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ear Chairman Garn:

In your letter of June 15, 1981, vou posed fifteen questions dealing with
matters which have been the subject of hearings before the Committee on Banking,
Housing and Urban Affairs. The Commission's responses to each of your questions’
are set forth below. :

1. You have agreed that money market mutual funds create a
significant shift in the way funds are invested, primarily by
shifting local funds to large corporations and money center
barks, as well as foreign countries. You have also stated
that the Commission has given "no-action" letters to facilitate
irvestment by such funds in smaller institutions. Could you
suggest any other means — which either the Commission oould
implement or omald be proposed as legislation — which might
help prevent such funds from drying up sources of local ¢redit
for nortgages, small business investment and consumer credit?

As you note in your question, the Commission's staff has acted to remove
unhecessary impediments to the efforts of those funds that desire to invest
their assets in certificates of deposit issued Iy =mall banks, Bowever, any
effort by the Commission to encourage money market funds either to invest or
not to irvest their assets in particular types of money market instruments
_would be outside the Comnission's traditional interpretation of its statutory
mandate to protect the integrity of this nation's securities markets, and to
ensure that the individual imvestor has sufficient information to be able
+o meke an informed imwvestment decision. ‘Therefore, the Commission does rot
plan to take any direct action to shift investments lx mopey market funds
away from large corporations, large banks and foreign countries.
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The Comnission believes that free market forces provide the most efficient
means of determining how investment capital, including money market fund assets,
should ke allocated. Thus, with respect to possible legislative action the
Commission would be concerned with any measure that would unduly interfere with
the natural allocation of ecapital, Of oourse, Congress might reasonably determine
that meeting particular credit needs, such as mortgages, small business investment
or constmer credit, is so important to the health of the natien's econany that
investment capital should be enosuraged to £low into those uses at the expense
of cther sectors of the economy. Incentives to inwvest in certain sectors of the
econany could be provided by various means, such as tax preferences or federal
quarantees.

2. With regard to required reserves on deposits, it has been pointed
out to the Committee that sterile reserves reduce the maximm
possible yield on invested funds, thus putting £inancial instito—
tions which are required to maintain these reserves at a ocompeti-
tive disadvantage with morney market mutual fumds. Please
CUNWETIE .

It is true that requiring reserves of unimvested assets reduces the return
that can be paid to depositors or investors, However, for the most part the
limitations on interest available from depository institutions are mob caused
by such reserve requirements, but rather are due to legal restictions. More—
over, it is important to note that reserve requirements on the assets of money
market funds would have a different effect on such funds than they do on depogi-
tory institutions. The return that a depositor will get from a bank is guaran—
teed and set at the time a deposit is made. However, a money market fund share—
holder receives only a proportionate share of the return on his irvestment after
expenses, Because the investor is entitled only %o a prioportionate share of the
total assets of the fumd, not to any specific return on his irmvestment, and '
because a money market fuind normally confines itself to relatively low-risk
investments, the Commission believes that imposing reserve requirements on money
‘market funds would not be justified by any increased safety provided to inves—
tors. Such requirements would, however, produce a lower yield to investors. For
this reason the Commizsion believes, as I stated in my testimony before your
Committee on May 13, 1981, that the existing framework of regulation applicable
to money market funds provides appropriate investor protection, and that imposing
additional, bark-~type requlation, including reserve reguirements, on those funds
wourld harm the interests of investors without corresponding benefits to them.
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3. Please report on any plans you have to alter requirements and/or
oversee existing reguirements regarding advertisoment of money market
matual funds, especially on the matter of:

A. Such funds being investments, not depositsa;

B. There being no Federal Beposit Insurance Corporation or Federal
Savings and Loan Insurance Corporation insurance on such funds;

C., ‘Me advertised annual yield being historical only and not
guaranteed for the futurer and

D, The use of misleading words or acromyms,

The Commission has no plans to alter requirements or our oversight of
existing requirements regardity advertisement of morey matket metual funds.
It is our view that inclusion of misrepresentations or misleading statements
concetning the matters you refer to in money market fund advertising has not
been a significant problem, Neor have we regeived complaints or cother informa-
tion from investors or the public that would lead us to bhelieve that advertise—
ments by morey market funds have resulted in misconceptions by investors. In
this regard, the Commission believes it is extremely important to ensure that
money market find advertising is not false or misleading, and has made strong
efforts towards this goal. In doing so, however, it has been sensitive to the
reed to avold unnecessary burdens on honest businessmen which can be caused
by overly detailed and vigorous requirements. For the reasons set forth below
the Commission has no present plans to alter its requirements with respect to
advertisements by money market funds in any of the four areas you have mentioned,
As I stated in my testimony of May 13, 1388l, before your Committee, the Securi-
ties Act of 1933 and Comuission rules thereunder significantly limit investment
conpany advertising. For exanple, the content of imvestment carpany advertising
and sales literature, including advertising by money market funds, is subject
to the antifraud provisions of section 17(a) of the 1933 Act and rule 105
.under the Securities Exchange Act of 1934.

