?/ﬂaéé /0-30 Wﬁtﬂayﬁ 4& ;’@y

¥

2 Y

To:  The Commission Apru 26, 1965

From: Office of General Counsel z _ /
Re:  Mutual Fund Report to Congress: The Give-up ’bi&g:f S J*Q
Use of Give-ups to reduce Sales Loads,

At domasion meatings held last Tuesday and Wednesday, April 20
and 21, 1965, the problem of directed cash give-ups and reciprocals to
roward sellers of mutual fund shares was diﬁmssed. This meworandum is in
vesponse to the request made at the end of the Wednesday meeting thet thare
be prepared & written discussion of the proposals that give-ups now being
generatad by invéataens companies a8 & rewaxd for sales sffoxrts be returned
to the investment companies rather than retained by the dsalers selling.

sutual fund shares.

FIRS‘ P 3 _DIRECT REBATE 5_FUND

The simplest kind of a plan would be one that would allow any‘ invest~
pent company to x’ecéiva a rgbato if and to the gxtent that it ¢ould direet
& give-up to anothar wewber of the exchange on which the transaection was
exeecuted or, in the case of the Datroit Stock Exchange, to any wmember of
the MASD, Under this approach the iovestmant companies would be receivimg
a direct rebate, and ioplementation would require action umder section 19(b)
of the Exchange Act to amend the rules of the various emchanges. Action of
this sort would also highlight the fact that it would be a benafit available
only to invastment companies, Justifieation for the exceptional traatment
of investment companies could ba made by reference to the fact that it is

only in the mutual fund arsa that the give-up practices presentiy exist to
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any substantial degree and presently produce a regulatery problem of auy
substantial magnitude and that the present give-up practicas are nothing
more than a disguised volume discount,

I1f this were done, the various exchanges might simply ban give-ups.
If, however, the exchanges did pot ban give-ups, iavestment companias could
seemingly not afford pot to direct rebates to themselves, as a failure to do
so would leave the directors open to sharcholder suits for wvasting corporate
assets, Invesimant companies could, of course, continue to dirsct give-ups
to others for services directly performad for/g? ;z- even for services per-
formed for their adviser, assuming it could be shown that the adviser appro-
priately reduces its advisory fee in oxchange for those services, Reelprocal
business would scem to be self-policing to a considerable extent, for if by
spreading their business around, the imstﬁmt conpanies reduced the giﬁ-
ups othaiwise obtainable, 'thay would be vulnerable in a sharsholders® suit
for waste, unless a persuasiva counterbaslancing geason ware shown,

As mentioned above, if action of this nature wera taken by the Com-
mission, the exchanges might respond by banning give-ups. I1f give-ups were
banned, tha question would be whether the Commission would wish to go farther
and affirmatively provide that investment companies must be allowed te direct
give-ups back to themseives in amounts that are common at the present time
(say, up to 60%). The first step under section 19(b) of the Exchange ict
could, of course, taka this form--that is, the amendment to exchange rules
could in the first instance provide thet investment companies shall be allowed
to direct give-ups back to themselves rather tham providing that they will
be able to do thie only if and to the extent that the exchange rules would

permit them to direct pive-ups to another member of the exchange.
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This approach focusas almost entirely on the rigﬂdity of the exchamge
commigssion rate strxuctures and does not directly focus on the exceasivz
selling compensation aspect of the problem, Howaver, one result of the
move would be an equalization of tbe total compensation received for ealling
fund shares§ no longer would NYSE members receive more for that function '
than other dealers selling fund ehares, This £s subject to one caveac? If
the Coumission acted to allow funds to dirget give-ups back to themselwvas
to the extent that exchange rules would allow them to dirsct give-ups o
another exchange momber and if the exchanges responded by banning givee-ups,.

a fragmentation of fund ovrders among NYJE wembers would vesult in NYEB members
receiving more for selling fund shares than nonmembers,

Ean ify however, the pet result of Commission action were a boaning
by the exchangas of give-upsy the antitrust problems‘discussed with ths
Commission would be ameliorated, The give-up rules arey £xom an antitrust
standpointy probably the wost vulperablo fecet of the axchanges® commission
rate structurey as there is little rational basis for the give=up pr&mtimm
and the result in the mutual fund sales arsa 48 & marked competitive disadvan-

tage for non-NYSE membars,

This epproach would view the prodblem primafily from the stendpoint of
saction 22(c) of the Investment Compamy Aet--Yunconscionable or grossiy
excessive! sales loads, Under this approach the underlying thesis would be
that there is soms point at which the receipt of compensation for sale; effort
becomas unconscionable or grossly excessive and that it makes no diffw:ence
vhather this amount is received by the principal underwriter and the coatract

dealer as Ysoles load" as defingd in the statute or through a combination
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of "sales load" and other foxms such as give-ups for selling effort. Stated
another way, the wore that is recesived by a mutual fund dealer; or a nrincipal
underwriter for that matter, in give-ups, the smaller the amount of "sales
load" that can be received without running afoul of the "unconscionable or
grosely excessive" standard of section 22, This approach treats ths problem
as a mutual fund problem.

