
CHAPTER I 
BACKGROUND, SCOPE, AND SUMMARY 

A. INTRODUCTION 

This report is submitted pursuant to section 14(b) of the Investment 
Company Act of 1940 (“Act”) which authorizes the Securities and 
Exchange Commission (“Commission”) “at such times as it deems 
that any substantial further increase in size of investment companies 
creates any problem involving the protection of investors or the pub- 
lic interest to make a study and investigation * * * and from time 
to time to report the results * * * and its recommendations to the 
Congress.” 

The Act has not been materially amended since its passage in 
1940. Although the Commission’s annual reports to Congress have 
given considerable attention to the investment company industry, 
this is the Commission’s first report to the Congress pursuant to sec- 
tion 14(b). This report describes the dramatic growth of and the 
substantial changes in the investment company industry since 1940 
and discusses the major public policy implications of that growth and 
of those changes. It examines the extent to which the Act meets the 
needs of today and the probable needs of tomorrow, and presents the 
Commission’s program, including recommendations for legislation, to 
enhance the effectiveness with which the Act’s provisions implement 
its fundamental policy: to “mitigate, and so far as is feasible, * * * 
eliminate * * * conditions * * * which adversely affect the public 
interest and the interest of investors.” 

In this report the Commission finds that on the whole the invest- 
ment company industry reflects diligent management by competent 
persons. The flagrant abuses which prevailed prior to 1940 and 
prompted the enactment of the Act have to a significant extent been 
eliminated. Under the guidelines established by the Act the invest- 
ment company industry has acted responsibly to provide a useful and 
desirable means for investors to obtain diversification of investment 
risks and professional investment management. Thus, this re ort 
should not impair public confidence in investment companies. $ow- 
ever, the growth and change in the investment company industry, 
particularly during the past decade, raises important questions of 
public policy, including, among others, the cost to investors of par- 
ticipation in the securities markets through mutual funds. To a large 
extent these questions are attributable to  the unique structure of the 
mutual fund industry which interferes with the ability of fund 
managements to resolve them in the interest of mutual fund share- 
hoIders. 

No attempt has been made in this report to assess the merits of 
investment company securities relative to other types of securities 

1 Act, sec. I@) (concluding paragraph). 
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2 IiWLICATIONS OF INVESTMENT COMPANY GROWTH 

or to analyze the securities of particular investment companies.2 
That is not the purpose of this report. Its primary purpose is to 
describe and assess the growth of the investment company industry, 
particularly its mutual fund sector, and to present recommendations 
for changes in the Federal law applicable to investment companies that 
will, the Commission believes, assure fairer treatment to the millions 
of Americans-most of them of modest means-whose appraisd of 
their own needs and circumstances has led them to invest many bil- 
lions of dollars in those companies. 

B. INVESTMENT COMPANY GROWTH 

In little more than a quarter of a century American investment 
companies have become an investment medium of major significance. 
At the end of 1940, investment company assets were about $2.1 billion. 
By June 30, 1966, they had increased to $46.4 billion. Particularly 
striking has been the growth of the open-end sector of the investment 
company industry-the so-called mutual funds whose shares are 
redeemable by shareholders at net asset value. Mutual fund net 
assets have grown from about $450 million at  the end of 1940 to about 
$38.2 billion on June 30, 1966. Although the assets of the funds 
increased by about eight times between 1940 and 1952, their growth 
has been even more striking in recent years. Mutual fund assets, 
which were only about $4 billion at the end of 1952, had more than 
tripled by the end of 1958 when they stood at  $13.2 billion. And 
from the end of 1958 to mid-1966, the assets of the funds almost 
tripled again, so that mutual fund assets in the middle of 1966 were 
more than nine times their size a t  the end of 1952. 

The growth of mutual funds has been accompanied by a dramatic 
increase in the number of mutual fund investors. In 1940 there were 
slightly less than 300,000 mutual fund shareholder accounts. By the 
end of 1965 this figure had grown to over 6.7 ~nillion.~ More than 
3.5 million investors now hold mutual fund  share^.^ The present 
economic importance of the mutual fund industry can be gauged from 
the fact that in 1965 mutual funds raised almost $5.2 billion through 
the issuance of new shares, more than double the $2.3 billion in new 
stock sold for cash in the United States during that year by all corpora- 
tions other than investment companies. The growth of the industry 
as a whole has been exceeded in many instances by that of individual 
funds. In mid-1966 there were 19 mutual funds each of which held 
assets greater than those of the entire mutual fund industry at  the 
end of 1940. 

1. The Wha.pton Report 
The report that the Commission now makes had its genesis in 1958 

when the investment company industry was much smaller than it 
is today and when its mutual fund sector grew from $8.7 billion 
at  the beginning of the year to $13.2 billion-a little more than 

C. BACKGROUND OF THE REPORT 

2 The Commission has traditionally regarded this type of apgysis as being outside the m p e  of its re- 
sponsibilities. Cf. Report of the Special Study of the Securities Markets, a. Doc. No. 95, 88th Cong., 
1st sess. (“Special Study”), pt. 1, IV. 

8 Source: Investment Company Instltute. 
4 Source: Investment Company Institute. 
The number of mutual fund shareholder “ac3counts” b almost double the number of mutual fund “share- 

holders” bemuse many investors hold shares in two or more funds. 
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one-third its present size-at the end of the year. In that year the 
Commission authorized the Securities Research Unit of the Wharton 
School of Finance and Commerce of the University of Pennsylvania 
to make a study pursuant to section 14(b) of the Act and to submit a 
report to the Commission. The Commission originally asked for a 
report concentrating on mutual funds that would “be primarily 
directed to  the question of the effects of size on investment policies 
and comparative performance of investment companies and, to the 
extent possible, to the effects of size of investment companies on the 
securities markets and on the policies of portfolio companies.” It 
soon bec&me clear, however, that the effects of increases in the size of 
investment companies could not be fully understood without a study 
of the relationships between mutual funds and their investment 
advisers, principal underwriters, and portfolio brokers. Accordingly, 
when the original part of the Wharton Report was nearing completion, 
the Commission asked that it  be expanded to include an analysis of 
these areas. 

