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. FOR THE
PISTRICT OF COLUMBIA

1425 EYE STREEY, M. w. »

July 25, 1962

PERSCWAL

Honorable Timothy J. Reardon, Jr.
Special Assistant to the President
The White House

Washington, D. C.

Dear Ted:

A number of persons in the investment industry
have insisted Lo we that the recent market decline
iz symptomatic of rapidly diminishing investor con-—
fidence directly related to the protracted securities
markets investiqgation under H. J. Res. 438 now being
conducted by the SEC. Although originally aimed at
the securities markets, moutuwal funds and their manage-
ment companies have received unusual emphasis. Insur-
ance companies and other competitors for small and
middle income investors have not been unhappy about
this. Mutual funds have out-performed the market for
a decade, and have attracted millions of investors.

S5EC Chairman Cary has advised Congress that mutual
funds have been the subject of an intensive study by
the Commission over a period of three years, under a
contract with the Wharton School of Finance at the TUni=
versity of Pennsylvania. That study is completed and
will be published 1n the near future. It should be
analyzed bafore additional investigations are undertaken.

Since December of 1959 the SEC has beéen circulating
to investor advisers, investment companies, and distribu-
tors of securities a series of special Questionnaires de-
signed to elicit precise and up=te~date information on
mutual fund operations. Many of these duplicate other
investigations and cause unnacessary expense. They lead
o constant adverse publicity and add nothing to the
SEC's store of information.

There is a widespread feeling among investors and
investment comnpanies that continuing investigations
shake public confidence in mutual funds. This adds
fuel to the market decline and injures the entire economy.

In reviewing the transcript of testimony before the
House subcommittea last year on H. J. Res. 438, industry
members were auch concerned at the line of guestioning
devaloped on the amount of fees paid o investment ade
visers undey the Investment Company Act of 1940, There

»

REPUBLICAN STATE COMMITTEL

WASHINGTOMN & 0. &



Hororable Timothy J. Reardon, Jr. 2= July 25, 1962

seaned to be a concern with the fact that the amount of
fees paid by motual funds for professiconal advice and
management is not regulated by the Securitied and Exchange
Commission, apparently with the thought that such fees
should ke rogulated as if management companbies were public
vtilities,

This guestion ©f nanagement and adviser fees was ex-
hauvstively considered by Congress in 1940 when the Act was
passed. The original bill recommended by the SEC in 1940
was drafted on the basis of a 5-year study of investment
combanies. Congressional hearings occupied 21 days during
a period of 3 months;, and reflected considerable prepara—
tion. The final bill was drafted after 5 weeks of intensive
work by the SEC and investment company counsel. (Hearings
on 5. 3580, 5enate Banking and Currency Committee, and heaxr-
ings on H. R. 10065, House Committee on Interstate and Foreign
Commerce, 7oth Qong., 34 sass, (1%40).)

After most careful consideration the present provisions
of the 1940 aAct were thought by Congress to be the best solg-
tion, The Bet is presently construed by the SEC as requiring
the board of directors of a mutual fund to assure that ad~
viser and management contracts, which must be approved annually
Ly them or by the stockholders, are fair and egquitable.

In addition, the independent directors ¢of a mutual fund,
that is directors not affiliated with the adviser or manage-
ment Ccompany, are expressly charged with the duty of approv-
ing the renewal of such contracts pursuant to Section 15(c}
of the Invesitment Company Act as an alternative to a stock-
holder's vote.

The SEC staff has long taken the position that the
girectors of a mutual fund have an obligation to determine
whether an adviser or management contrackt with an outside
company is to be preferred over the direct assumption of in-
vestment operations by the investment company (mutual fund)
itself. The general consensus in the moutual fund industry
has been for 20 years that the investors and the public are |
best served by having the highly technical and complicated
management services performed by outside profassional come
panies specializing in this kind of work., Likewise, over
the years, it has become commonly ac¢epted by the industry
and investors that such professional services are best paid
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for on the basis of a contingent fee of one-nhalf of 1 per-—
cent of net asset value. This is far less than an investor
pavs on an individual basis, or banks andéd other financial
imstitutions normally charge for similar services.

The Investment Company Act of 19440 sets a very nigh
fiduciary standard of concuct for management in the in-
vestment company sStructure. This statute is very elaborately
¢rawn to protect investors in every feasible way consistent
with a free enterprise society. )

The declaration of policies and purposes o0f the Invest-
ment Company Act, contained in Section 1{k)], is in effect a
codification of general ficduciary duties imposed upon direc-
tors, officers, investment adwvisers, and other controlling
or matagerial perzonnel of investment companies. The legis=
lative objective is declaygcd te bBe to eliminate various
enumerated conditions adversely affecting the national pub-
liz interest and interest of investors. The statute has
workad better and caused less litigation than any the SEC
administers.

