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Washington, D. 0. 20549

THVESTHENT ADVISERS ACT OF L1940
felease Ko. 310

NOTICE OF PROPOSAL UWDER THE INVESTMENT ADVISERS
ACT OF 1940, A5 AMENDED, TOQ ADOFT RULE 205-1
DEFINING "INVESTMENT PERFORMAMCE® OF AN INVESTMENT
COMEANY aAND "INVESTMENT RECORD" OF AN AFPROPRIATE
INDEX OF SECURITIES PRICES

File Ho., 57-437

WOTICE 15 HEREBY GIVEN that the Securities and Exchange Commission
has under consideration the adoption of a Rule under the Investment
Advisers Act of 1940 ("the Act")}, as amended by the Investment Company
Amendments Aet of 1970 (the "1970 Aet"}. The proposed rule is designed to
‘make elear that amended Section 205 of rhe Aet, which becames effective on
December 14, 1971, requirves that {a) realized capital gains distributions
and dividends from investment income pald by investment companies and (b}
all cash distributions paid oo the stocks of the companies which comprise
the index of securities prices chosen to measure the relative performance
of the investment company, shall be treated as reinvested in computing
"investment performance” of the investment company and the "investment
racord" of the index. The rule would be adopted pursuant to che
authority granted to the Commission under Sections 205 and 211 of the
F. "]

Prior to the amendment of Section 205 many investment company
performance fee grrengements wore unfair to investment companies. Hany
such fees did not decrease for poor performance; or,if they did,
decregses were dispropeortionate b0 increases. The amendments bo Section 205
were designed to glign, as nearly as possible, the interasts of the
adviser and rhe investment company by correcting imhalances in incentiwve
fee arrangements. Thus, under the section, as amended, all performance
fees are prohibited unless compensation under them increases and decreases
proportionately with investment perlfarwmance of the eompany over a
specified period in relation to the investment record of an appropriate
index uf securities prices or such other measure af investment performance
as the Commission by rule, regulation ovr order may specify. The point from
Wwhich tncreases and decreases in compensation are measured must be the Fee
which is paid or earned when the investment performance of the company ie
equivelent to that of the index.
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Section 211 of the Act gives the Commigsicon authority to issue such
rules and regulations as are necessary or appropriate to the exercise
of the functions and powers conferred upon it under the Act.

For investmant cowpany “investment performance' to be comparable to
the "investment record" of an Index within the meaning of Section 205
all increments, both in the performance of the investment company and
of the index,must be taken into geccount. A survey of existing investment
company performance fee arrangements indicates that while substantially all
investment c¢ompanies treat realized capital gains distributions as re-
invested in computing their performance, most do not accord similar
treatment to dividends paid out of their investment incoeme and to cash
dividends and distributions of the companies which comprise the index of
securities prices. On the average, the dividends paid by the companies
whose stocks comprise an index have exceeded the dividends from investment
income paid by investment companies with incentive fee arrvangements. This
practice of not including dividends and distributions in measuring
performance has resulted in an advantage to invesEment advisers and is unfair
to investment companies and their stockhalders.

The attached rule proposal makes clear that the "investment record"
of the index differs from the index price. The tule would require that
in computing the “investment performence” of the investment company and
the "investment record" of the index, dividends paid by the investment
company out of its investment income and all cash distributions of the
companies whose stocks comprise the index shgll be treated as reinvested.
In computing the "investment performance' of investment companies realized
capital pains shall alsc be treated as reinvested.

Ideally, <¢ash dividends and any other cash distributions on the
securities of the companies which comprise the index should be trepted as
reinvested on theirv eu-dividend dates or record dates. Informetion
with which to calculate such reinvestments in this manner may not be
readily availgble for the companies which comprise the index. Teo assure
that such dividends and distributions are accorded gppropriate weight, the
rule requires that the value, computed consistently with the index, of
cash distributions made by companies whose securities comprise the index
shall be included {n the "investment record" of the index and shall be
treated as reinvested in the index at least as frequently gs the end of
each quarter following the payment of the dividend. 1/ Investment

1/ For exgmple, the latest quarterly dividends of the cowmpanies whose

- stocks comprise the Standard & Poor's 500 Stock Composite Index, are
published menthly under "Dividends per share, 12 months moving total

adjusted to index" in Standard & Poor's Trade and Securities Statistics:?
Current Statistics, An illustration of the manner 1n which LOLs

index may be adjusted for 1971 by the use of this data is set forth
as an Exhibit to this release.
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company capital gains distributions and dividends may be treated as
Teinvested at the net asset value at the close of business on the record
date for the payment of such distributiens or dividends,

The text of the proposed rule is as follows:
Rule 205-1. Definition of “investment performance" of an investment

company znd "tovestment record" of an appropriate index
of securities prices,

fa} "Investment performance" of an investment compeany for any periad
shall meen the sum of:

(1} the change in ifS net ssset value per share during such
periocd; and

{2 the value of its cash distributions per share accumulated to
the end of such period;

expressed a5 a percentage of its net agget value per share at the beginning -
of such period. For this purpose, distribubions by an investment company of
realized capital gains and of dividends paid from investment income shall

be treated as reinvested at the net asset value per share in effect at the

close of business on the record date for the payment of such distributions or
dividends.