The Wharton Report was delivered to the Commission in August of 
1962 and was submitted to the Congress at the end of that month. It 
was the most comprehensive analysis of the mutual fund industry 
since the Commission’s Investment Trust Studyt6 which led to the 
enactment of the Investment Company Act of 1940. The Wharton 
Report presented much factual material about mutual funds and 
identified areas in which problems appeared to exist. It concluded 
that “the more important current problems in the mutual fund 
industry appear to be those which involve potential con0icts of 
interest between fund management and shareholders, the possible 
absence of arm’s length bargaining between fund management and 
investment advisers, and the impact of fund growth and stock pur- 
chases on stock  price^."^ 
2. The Special Study 

In September 1961, while the VOharton Report was being prepared, 
Congress added section 19(d) to the Securities Exchange Act of 1934, 
authorizing and directing the Commission “to make a study and in- 
vestigation of the adequacy, for the protection of investors, of the 
rules of the national securities exchanges and national securities asso- 
ciations.” A detailed study of the securities business and the secur- 
ities markets followed, which resulted in a report that was submitted 
to Congress in five parts during 1962 and 1963.8 That report has 
become known as the “Special Study.” 

treated aspects of the mutual fund industry 

Study’s examination of the mutual fund area was primarily concerned 
with the way in which mutual fund shares are sold and with the 
special problems involved in the sale of so-called “contractual plans” 
for the acquisition of mutual fund shares. It also examined the 
factors that influence the way in which the brokerage commissions 
paid by the funds for the purchase and sale of portfolio securities is 
allocated and the potential conflicts of interest arising from “insider” 
trading in securities being purchased or sold by the funds. 

The Special Stud 
which fell outside t K e scope of the Wharton Report. The Special 

Wharton School or Finance and Commerce, A Study of Mutual Funds, H. Rept. No. 2274,87th Cong.. 

SEC Report on Investment Trusts and Investment Companies (193&40). 
2d s a .  1 (1962) (hereinafter referred to BS the‘wharton Report”). 

’ Wharton Report p. X. 
8 See note 2, supra. 
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3. Commission Review 
The Wharton Ileport was a report to the Commission, not by the 

Commission. It was an analytical study that made no rccommenda- 
tions for legislative or administrative action. The Special Study, on 
the othdr hand, did make recommendations; but those were the recom- 
mendations of the staff which prepared the Study, not of the Com- 
mission. It remained for the Commission to evaluate the Special 
Study’s recommendations against the background of the basic ques- 
tions posed by the Wharton Report and of its own experience in 
administering the Federal securities  statute^.^ The Commission 
transmitted the Wharton Report to the Congress, stating that it 
would evaluate the public policy questions raised by the report “as 
part of a comprehensive program of study * * * with a view to 
determining and formulating such legislative, rule, and enforcement 
proposals, if any, as may be desirable and thereafter reporting to the 
Congress.” lo 

To aid it in this task, the Commission directed its staff to make 
further inquiries. In these subsequent studies, the Commission’s 
staff sought to test the conclusions of the Wharton and Special Study 
Reports by an intensive firsthand examination of a cross section of the 
investment company industry. The group of companies selected for 
this purpose re3ected varying patterns of organization within the in- 
dustry and consisted of 33 companies with total assets on June 30, 
1966, of more than $13 billion-over 27 percent of all investment com- 
pany assets on that date.l’ The staff also studied the operations of 
small mutual funds that were not associated with large investment 
company groups and interviewed the mansgements of other invest- 
ment com anies, officers of other financial institutions as well as 

transactions for investment companies and other institutions.12 
Extensive use has been made of information in the Commission’s 

files.13 Statistics deriyed from that source l4 have been supplemented 
by additional data obtained from the Investment Corn m y  Institute 

Inc. The Commission is most appreciative of the cooperation and 
assistance that it has received from both of these organizations .and 
from many persons in the investment company and securitles 
industries. 

,---,, 
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broker-dea P ers who sell mutual fund shares and who handle portfollo 

(“ICI”)15 and from the Association of Mutual Fund $ lan Sponsors, 

9 When the Commission forwarded the Special Study to, the Congress it said in its letter of transmittal: 
“The examination of the securities market8 and the wntmg of the report have been done by a * * * 
group * * * designated the Special Study of Securities Markets * * *. The Special Study was given 
freedom to analyze and point out problems as they appeared to it: * * * the judgments, andyses, and 
recomqendstions in this report are thqse of the Special Study and not the Commission. However, the 
Commission has worked very closely with the study thmughout and has gone over every section Of the re- 
.port. We believe that the report is a thoroughly responsible document. We do not embrace every recom- 
mendation BS our own but we do accept them as a sound point of departure for proposals to the Congress 
forrulemaking by the )commission and by the self-regulatory agencies and for discussions with the industry: 
Like the study we at the same time recognize the complexities and subtleties of the problems presented.” 
Speeial Study,fpt. 1, IV-V. 

10 Wharton Report VII. 
11 Twenty of these investment companies were typical mutual funds charging a sales load, five were unit 

investment trusts issuing contractual plans, two were no-load funds, two were closed-eud,iIives.trnet eom- 
panies, two were exchange funds, and two were faee-amount certiticate companies. For discussion of these- 
types of investment companies, see pp. 37-459, infra. 

