill.

The “Changes in board of directors: provisions relative to strict
trusts,” ig substantially the same as in the oid bill, except we have
put in a special provision for dealing with the Massachusetts type of
trust.

Section 17, “Travsactions of certain afliliated persons and under-
writers,” is substantially the same provision as in the old bill. These
previsions prohibit solf-dealing between the officers and directors and
the investment trust. They cannot knowingly purchase from such
registered company or from any eompany controlled by such reg-
istered company, any security or other property, except securities
of which the seller is the issuer, and so forth, They cannot borrow
money, and those other pmmslons are substantially the same.

Section 18, “Capital structure”: Instead of having the provision
that we had in the old bill—that in the future you can issue only one
clasys of stock—we have agreed upon this recommendation to the com-
mittee that you could have as a maximum three different types of
securities—debentures, preferred stock, and common stock. That is
for the closed-end companies in the ’mmre

With respect to the open-end companies, they can have onlty one
class of stock. However, we have made provision to enable them to
borrow from a bank, provided that at all times they maintain the

ratio that we prescribe with respect to such bank borrowing by an
open-end company.

With respect to the closed-end company in the future, the maximum
number of securities they can issue is three different types—debent-
ures, preferred stock, and common stock. They cannot issue debent-
ures unless at the time they issue the debentures they have a 300
percent coverage for the debentures. That means they can issue
dehentures only to the extent of one-third of their total assets,

With respect to preferred stock, they cannot issue such stock unless
it is covered 200 percent. They can 1ssue preferred stock up to the
extent of 50 percent of their total assets.
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Debentures have to be eovered 300 bercent; preferred stock has to
be covered 200 percent,

'he total senjop securitieg including bonds and preferred gtoek that
can be issued js 50 bercent of their tota] assets.

enator WaeNer, What is the difference between the debentures
and preferred stock? T know generally what the difference W, but
what is the debenture in the sense in which you yse the term ?

Ir. Scurnkeg. Well, the difference, Senator, is that the dehentype
is a debt whicl, 18 a fixed charge, They have to pay the mterest op
they are iy default.

enator Waonen, T see,

Mr. Scupxgpg, In the case of preferred stock, they promise to
pay them g fixed dividend, if earned; but if they do not eaun 1ty the
preferred stockholder does not get it, _

ince the debenture holder gofs 5 smaller veturn thap the preferred-
stockholder, anq since e ig g creditor of the Company, vather than
having a equity intepest in the compnny, as the preferred-stoek
holder holds, he ought to have mope security than the person wha jg
a preferred-stock holder. Thut iy the veason for distinguishing be-
tween those two situations,

Senator Waaner, T understogd you to say the debenture income
15 lower, Jt may be lower or jt may be higher, depending o the
earnings?

Mr. Scurxkes. Well, not depending on the carnings: becanse ;f
& debenture holdey ix promised 4 o 5 percent retnyn, that ix 4] he
can get, The breferred-ctock holder usually aety the sie, except he
USUULY oors o fittle bigher retuy, But if they do not onpy, 1t the
pPreferved-stock holder may not gef nything.

Senator Waexer. That Is what T \vag tatking about. You said
the debentyyes usually had a lower inconie than the other securities,
clading preferred stoclk, However, it really is variuble, and may or
may not he?

My, Senpngrg, I meant they pronise thent & smalley retar thap
they promise the preferred-stock holder, if they earn jt.

Senator WaeNer. T see.

Mr. Sempnkpy, With respect 1o dividends e have the Provision
that in the future, with respect to seniop securities, ot only st
they have the requisite coverage of 300 pepcent for debentures and
200 percent for Preferved stock, hut they cannot pay dividends o,
the common stock unless the debentures g covered 300 perceyt - they
cannot pay dividends op the common stoek umnless the preferred s
covered 200 pereent; and they cannot pay dividends o the prefeyred
stock unless the debentures gre covered 200 percent.

he theory of thar is that the tommon-stock holdey has no limit
on what he may get, depending on what the PALNINES of the compaiy
are. He cannot get any dividends gy draw off the earnings of the
company, to the detriment of the preferved-stock holder “and (e

debenture bolder; he cannot get dividends unless the debentures gye
coyered 300 Bercent and the preferred stock is covered 200 percent.
he distinction 15 made between the debentures an the preferyed
stock. He CrUNOt get a dividenq uniess the breferred stock e cov-
ered 200 pepcent. You have ¢ make g distinetion between the com,.
mon and the preferred, because the slightest deeline iy the a8sets
R