Such documents as Senate Report Ke. 1715, 76th Cong.,
38 sess. 1, and Houss Report No, 2639, 7é6th Cong., 2d sess.
5 (1940), should be rewviewced by the White House staff in
this connection. It will be sean that the objectives were
attained years ago and there is no present need £or more
stringent regulation.

Under Section 14 of the Investment Company Aot the
SEC is presently authorized and required to make a con—
tinuing study and investigation of the size of investment
companies and its effect on investment policy, on invest-
ment companies themselves, oOn security markets and related
matters involving the protection of investors and the pub-
lic interest. The 5EC investigaticns presenily undar way
and referred <o above come under this section of the law.
additional protracted ilnvestigations add nothing and do
much harwm.

As stated in a recent article by Nathan Lobell,
"mutual funds are emerging as one of the major financlal
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institutions of our day. Their growth has bzen phenomenal.
Fearly 5 million sharcholders own the $17 billion of mutual
fund assets, and are given the benefits of investment manage=-
ment once available only to the rich."

This same article points out that "mutual funds have
had a 35 times increase in assets in the past 20 years as
agalinst a 6% times increase in the value of shares listed
on the New York Stock Exchange., In the past 10 years the
gstimated number of shareholders of matual funds has in-
creased mora than five times as against less than a two
times increase in holders of shares listed on the exchange.
During that 10 years, funds have been adding investors at
an average rate of 1,000 per day."

SEC Chairman Cary recently testified before the Commitiee
on Appropriations that the number of registered investment
companies has increased from 432 in 1957 to 570 in 1960, and
stated that he expects there will be 630 such companies in
1961, and 705 by 1962. he further stated "it appears that
the estimated aggregate net asset value of registered in-
vestment companies has increased from 315 billieon at the
close of 19257 to about $23.5 billion at the end of 1860,

We- estimate that these figures will reach $27 billion and
§32 hillion at the close of 1961 and 1962, respectively."
Ee macde a special point of the rapid increases in the
estimated number of shareholder accounts in registered
investment companhles. -

Ee said "at the close of 1857, there were aporoximately
3.1 million perscons owning these securities as compared with
4.6 pillion accounts at the close of 1960, e anticipate
that this number will increase to 4.9 and 5.2 million share-
holder accounts at the close of 1961 and 1932, respectively.
These figures, I may say, apply only to the oven~end mutual
funds, whose net assets are about 75 percent of the total I
have given. It does not ipnclude the very substantial closed-
end ccmpanies. The total number of shareholders for whose
protection the Invesminet Company Act was passed iz, there-
fore, substantially more than the éstimates I have given."

Matuval funds are presently as closely réegulatad by the
SEC as iavestor protecktion and the public interest can
possibly regquire measured by any standard of rgason in
a free enterprise society.
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Tae inportant purposes of H, J. Bes. 438 have bean
permitted to be sidetracked by allowing the investigation
o ke diverted to mutual funds, which are already burdened
with current SEC investigations. More importantly, the
sesryurities markets investigation should ke conducted with
a minimas of publicity and terminated a2t the carliest
possible time consistent with accomplishing the purposes
Ccongress had in mind. Finally, it should be remembered
that the exltracrdinzry success of mutuwal funds has been
Sup in large measure 10 successfunl management by the pro-
" Zcssicnal staffs of the independent manzgement companies.
Any change in the present industry pattern and the adverse
effect it will have on the mutual fund industry and the
milijions of shzreholders whose life savings are at stake
can only be justified by a substantial showing of gross
abuse of trust, or gross misconduct of a kind not now
requlated uader Section 36, and other provisions of the
Investnont Company act of 1840, The SEC has tacitly
zpproved this managemant pattern for two decades. There
has not been any suggestion of mismanagement or any show-
ing that the present law is inadeguate to regulate the
industry.

Fimancial journals are constantly filled with rumors
of zdverse lecislation in this area soon to be proposed
by +he SEC. For example, Forbes magaZine recently carried
an article full of grim forebodings. It would be in the
national interest for the White House to bring this matter
under control so that investor confidence can be restored
a* the earliest posgsible time. This is the only road to a
full-enpleyment economy.

vary truly yours,

Larnd
Carl L. Shipley

Chairman
CIS vk