12 A number of special staff inquiries into the functioning of the securities markets, made after the com- 
pletion of the Speeial Study were also germane to the investment company area and to this report. 

13 On Jan. 25,1965, the Co&mission FevrSed and broadened the annual reports that most registeredhqe;t- 
ment compauies are required to file wlth it. (Bee Investment Company Act Release No. 4151, Seounties 
Exehange Act Release No. 7521.) This new 5eportmg form, known as Form N-1R has supplied the Com- 
mission with much information that was previously unavailable to it on a regular bas=. 

14 Except where otherwise noted, statistical material in this repqrt is based on the Commission’s publie 
files. June 30 net asset figures come from annual reports filed with the Commission by each reglstered 
invmtment company. 

16 IC1 members hold about 93 percent of all mutu 31 fund assets. ‘, 
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D. SCOPE OF THE BEPORT 

5 

This is not a report on every phase of the investment company 
industry. It focuses primarily on the areas where the mutual fund 
industry’s growth raises questions as to the present adequacy of the 
regulatory pattern fashioned in 1940. Relatively little attention is 
given to the many areas in which that pattern still works well and as to 
which the Commission sees no need for additional legislation at  the 
present time. Thus, little mention is made here of the problems with 
which this Commission was most concerned when it made an exhaus- 
tive inquiry into the investment company industry during the late 
1930’s. On the abuses which plagued the investment company 
industry prior to 1940, the Act has been and continues to be an 
effective check. The investment company industry that the Com- 
mission has been examining has grown to a size unforeseen in 1940. 
That growth, especially the phenomenal growth of the mutual funds- 
raises issues of significant public concern.16 This is for the most part 
a report on public policy implications of investment company growth. 

Problems presented by small business investment companies, ex- 
change funds and other specialized types of investment companies 
are not treated in detail. To the extent that major public policy 
issues have arisen in these areas they concern matters largely out- 
side the range of this Commission’s responsibilities. For example, 
the regulation of small business investment companies is primarily 
the responsibility of the Small Business Administration. And the 
legislative question with respect to exchange funds is one of tax 
policy rather than one of investor protection. In the investor nro- 
tection area for which this Commission is responsible there is no 
present need for extensive amen-‘ments to the Federal securities 
statutes so as to make snecial provision for these types of companies. 

One of the most striking characteristics of the investment company 
business is its unusually dynamic character. Its history has been 
marked by r& id and far-reaching change, and the pace of change is 

cusses recent noteworthy trends, some of which did not appear sig- 
nificant until the report was nearing completion. One such develop- 
ment is the formation of investment companies for the purpose of 
investing in the securities of other investment companies. Another 
is the growag stress of a sizable I umber of mutual furds on aggressive 
shorbterm trading rather than the more traditional objective of long- 
run investment, a pnenomenon that has been accompanied by the 
increasing use of mutual fund shares as vehicles for speculation rather 
than as media for investment. 

The implications of other recent developments are as pet too 
uncertain to permit extensive discussion. Noteworthy in this con- 
nection are the questions raised by the entry into the investment 
company industry of conglomerate corporations whose primary busi- 
ness interests lie in nonfinancial fields.” Control of an investment 
company or of a groiip of investment companies-even a company 
or a group that is quite small by the standards of today’s invest- 

especially swi F t at the present time. Accordingly, this report dis- 

1.1 Wharton Renort X. 
17 Mutual funds with assets of over gs00 million are now controlled by industrial companies. And other 

nonlhmcial corporations never previously involved in the mutml fund field or in the securities business 
have from time to time given serious consideration to the acquisition of control over existing or the hunch- 
ing of new mutualfunds. Seen. 93 on p. 46, infra. 
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ment company industry-carries with i t  control of a sizable pool 
of investment capital. The owners of that capital are the invest- 
ment company’s shareholders. But it is the company’s managers 
who decide how the shareholders’ capital is to  be used. When 
this power of decision is held by a corporation for whom investment 
management is ancillary to the direct operation of business enterprises, 
that corporation may be tempted to use the resources of its controlled 
investment company to further its noninves tm ent company interests. 
For example, the controlling corporation may cause the investment 
company to acquire a substantial block of the securities of a pnn-inal 
supplier to or an important customer of one of its operating divisions. 
Of course, such an acquisition can be motivated by bona fide invest- 
ment judgment. But it can also be motivated by the controlling 
company’s desire to obtain assured sources of supply, lower prices, 
a captive market or other bene6ts for the operating divisions that 
are of primary interest to it. 

As yet, the involvement of conglomerate corporations in the invest- 
ment company field is limited. And nothing has come to the Com- 
mission’s attention to indicate that the industrial corporations that 
have acquired investment company interests have in fact deployed 
the companies’ resources so as to promote their own interests in other 
businesses at  the expense of investment company shareholders. 

The recent and sometimes sudden emergence of trends such as this 
makes it impossible to foresee with certainty at this time whether in- 
dustry change and growth will lead to regulatory problems other than 
those discussed in this report. The Commission, therefore,. will eval- 
uate on a continuing basis the implications of change in this growing 
and very important segment of th? .securities industry. Should new 
developments call for further remslon of the Act, the Commission 
will communicate its views and the reasons on which they are based 
to Congress. 

\\ 
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E. OUTLINE OF THE REPORT 

The report consists of nine chapters. This chapter describes its 
background and scope and summarizes its contents. Chapter I1 
outlines the industry structure and the regulatory framework that 
give rise to the specific matters discussed in subsequent chapters. 
It describes the investment company industry, the background and 
provisions of the Investment Company Act, and the pertinent findings 
of the Wharton Report and Special Study. 