The Commission has determined that it is most appropriate to regulate
investment company advertising by means of a gerneral anti—fraud standard, rather
than attenpting to regulate the specific content of a1l types of imvestment
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conparny advertisements, Until March 8, 1979, the content of all written adver—
tising and sales literature used by money market funds and cther investment
campanies was in effect requlated by the Commissicn's Statement of Policy on
Investment Corpany Szles Literature ("Statement”). That document provided
examples of representations which the Commission considered permissible and
examples of representations which the Commission believed might viclate the
anti-fraud provisioms of the federal securities laws, The Statement was with—
drawn in March, 1979, as part of the ongoing effort of the Commission prudently
to reduce the requlatory burden cn those entities under its jurisdiction. Wwhile
in recent years the Commission has adopted several rules to permit investment
companies to corwey a wider variety of information to investors in their adver—
tisemente, an investor mist still receive a full, statutory prospectus prior to,
or with confirmation of his share purchase. The Commission believes that the
responsibility for determining that a particular advertisement by a money market
fund gives an accurate, ronmisleading picture of the fund should be on fund
management, not on the Commission,

Howevar, the Commission has acted diligently to prevent abuses in specific
areas where the absence of direct regulation of money market fund advertising
could result in imwestors being misled. For example, the Commission amended
rule 4348 under the 1933 Act on September 30, 1280, to require that any yield
gquotations in money market fund advertisements be computed according to a
standardized method. I might note that when the Comission adopted this amend-
ment it specifically considered requiring money market funds to state in their
advertisements. that the advertised yield could not be guaranteed for the future,
or that such funds were not insured by any agency of the federal goverrment.
The Commission determined that, in light of its general policy not to establish
specific standards with respect to invesbment company sales literature except to
the extent that it is demonstrably necessary, it should leave with find manage—
ment responsibility for deciding what disclosure is needed in order to make a
particular advertisement not misleading within the meaning of the federal
securities laws,

On the other hand, written advertising and sales literature utilized by
investment carpanies is filed with. the Commission under section 24{b) of the
Investment Company Act of 1940, and the Commission's staff pericdically reviews
these materials to make gertain they are nok misleading. HWnere appropriate,
the staff advises the company to make revisions in such materials, and the staff
has gererally found investment oopanies receptive to its comeents, While the
staff has not foaumd it necessary to recommend commencing a formal enforcement
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action against amy money market fund to date on account of misleading advertising,
the Commission would not hesitate to bring such enforcement action if it found
that a money market fund was using misleading advertisements, such as advertise-
ments stating that the legal relationship and safety obtainable fram owning a
share of a money market fund was equivalent to the legal relationship and safety
obtainable from the deposit of money in a bank, and formal enforcement ackion
appeared to be the appropriate remedy.  In sum, the Commission believes that the
system now in place to regulate investment oampany advertising adequately
protects investors, while allowing the investment oompany industry’ the necessary

freedom to inform the public of the many different types of products available
for its consideration.

4. What adverse effects would, in your opinion, result if money market
mitual funds were: .

L. Forbidden to provide third-party instruments for withdrawals; and

B. Required to allow five days for redemption, as is the usual length
of time with stock sales?

Forbidding third-party instruments for withdrawal would reduce investors'
access to their assets in money market funds. 1In addition, the third-party
instrument rethod of redemption allaws the investor to earn interest on his
investment in a roney market fund until his money is actually available for
his use. FRequiring a five day mandatory delay in processing of redamption
requests submitted by shareholders of money market funds would incorwenience
shareholders in such funds by depriving them of access to their money for
that period of time, without any apparent benefit to justify the inconvenience.
These expedited means of redemption appear to be benefits without any counter—
balancing disadvantages to the investor, and if they were restricted the
investor would be unnecessarily deprived of those benefits. Institutional
jnvestors in particular find the expedited forms of redemption and investment
. offered by noney market funds to be important means of earning the highest
possible amcunt of interest on their investments.