Under this approach the Commission would promulgate a rxule statiag
that any amount of statutory sales load ("sales load" as defimed in the
statute) wvhich either by itself or in combination with directed ¢ash give-ups
and compensation for sales activity enceeds (as an enmsmple) 97 of the total
selling price of the shares is grossly ezcessive and unconscionable.

In order to make ths plan work, it would have to be made applicablie
to reciprocals for sales affort. This would be dome through a fowmmuln that
would egtablish a presumption that, say, 60% of the commissicns charged by
an exchange member for transactions executed on the exchenge would be cone
sidered a giﬁe»up received for sales effort, {f the member also sells shares
of tha fund. Of course, if such a member gives up a portion of the come
mission to another member, the give-up would reduce the 60%7. Furtherzore,
if it could be shown that the brokaraga is im ewchange for a service sugh
as supplementary investment advica, the presumption would bz overcome. And
of course the current practicses would act as a measuring rod which could
be used to thwart any large-scale attempts of avoidance.

Such a rule would of course have no effect whatever on closed-ind
investuent companies, no-load funds, or any type of institution excepi mutual
funds which presently sell ;héir sharas for a statutory sales load ciumse to
9% and which also placs their brokerage so as to penerate substantig! amounts

of directed cash give-ups in return for selling effort.
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1f such a step were taken, the Commission would have in effect iimited
the reverse type of campetition which in recent yeare has driven ths ciwpan-
.sation for the sales of wutual fund eha:és up to higher and higher levuls,
both in the fomm of sptatutory salas load and in the terms of actual toial
selling compensation, including directed cash give-ups. No fund ecould sell
its shares for wore than 97, regaxdless of whether it is or is not im &
position to gensrate largas amounts of cash give-ups.

Upon the adoption of such a ruie, the Commission would maks it eiear
that if a mutual fund wishas to coﬂtinus to direct cash give-ups to deslers
with pespgct to mutual fund shares sold by thes; the Commissiom would wot
object, but would simply imsist that the total of the statutory sales lcad
and directed cash give-ups for selling sffort not exceed 9%. iﬁie 9% figure
is of course not necessarxily the figure that would bs chosen, although it is
the figure that has treditionally been used by the Commission ovar the years
as an administrative guide to the meximum that con be charged. It might bo
that a total lowar than 97 should ba written into such & rule for largeay
purchases~-a matter discussed in the February 25, 1965 memorandum. The
industry does to some extent now offer volume discounts to purchasers, though
the breakpoints do not become significant umtil quite laxgs volumes of pur-
chases are renchaqg7

With this kind of a zule, the direetors of funds would of course have
cpan to them the following posaibility. They could enter into underwy:ting
agreements'which would require the underwriter to exscute dealer agreczents
which would make it clearx that the dealer discount must be reduced by ihe
extent to which the give-ups received by that dealer plus the statutory sales

load exceed 9% and that if theye is any excess, the deslar discount on shares
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sold by the dealer during the next succeeding periods will be reduced from
the gchedule in ihe dealer agreement until the excass is used up. The undege
vriting agreement weuld in effect provide that to the extont that the specified
dealar discount is reduced because of this special provisien, the reduction
will be used to ineressa the price at which the undexvriter will purchasa
the ghares from the f{nvcstment company or to decreasc. the portion of the
sales load allowed to him--in either event xesulting in the investment company
receiving an epount greater than net asset value for its shares.

This proposal would nrot result in the reduction of the stated of'fering
price to the publie; as mentioned above, the benefits thereunder would go te
the fund itself through the sale of some shares at 4 priee im excess of net
assat value.

This proposal would fit in rather neatly with existing prncticeg' At
present, give-ups given for selling effort are clearly recognized by everyome
as additional salaes compensaticn. Complete recoxrds on give-ups, and vhat
they are for, axe kept by all coneceraned.

The fund and the underuriter could reach the sams result by entering
into a special type of undexwriting contract and dealer agreement with a fow
large Naw York Stock Exchange fimms selling considercble amounte of the furd
shares. These special agreements would provide for the same public ofiering
price as would prevail in all sales to the publie, but would provide for a
sale by the fund to the principal underwriter &t a price in excess of uet
agset value and would provide for a sale by the principal underwritex o the
contract dealer at a much smaller discount than that allowed to other retail-
ing fimms that are not members of the New York Stock Exchange. At the same

timg the prineipal underwriter and the fund would guarantee these few <ealers



oFm
that the total amount of salas remuneration xeceived by them would be zqual
to that received by any other mutual fund retailer, as the fund would ensurg
that the deéler would veceive gilve-ups in an emount sufficient to make up
the difference,

Our zule, or the release accompanying it, would maks {t clear that it
would be perfectly legal to use either of these two methods to moke use of
give-ups to rxaesult in amounts larger than net asset volue belng received by.
the fund for the sale of some of ite shaxes. Assuming that dealers wire
villing to enter into either type of offsst arremgement and assuming vhe NYSE
and other exchanges did not comstrue thie as a prohibited "rebate," tie
direetore of a fund salling Lts shares for e statutory cales load of 1%