It 
deals with the question of whether the Act’s controls over managerial 
compensation are adequate in view of the present size of the mutual 
fund industry and of its probable future growth. Chapter IV dis- 
cusses questions raised in connection with the execution of investment 
company portfolio transactions, including those arising out of the 
allocation of mutual fund portfolio brokerage, close affiliations between 
investment companies and the brokers through whom the companies 
buy and sell securities, distributions of realized capital gains and 
transactions by persons atEliated with investment companles in 
securities being bought or sold by such companies. Chap”ter V eval- 
uates mutual fund sales charges and their fairness to investors. 

Chapter VI  examines the relationship between mutual fund size and 

Chapter I11 discusses the management function and its cost. 

r““., 
performance. Chapter VI1 considers the impact of mutual fund ‘, 
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growth and of the increasing importance of other institutional in- 
vestors, particularly pensioefunds, on the securities markets. Chap- 
ter VI11 discusses questions relating to investment company relation- 
ships with portfolio companies, with stress on those raised by the 
recent emergence of mutual funds which invest primarily in the 
securities of other investment companies. Chapter IX discusses the 
need for a number of changes in the Act in areas, which though im- 
portant, are narrower than those treated in earlier chapters. 

F. SUMMARY O F  THE REPORT 

1 .  Chapter II.-Th,e Investment Company Industry 
(a)  The coverage of the Act 

The basic definitions of an investment company under the Act 
include most arrangements by which persons invest funds in a com- 
pany which itself invests in securities.18 However, not every company 
which falls within these definitions is regulated under the Act. Thus, 
the Act is inapplicable to companies for whom security ownership 
is a means of controlling and operating businesses and which are not 
primarily engaged in investing in securities. Companies that have no 
more than 100 security holders and are neither offering nor proposing 
to offer their securities to the public are specifically exempted.lg 

Other categories of business enterprises that meet the basic statutoq- 
definitions but are specifically excluded from regulation under the 
Act are banks, savings and loan associations, insurance companies 
and certain other types of companies most of which are subject to 
State or Federal regulation under statutes other than the Act. An 
excluded company can however create, and some insurance companies 
and banks have created, or propose to create, investment companies 
subject to regulation under the Act.20 

The Congress has given to the Commission broad exemptive powers 
that enable it to deal with exceptional situations in which regulation 
under the Act is inappropriate.21 

1 

( b )  Types of investment companies 
The Act divides regulated investment companies into three types: 

(1) face-amount certificate companies; (2) unit investment trusts; and 
(3) management companies. 

(i) Face-amount certi$cate companies.-Face-amount certificate com- 
panies issue certificates obligating the companies to pay at  maturity 
fixed sums (the face amounts of the certscates) to  purchasers who 
have made single payments or a series of installment payments.2z 
Rates of return on the certificates are almost entirely predetermined. 

(ii) Unit irwestment trusts.-Unit investment trusts sell redeemable 
interests in fixed portfolios of specified securities. At one time most 
such trusts held diversified-but predetermined-portfolios. Today, 
most unit investment trusts are simply mechanisms for selling the 
shares of a management investment company on an installment 
payment baskz3 

18 Note 1 on 

20 Pp. 35-37, infra. 
21 Pp. 3437, infra. 
*2 Pp. 37-38, infra. 
23 P.  38, infra. 

33, infra. 
'9 Pp. 34-35, ?h*. 



8 IMPLICATIONS OF INVESTMENT COMPANT GROWTH 

(iii) The management companies.-The Act classifies as a manage- 
ment company any investment company that is neither a face- 
amount certificate company nor a unit investment trust. Since 
management companies cover a wide spectrum of the investment 
company industry, and since they are far bore numerous and their 
assets far greater than the face-amount certificate companies and the 
unit investment trusts, this report is principally about them.% 

There are four kinds of management companies: (1) diversified- 
open-end, (2) non-diversified-open-end, (3) diversified-closed-end, 
and (4) non-diversified-closed end.25 

Diversified companies invest in the securities of many different 
issuers, while non-diversified companies invest in the securities of 
relatively small numbers of issuers or indeed of a single issuer.2“ 

Diversified companies are able to pass their income on to their 
shareholders free from any Federal corporate income tax.*’ The 
diversified companies hold more than 80 percent of all management 
investment company assets and have many more shareholders than 
the non-diversified companies. 

Open-end companies, commonly referred to as “mutual funds,” 
issue “redeemable” securities-i.e., securities whose holders have a 
right to obtain from the company their proportionate share of the 
companies net assets or the cash equivalent. Open-end shares nor- 
mally are bought from and redeemed by the company through its 
principal underwriter. Almost all open-end companies offer and sell 
new shares of their own stock on a continuous basis. 

A company that has not issued-and is not offenng to issue-a re- 
deemable security is a “closed-end” company. In contrast to the 
open-ends, closed-end companies neither redeem outstanding securities 
nor engage in the continuous sale of new securities. They operate 
with relatively fixed supplies of capital. In other respects the diver- 
sified closed-end companies are quite similar to mutual funds. The 
shares of closed-end companies are normally bought and sold on 
securities exchanges and in the over-the-counter securities markets. 