(k) "Investment record” of an appropriate index of securities
Prices for any petriod shall mean the sum of:

(1) the change in the level of the index during such period;
and

¢2) the walue, computed consistently with the index, of cash
distributions made by companies whose securities comprise
the index sceumilated to the end of such periad;

expressed as & percentage of the index level at the beginning of such
Period. For this purpose cash distributions on the securities which
comprise the index shall be treated as reinvested in the index atr least

as frequently as the end of each calendar guarter following the pavment
of the dividend.

All interested persons are invited to submit theiy written views
and comments on the proposed rule to Ronmald F. Hunt, Secretary,
Securities and Exchange Commission, Washington, D. €, 20549, un or
before May 15, 1972 « All communicgtions te the Secretary in this

regard should refer to ¥File Noe. 57-437, and will be available for public
inspaction.

Ronmald F. Hunt
Secrefary



Exhibit 1 TA-316

Method of Computing the Investment Record
of the Standard & Poor's 300
Stock Composite Index
for Calendar 1971

- Index Value L/ Quarterly Dividend Yield-Composite lndex
{uarter . Annual Quarterly percent 3/
endings Percent 2/ (k of anpual)

Dec. 1970 G2.15

March 1971 100,31 3.10 .78
June 1971 99.70 3.11 .78
Sept. 1971 9B.34 3.14 L
Dec, 1971 102,09 3.01 .75

Change in index wvalue for 1971: 102.09 - 92.15 - 9.%4

Accumulated value of dividends for 1971
Quarter ending: March June Sept. Bec.
Fercent yield =z 1.0078 x 1,007 = 1.,0079 % 1.00793 - 1,00 - 0314

Apgrepate walue of dividends paid, assuming quarterly reinvestment and
computed copsistently Wwith the index:

{FPcrcent vicld as computed abovel x (Ending index value) = Aggrepgate value
of dividends paid
For 1971 .0314 x 102.08 - 3.Z21

Investment reé@rd of Stardaxd & Poor's 500 stock composite index
gésuming quarterly relnvestment dividends:

Itvestment record - 9,94% + 3,71 - .
= - 14,27
02.15 ! L

1/ Socuree; Standard & Pour's Trade and Securities Statistics, Jan, 1972,
p. 33.

2/ 1d. Sce Standard & Poor's Trade and Securities Statisties Security
and Price Index Record - 1970 Edition, p. 133, for explanation of
quarterly dividend yigld.

3/ Quarterly percentages have been roundeg to two decimal places,
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The same wethod can be extended to cases where an investment
company's fiscal quarkers do not coincide with the fiscal quarters of the
S&P dividend reeord or Lo instances where a "rolling peried! is used for
performace comparisons as indicated by the following example of the
calculation of the investment rTecovd of the Standard & Poor's 500 Stock
Compesite lndex for the 12 wmonths ended November 1971:

Index value Nov, 3¢, 1971 93.99

Index walue MNov. 30, 1970 87.20
change in index value 6,79

Dividend Yield

Quarter Anmual Rate for each month of quarter
ending: rate _ % of Annual (1/12 of annual)

Dec. 1970 1.41 B3 .28

terch 1971 3.10 « FB 28

June 1971 3.11 . 78 .26

Sept. 1971 3.14 .79 ' 26

Dec. 1971 - 3.01 .75 ' .25

Accumulated wvalpe of dividends reinvested:

Decenber = 1.0028
Jan - March - 1.0078
april - Jume = 1.0078
July - Sepk. - 1.O07S
Qet. - How, z

1.0053 4f

4/  The rate for October and November would be two-thirds of the yield for
the quarter ended September 30, (i.e. 667 =x .79 - 5289) since the

vield for the quarter ended December 3} would not be available as of
Hovember 30.
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Dividend yield:

1.0028 x 1.0078 % 1,007 x 1.0079 x 1.0053 - 1.00 & 0320

Apcrepate value of dividends paid computed consistently with the index:

L0320 x 93.99 - 3.01

Investment Record of the Standard & Poor's 300 Stock Composite
Index for the 12 months ended November 30, i971:

6,79 * 3.0l = 11.24%
87.20