(or almost 9%) would be wvasting coxporatc assets to the extent that thay do
npot direst give-ups to dealers s@lling their shares in ordaer to augument Che
assets of theirx funds, thus benefiting all shazcholders. The effect would

be the same as a volume discount, as the extra assets would benefit ail share-
holders on a pro rata basis, |

Again, it should be emphesized that this epproach would have no affect
on funds selling thefr shares for, say, a 5% statutory sales load, becouse
even with give-ups, the 9% total would not be reached. Thie s not neces~
sarily a defect in the proposal, as sharsholders who pay a statutory :ales
load of 5% are in wuch better shape than those paying 8«97,

The possible “bugs" in the proposal are obvious, First; would dealexs
consant to this typa of "offset'? Thig is a hard question, There would be
po advantage in thoir doing so. XIn most cases, one fund eon be sold as well
23 oany other, and. the offset arrangement would cxeste buokkeeping prohlems.

Furthermore, the NYSE wembers would probably not be happy about this udden



8=
reduction in their total remuneration ond might try to thwart the plex.,
This might, however, ba overcoms by wording the Commission’s rxule im such
a way as to have only 80-907 of give-ups for sales efforts counted in ascer-
taining whetber the 97 total is reached; this would be done on the bauis of
the extra bookkesping involved, If this were dong, the enticement might be
enough to induce NYSE membars to entexr into the special offset agreemant.

1f NYSE dealers refused to emter into these offsst agreements, the
funds and their underwriters and the contract deslerxs would still bg subject
to the requirements of the Commission's rule that the total statutory sales
load plus give-ups for selling effort not axceed 97, and everyone would
have to abide by that zule. The effect would be that give-ups would, as a
practical mattor, be abolished,

The other obvious possible "bug" is that the exchanges might ccnsider
the special offset underwriting and dealer agreements as vehielaes for wuting
rebates to the funds, Although this approach does concentrate on the emcassive
sales compansation aspeet of the give-up problem, it must bg admitted that
the differeances are primavily diffezences in form and that the New York Stock
Cxchange wight well say that 1f any give-up directed to another membe:
decreases the lattor’s discount on the sale of mutual fund shares, it is a
rebate to the mutual fund. Thus, the New York Steck Exchange might bun give-
ups that result in the reduction of ¢ recipient member's dealer discouat in
the sale of mutual fund shares, If so, the end result would again be an
abolition of dirxected give-ups. Of course, exchange characterization of the
offset as a rebate would be subject to the Commission's powers under

section 19(b) of the Exchange Act to provide otherwise.
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It must also be admitted that this proposal would break mew ground
in its thasis that in determining whether the statutory sales load ie
grossly exeessive or unconscionabla, fa&tors other than the diffarenc:
between the public offering price and the amount reccived and retaine:i Ly
thé fund must be comnsiderad. It would appear that section 22(¢) woui-l allow
that kind of a test to be applied, but it is not certain., Carvied on: step
fartheyr, this principle would seem to dictate that, for exempls, unre:isonable
advisory profits of an advissr-underyriter and unreaconabie brokerage profits
of a broker-underwriter should be eonsidared in detétmining whether the
statutory sales lood 4s grossly excessive or uncomscionable. In the hyeadest
seneg, this is fair envugh, as unreasonsble advisory and brokerege p:.fits
also come out of sharcholders' pockets, just as do grossly excessive iales
loads (though the burden of grossly excessive saies loads falls solely on
purchasers who are so charged, while unreasonable advisory and brokes rpe
profits fall evenly on all sharsholders). 1he argument that would be
advanced againgt sueh an approach iz that the Commission was purposely piven
direct controls only over statutory sales loads and that it would be : frus-
tration of t(he stalutory scheme for the Conminsion to widen ite £iels of
vision to look at sll compensation and munies pald by investment oy my
sharaeholders to determine whether the statutory sales load olement is teo
bhigh. This argument i5 bardly overpowering.

Perhaps another problem with the proposal is how 4t would work: out
with respect to a brokev~affiliated fund which gives most of Lts poriiolic
exccution business to the aifilisted bxoker. For azaeple, Drayfus Frud
glves most of its brokerage to Drevfus, which also ascts as its underiiter

and adviser. Dreyfus distzibutes ne give-ups for selling fund shere:  bul
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instead allows g dealer discount that is l-1% percentage points highoar than
that allowvsd by most updetwriterso Thus, at present, the contract dealers®
sole sales remunaration is received out of the statutory sales load. It
would appear that the directors of Dreyfus Fund would, if the proposal ware
ad;pted, come under prassuxe to foree Dreyfus to give up a poxtion of its .
comnission to the contract dealers so as to réturn that portion to ths fumd,
1f this were done, Drayfus would probably bring its share of statutery salas
load into line with the usual underwriter®s share in the industry. This

would have tha effect also of bringing the dealar’s discount into Line.
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