Although a few mutual funds are managed along conventional cor- 
porate lines by their own officers and directors, most of them are 
formed, promoted, and managed by external organuations that are 
separately owned and operated. These separate organizatlons are 
usually designated as “investment advisers.” 7 The advisers select 
the funds’ investments and operate or supervlse most other aspects 
of their business. In  return for their services they receive an advisory 
fee. The fee is almost always a percentage of the value of the fund’s 
net assets, fluctuating upward or downward as the value of the 
portfolio changes.2g 

Often a single adviser organizes and manages a group of funds--a 
“fund complex.’’ Through the complex, one adviser can appeal to a 
broad cross-section of investors with differing investment objectives. 
Thus the same adviser may manage a balanced fund, Le., one whose 
portfolio includes bonds and preferred as well as common stocks; a 

- 

r““hi 

(e> Mutual fund structure 

, 
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~ ~~~ 

24 P. 39, infra. 
95 Ihid. 
a PP. 34.10 infra 
8 Pp. 40-41: 79-82; infra. 
28 P.,46, infra. 
28 Ibzd. 
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common stock fund stressing capital appreciation; and a third fund 
stressing current income.30 

The function of selling new fund shares generally is contracted out 
to an organization called a “principal underwriter” which in most 
cases is either the adviser itself or a close afEliate.31 Since mutual 
funds are constantly buying and selling securities for their portfolios, 
they incur substantial brokerage costs. Fund adviser-underwriters 
often allocate substantial portions of this brokerage to their affiliated 
brokerage firms or to securities dealers who sell fund 

(d )  Distribution of mutual fund shares 
Most purchasers of mutual fund shares pay a sales charge or “sales 

load”-usually 8.5 percent of the total purchase price, which amounts 
to 9.3 percent of the net amount actually invested-when they buy 
fund shares.33 The sales load, which is by far the most important 
expense incident to a mutual fund investment, does not go to the fund 
itself but to its principal underwriter, retail dealers and salesmen who 
sell fund shares. It pays only for sellin effort. Of course, where 

when the new money is investe if in portfolio securities. Investors 
in the so-called “no-load” funds-of which there are about 60 at  the 
present t i m e p a y  no sales charge of any kind in connection with 
their purchases of mutual fund shares. 34 

Principal underwriters use two different distribution techni ues. 
Some confine themselves to wholesaling and leave the actual se I 3  ing 
to independent retail dealers. Others have their own retail sales 
organizations called “captive sales forces.” In either case, the growth 
of the funds through the sale of new shares increases the advisory, 
the underwriting and, in an appreciable number of instances, the 
brokerage income of those who control them.35 

sales of fund shares exceed redem tions a f ditional costs are sustained 

(e) The pattern of Federal regulation 
Apart from the Investment Company Act, three other Federal 

statutes-the Securities Act of 1933, the Securities Exchange Act of 
1-934, and the Investment Advisers Act of 1940-apply to the invest- 
ment company industry.36 However, those statutes are concerned 
primarily with disclosure and the prevention of fraud. Because the 
relatively liquid, mobile, and readily negotiable assets of investment 
companies afforded unusual opportunities to the unscrupulous, 
Congress determined that the earlier statutes were inadequate to 
meet the problems which had been revealed in the Commission’s reports 
and passed a special regulatory statute-the Investment Company 

In the exhaustive study of the industry which preceded 
passage of the Act it was found that, in many instances, investment 
companies had been operated in the interests of their managers rather 
than in the interests of their shareholders. 

In the areas where abuses then were most acute and the need for 
corrective action most pressing, the Act provides specific and rigqr- 
ous controls designed to eliminate outright dishonesty, mana erial 
seIf-dealing in securities and other types of property, unsound P a n -  

3oPp 47-48 infra. 
8’ P. L, in&. 
=zpp. 50-51 infra. 
38 P. 52 in&. 
34 P. 52: infra. 
35 PP. 55 5 9 6 0  infra. 
36 PP. 5&, in&. 

PP. 63-66, infra. 
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cial structures, aqd immunity from liability for misconduct. It‘ also. 
establishes machinery for shareholder partjcipation in inqestment 
company affairs. Although attention was given to managerial com- ~ 

pensation, sales charges and brokerage commissions, they were on the 
whole of secondary importance in the relatively small investment 
company industry of 1940.38 

The Act specscally prohibits transactions in which investment 
companies lend money to, sell propeTty to,. buy property from, or 
engage in joint transactions with, the= affiliated persons unless the, 
Commission first finds the proposed transaction fair and reasonable.39 
With limited exceptions it does not, however, impose analogous con- 
trols on compensation for services-sales loads, managerial compen- 
sation, and brokerage commissions. I n  these areas fund managers. 
retain a large measure of discretion subject, however, to what were 
referred to at the time that the Congress was considering the Act as. 
“a few elementary safeguards,” mainly, approval by shareholders 
and by directors unaEliated with management.4O 

The Wharton and Special Study Reports questioned the adequacy 
of the protections afforded investors in the advisory fee, sales com- 
pensation, and brokerage commission areas.“ The Wharton Report 
concluded that the potential conflicts of interests in these areas were 
among the “more important current problems” in the mutual fund 
industry42 and suggested that they might be attributable to an in- 
dustry structure under which the funds are managed by external. 
service organizations.& 

/””*\ 
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2. Chapter I€&-The Management Function and Its Cost -? 
(a) Contracting out the management junction 

Most mutual funds are managed by external investment advisory 
organizations which are controlled by the funds’ organizers or by their 
successors.44 Mutual fund advisory organizations often manage large 
pools of capital, but it is not unusual for them to employ relatively 
few people and require relatlvely little capital of their 0wn.4~ 

The adviser’s fee is usually a percentage of the fund’s net assets.46 
Although most funds receive some nonadvisory services from their in- 
vestment, advisers in return for the advisory fee, the extent of such 
services vanes greatly. Stock transfers, dividend disbursmg, and 
custodial services, the most substantial nonadvisory services required 
by mutual funds, are usually not paid for by the advisory fee.47 Some- 
times advisory fees pay solely for investment management, and the 
fund pays its adviser or a close affiliatg of the adviser an administrative 
fee based on a percentage of net assets in addition to the advisory fee.48 

Beyond a certain point increases in an investment company’s 
assets do not lead to commensurate mcreases in the cost.of furnishing 
it with investment advlce and other managerial servlces. Hence,. 

( b )  The cost o j  management 

a8 Pp. 66, 69, infra. 
39 Pp. 68-69, infra. 
40 Pp. 69-71, infra. 
41 Pp. 7 W 5 ,  infra. 
42 P 73 infra. 
48 P: G: infra. 
44 P. 87, infr8. 
a Pp 87-88, infra. 
46 P 89 infra. 
47 Pi. &92, infra. 
4s Pp. 9244, infra. 
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there are considerable economies of size to investment company 
managers. In large measure these economies reflect the fact that the 
management of a small security portfolio re uires much the same gen- 

groups and evaluations of particular securities-the basic elements 
in the investment advisory process-as does the management of a 
large 

The Wharton Report found that as of 1960 most investment ad- 
visers were not sharing the economies of size with the funds and their 
public shareholders. In approximately four out of every five cases 
mutual fund advisory fee rates were h e d  and did not vary with the 
size of the assets managed.“ Annual fees “tended to cluster h e a d  
around the traditional rate of 0.50 percent of average net assets.” 

The 0.50 percent annual advisory fee rate was still prevalent in the 
mutual fund induskry during 1965. Among the 57 externally man- 
aged funds with net assets of more than $100 million on June 30, 1965, 
the median fee rate was 0.48 percent of average net assets and the 
mean fee rate was 0.45.52 

The 1965 expenses of the larger externally managed funds were 
almost double those of investment companies of com arable size 

managed companies. They are also substantially higher than the 
fees that banks charge for managing the investments of pension and 
profit sharing plans.53 While the managerial services required by the 
two investment media differ somewhat,, these differences do not ade- 
quately explaiii the extent of the disparity between pension and 
mutual fund advisory fee rates. 

Publicly held, externally managed mutual funds pay substantially 
higher advisory fee rates than registered investment companies which 
are operated exclusively as equity investment vehicles for banks and 
other institutions.” Mutual fund advisory fee rates also are sub- 
stantially higher for comparable asset levels than the rates that 
private individuals pay for investment advi~e.5~ 

Publicly held mutual funds require certain services that are- not 
needed by other purchasers of investment advice. For example, an 
adviser to a publicly held mutual fund assumes special responsibilities 
arising from the fund’s relationship to its shareholders and from the 
necessity of complying with the recordkeeping and the reporting 
requirements of State and Federal law.56 But the internally managed 
investment companies pay for those very same services, Yet their 
aggregate management costs are much lower than those of the exter- 
nally managed companie~.~’ Thus, the higher management expenses 
of the externally managed funds cannot be attributed solely to cost 
factors. That hypothesis is confirmed by the fact that advisers’ 
profit margins are higher on their mutual fund accounts than on 
nonfund accounts.58 

era1 economic and market forecasting, ana P yses of various industry 

8 

which are managed by their own officers and staff, i.e., t i e internally 

Pp. 9596, infra. 
S O P  ilfi 
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(e) Existing restraints on management compensation 
Mutual funds are unique among large purchasers of investment 

management because neither cost considerations nor other competitive 
factors influence a fund’s choice of advisers. This is so because mu- 
tual funds am formed by, and generally remain under, the effective 
control of their advisers.59 

The disclosure requirements of the Federal seclurities laws apply to 
management compensation in the investment company industry.6O 
But disclosure is a less effective restraint on managerial compensation 
in this industry than it is in other industries.61 

Congress supplemented disclosure with additional regulatory 
provisions for admsory fees.62 However, those provisions, which 
mainly re uire approval of advisory contracts by shareholders and 
u n a m a t e l  directors, have rarely operated to provide fund share- 
holders with an adequate share of the economies of size in many cases. 

The Act’s requuement that shareholders approve new advisory con- 
tracts gives them only the choice of approving the contracts proposed 
by management, or of rejecting them and creating uncertainty for the 
funds’  operation^.^^ The Act’s requirement that renewals of advisory 
contracts bs approved by a majority of the fund’s directors who are 
unamated with its adviser, in many instances, has not been effective 
in meeting the needs of mutual fund investors. The ability of un- 
affiliated directors to bargain at ann’s length is seriously hampered 
because they are seldom free as a practical matter to terminate a long 
established management relationship solely because of difEerences over 
fee rates. Under these circumstances, the. essential element of arm’s 
length bargaining-the freedom to terminate negotiations and to 
bargain with other parties-is lacking.@ 

Because of the absence of competition, the limitations of disclosure, 
the ineffectiveness of shareholder voting rights and the d iacd ty  of 
effective action b unaffiliated directors, advisory fee rates did not 

generated b the publication of the Wharton Report and the pendency 

from the traditional flat fee rate of 0.50 percent. These departures 
have seldom been 

Many of the fee seductions were made in connection with the settle- 
ment of shareholder suits attacking as excessive the advisory fees 
paid to 18 advisory organizations serving most of the larger funds in 
the industry.B6 This litigation, however, has done litkle to reduce, or’ 
to stimulate reduction of, advisory fees. The courts have held that 
since the contracts under which the fees were paid had been ratified by 
shareholders and by unaffiliated directors, the plaints’s had to bear 
the bvden of proving affirmatively that the fees were so grossly 
excessive that payment thereof constituted a “waste” of corporate 
a~sets.6~ 

The shareholder protections created by the Act have been construed 
under State law as precluding judicial inquiry into the reasonableness 

F--, 

F-,, 

decline as the fun L grew. With some exceptions, it was the pressures 

of sharehol (9 er litigation that led to such departures as there have been 

’ 

Pp. 126-127, infra. 
80 P. 127 hfm. 

Pp. 167-128, infra. 
’Pp 128-130 infra. 
64 Pp‘ 130-132’ infrs. 

86 Ibid. 

P. 128’ infra. 

P. i32, in,&. f--\ 

07 Pp. 132-141, infra. \ 

b 



IMPLICATIONS O F  INVESTMENT COMPANY GROWTH 13 

of advisory fees. This anomaly results from the Act’s failure to 
provide an express, readlly enforceable standard of reasonableness. 
Such a standard of reasonableness already is in the Act and operates 
effectively for transactions between investment companies and their 
&filiated persons that involve the lending of money or the purchase 
or sale of securities or other properties. If the Act is to be effective 
in the area of management compensation, it  must make clear that 
the stmdard of reasonableness also extends to that sphere.68 

(4 The Commission’s recommendations 
Accordingly, the Commission recommends that the Act be amended 

(1) All compensation received by any person affiliated with a 
registered investment company (including inveatmen t advisers, 
officers, directors, and trustees, any person serving as its principal 
underwriter and any affiliated person of such persons) €or services 
furnished to the investment company be reasonable; 

(2) The standard of reasonableness be applied in the light of 
all relevant factors, including the fees paid for comparable services 
by other financial institutions engaged in administering pools of 
investment. capital of l i e  size and purpose such as pension and 
profit sharing plans, insurance companies, trust accounts, and 
other investment companies; the nature and quality of the services 
provided; all benefits directly or indirectly received by persons 
affiliated n-ith an investment company and the rtffiliated persous 
of such persons by virtue of their relationship with the invest- 
ment company; and such competitive or other factors as the 
Commission may by rule or regulation or, after notice and oppor- 
tunity for hearmg, by order, determine are appropriate and 
material in the public interest; 

(3) The application of this standard be unaffected by either 
shareholder or directorial approval of advisory contracts or other 
arrangements for management compensation; 
(4) Recoveries in. actions to enforce the statutory standard of 

reasonableness be limited to that portion of the compensation 
deemed excessive which has been paid or accrued within two 
years of the date on which the action is institutecl; and 

( 5 )  The Commission be empowered to institute actions to 
enforce the statutory standard of reasonableness and to intervene 
as a party in any private action brought t o  enforce that stand- 
ard.69 

‘The proposed statutory standard of reasons'-leness would not 
preclude investment advisers and other persons affiliated with invest- 
ment comoanies from realizinq profits on the various tvpes of services 
they provide to such companies. However, th3 standard of reason- 
ableness would mak: clear that persons who derive benefits from 
their fiduciary relationshivs. with investment companies cav oharo e 
them no more for their services than if they were dealing with them 
on an arm’s length basis. Under this standard, a determination of 
the amount of compensation would include all benefits directly or 
indirectly received by investment company managers by virtue of 
their relationship with the companies. 7O 

t o  provide expressly that: 

88 Pp. 142-143, infra. 
BQ Pp 143-144 infra. 
70 PP: 145-146: mfra. 
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14 IMPLICATIONS OF INVESTMENT COMPANY GROWTH 

In the Commission's view, the adoption of an exmess statutory 
standard of reasonableness for managerial compensation is the most 
feasible way of improving shareholder protection wlth a minimal dis- 
ruptive effect on mdustry structure. The Commission has considered 
other proposals in t h s  area. These range from proposals to strengthen 
disclosure, shareholder voting, rights and the position of unaffiliated 
directors to proposals for requiring the internalization of the manage- 
ment function. Proposals with respect to  disclosye, voting and un- 
affiliated directors were rejected as wholly unrealistic. On the other 
hand, proposals calhng fo? mternalixation were viewed as too sweeping 
to be warranted at  t h s  time." 

-"\ 

(e)  Sales of management organizations 
Sales of the assets of, or controlling blocks of stock in, adviser-under- 

writer organizations have caused funds to change managers. Since 
the management organization's control of a fund often is an exceed- 
ingly valuable asset, the price paid for its stock or its assets reflects the 
expectation that the buyers will be able to succeed to the advisory, 
brokerage and underwriting revenues obtainable from this control: 
relat i~nship.~~ 

Sales of management organization are of.  paramount importance 
to the fund and its shareholders. The confllct of interests involved 
usually is a striking one. It is in the interest of the retiring manager 
to obtain for himself the highest price for this relationship. The 
interest of the fund and its shareholders, on the other hand, is to 
obtain the best available management at a reasonable 

Although the Act requires that the new advlsory relationship be 
approved by the holders of a majority of the fund's shares, this safe- 
guard has not adequately protected the shareholders' interest in all 
cases.74 In the Commission's view, transfers of the management rela- 
tionship that are adverse to the interest of *the funds and its share- 
holders should be prevented. The Commssion believes that this 
objective can be achieved without discouraging fund managers who 
are unable or unwilling tu continue serving in that capacity from 
terminating their relationship and without. depriving them of .BJ;~ oppor- 
tunity to obtain a fair return from thew efforts in organlzmg and 
developing the investment ~pmpany.?~ 

Accordingly, the Commlsslon recommends that the Act be amended 
to prohibit sales of management organbatlons if the sale or any express 
or implied understanding in connection with the sale imposes addl- 
tional burdens on the investment company or Its shareholders or limts, 
its future freedom of action. 
3. Chapter IV-Portfolio Transactions 

(a) The securities markets 

r-., 

The substantial brokerage costs that investment companies pay are 
an increasingly important source of revenue to tlhe securltles Jndus- 
try. In  1965, these charges amounted to more than $100 rmlhon f o r  
the mutual fund sector alone.76 

71 Pp. 147-149, infra. 
72 P. 149 infra. 
73 P. 151: infra. 
71 P. 152, infra. 
75 Pp. 152-153, infra. 
76 P. 155, mfra. 



Fortfolio holdings of investment companies tend to be heavily 
eoncentrated in securities listed on the New York Stock Exchange.?? 
While most investment company transactions are executed on that ex- 
change, the companies also can buy and sell NYSE-listed securities on 
seven regional exchanges 78 and in the so-called “third market” seg- 
ment of the over-the-counter market.7g Investment companies also 
are important holders of securities that are traded only in the over- 
the-counter market, a?$ a few companies invest principally or ex- 
clusively in such securities.80 

Charges for the execution of transactions in the over-the-counter 
market are subject to negotiation.*’ In the exchange markets, how- 
ever, brokerage commissions are governed by exchange minimum 
commission rate schedules which do not provide for a volume dis- 
count. The exchange commission on an order for 10,000 shares of a 
given security is exactly 100 times the commission for a 100-share 
order.B2 

Hence, though exchange members compete vigorously among them- 
selves, with members of other exchanges and with nonmember broker- 
dealers for investor patronage in exchange-traded securities, they do 
not do so on the basis of direct price ~ompetition.8~ Nonexchange 
members who operate in the third market, however, are not bound by 
exchange commission rate schedules. Often they are able and willing 
to handle orders for institutional customers in NYSE-listed securities 
for less than exchange members have to ~harge.8~ 

( 6 )  Allocation of mutual f u n d  brokerage 
Exchange members also are willing to  execute and clear exchange 

transactions for mutual funds and other large institutional customers 
for afraction of the commissions they must charge them.85 They allow 
mutual fund managers to allocate a substantial portion of the brokerage 
t o  other brokers who had nothing to do with the execution of the 
transaction on which the brokerage is earned.s6 

Some of this brokerage is allocated to broker-dealers for nonsales 
services, including investment research, investment recommendations, 
private wire and teletype connections, pricing of fund securities port- 
folios and, in a few instances, custodial services.*’ However, the 
managers of most dealer-distributed funds which are not closely 
affiliated with brokerage houses use a substantial portion of the fuads’ 
brokerage to pay dealers extra compensation for sales of fund shares.*8 
The amount of brokerage available for sales depends u on a variety of 
factors, but generally the larger funds and fund comp P exes are able to 
use a much greater percentage of their brokerage for sales than are the 
smaller ones.89 

The simplest way to reward broker-dealers for nonbrokerage services 
is to place brokera e orders with them. However, placing orders 
with substantially a 5 of the member firms that sell fund shares and 
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provide other services would impose burdens on fund trading depart- 
ments and on the ability of fund managers to acquire or dispose of 
portfolio securities in the most efficient and inexpensive way.Q0 
Most fund managers, therefore, attempt to distribute fund broker- 
age to a large number of dealers who sell their shares by using the 
“customer-directed give-up.” They direct the broker who exe- 
cutes an order and receives the commission to (‘give up” portions 
~f that commission to one or more designated brokers who have no 
connection with the t ransa~t ion .~~  Because of the profitability of 
fund commission business, many NYSE members are willing to give 
up as much as 60 percent of the commissions on such orders-some 
will ive up 70 percent or even more.g2 

NQSE rules prohibit members from sharing with nonmembers com- 
missions on transactions executed on that exchange,g3 Fund man- 
agers, therefore, place orders for NYSE-listed securities traded on 
regional exchanges with brokers who are members of both the NYSE 
and one or more regional exchanges in order to channel give-ups to 
dealers in fund shares who are members only of a regional exchange. 
Regional exchanges also have competed with the NYSE for mutual 
fund business by fashioning rules that allow give-ups of brokerage 
income to dealers who sell fund shares but who are not members of 
any exchange. Increases in regional exchange trading volume in 
recent years are largely due to the use of regional exchanges by the 
funds.Q4 Mutual fund transactlons on regional exchanges often are 
*‘crosses” of orders that have been arranged and negotiated elsewhere 
and Iater brought to the floor of the exchange for formal e x e c u t i ~ n . ~ ~  

(c )  Impact of mutual f und  reciprocal and give-up practices 
Although reciprocity-doing business with people who do busi- 

ness with you-is an accepted custom of the business world, in the 
mutual fund industry it takes on a unique character. The use of the 
funds’ brokerage commissions as extra. compensation to retail sellers 
of fund shares primarily benefits the= adviser-underwriters rather 
than the funds and their  shareholder^.^^ 

Under existing commission rate structures, mutual fund shareholders 
could derive greater benefits fr9m their brokerage commissions if the 
give-up portions of the commissions were transmitted to  the funds 
themselves or their adviser-underwriters for the purpose of reducing 
management costs. However, in the face of competitive pressures 
managers of the dealer-distributed funds have not used brokerage for 
this p~rpose.’~ 

The increasing importance of brokerage as compensation for sales 
of fund shares presents a potential for harmful effects on fund man- 
agement. The need to allocate brokerage for sales may tempt 
fund advisers to skimp on the allocation of brokerage for investment 
advice or other nonsales services of greater benefit to the funds 
than the accelerated sale of new shares.gs Even more important, it 
creates pressures for (‘churning,” i.e., frequent sales and purchases of 

,,-, 

QO PP. 167-168 infra. 
91 PP. 169-170: infrs. 
92 P. 170, infra. 
93 Ibid. 
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