In the written statement I submitted to your Committee on May 13, 1981, I
noted that money market funds which offer features such as third-party instru-
ment privileges are not essentially different than traditional mutual funds.
These privileges are merely alternative methods of effecting fund redemptions.
Unless sperial provisions are made, redeeming one's investment in a mutual fund
can be a ombersame procedure. Most money market funds have sought to avold
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unnecessary delays in processing redemption requests by their shareholders, as
well as effecting new purchases of fund shares, by establishing expedited means
of effecting redemptions and investments. Accordirgly, most money market finds
provide privileges wherely a furd shareholder can direct that same of the
money in his account be sent to a third party.  In addition, a majority of
money market funds provide that shareholders may receive payment for redeamed
shares and credit for money invested on the same day by wiring federal funds
through the banking system. In order to effect transacticns throogh wired
federal funds the shareholder mist have a previcusly established acoount at a
commercial bank.

5. The U.5. league of Savings and Loan Associations testified that
a money market fund named Instintionsl Liguid Assets had to be
"oropped up.®™ Please comment on this and on any dangers you perceive -
for such funds,

The statement by the UL.8. League of Savings and loan Associations
that Institutional Liquid Assets ("ILA"}, a money market fund registered
‘with the Commissicon as an open-end, diversified, management irwestment
company under the Investment Compary Act ofF 1540, had to be "propped
up™ may be samewhat misleading to the extent that it gives the impression
that the fund was in danger of becoming insolvent. This was not the case,
Rather, as explained in detail below, because of the valuation method used by
ILA its shareholders might have suffered a2 declire of seven-tenths of cone
percent in pet asset value. To avoid this, Salomon Brothers, IIA's principal
underwriter, purchased securities from the fund for rore than thelr market value
to make up the discrepancy.

The problem to which the League was apparently referring occurred in the
Fall of 1980 when ILA, which offers its units exclusively to institutisnal
. investors, experienced same problems with the method it was using to value the
money market instruments in its Govermment Portfolic {one of two security
portfolics comprising the fund). Such problems were analyzed on Fage 18 of the
" Report of the Staff of the Division of Investment Management of the Securities
ard Exchange Camissicon ["Staff Report™), which accompanied my testimony before
your Committee on May 13, 1%8l. Pursuant to an exemptive order obtained from
the Commigsion, ILA, like many other monay market funds, uses the amortized oost
methold of valuation tO enhance its ability to maintain a stable per unit net
asset value. Under this valuation method, rather than valuing portfolic
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securities at their current market value, ILA is permitted Lo value its port-

folio securities for purpcses of determining the per unit net asset value on the
basis of their rost on the date of purchase (plus or minus arny discount or
premium) .

The amortized oost valuation method helps a money market fuimd maintain a
stable per share net asset value by allowing the fund to utilize the cost of its
portfolic securities as the basis for determining its net asset value irrespective
of fluctuations which may ocour in its market-hased net asset value per share.
Money market funds are permitted to use this method of valuation based on the
premise that, subject to appropriate limitations, a fund can walue its securities
at their amortized cost and maintain a stahle net asset value per share without
u::rEEting material dilution or cther unfair results to shareholders. 'This
premise is based on the theory that if portfolio securities are bheld to Iraturlty
they will be worth their arrnrtlzed et value and that during the period
preceding maturity there is little deviation between the current market value
and the amortized cost value of high quality securities with very short meturity
periods. However; becagse a money market fund can never conclude with certainty
that it will hold a particular security until maturity, and thus be assured of
receiving an amount equal te the amortized cost value of such security, the

“Commission pemmits a money markek fund to use amortized cost pricing only when
no material deviation exists between the fund's net asset value as determined
under amortized cost pricing and the market-based net asset value, Accordingly,
any money market fund using the amortized cost valuation methed pursuant 4o a
Commission order is subject to certain conditions, including restricticns on the
type of portfoplic securities which may be purchased, designed to ensure that:
{1} the fund's amortized cost net asset value will fairly reflect the actual net

asset value of the fund; and {2) the fund will be able to continasly maintain
a stable net asset value.

Pursuant to the conditions of its amortized cost order, ILA's Board of
Trustees was obligated to establish precedures designed to ensure that the net
_asset value per unit of IIA's portfolio was stabilized at $1.00. In addition,
the Trustees were chligated to roniter the net asset value per unit of each of its
portfolics using the current market values of the securities caprising such
- portfolics, and to compare such market-based net asset value with the amortized
cost net asset value, In the event that the deviation between the merket-based
net asset value per unit and the amortized cost net asset value per unit exceeded
one—half of one percent, or if the Trustees concluded that meterial dilution or
other unfair results to investors could occur fram continued use of the amortized
cost ret asset value, IIA's order required the Trustees to take action to



Honorable Jake Garn
Page Eight

eliminate such unfair results and to stabilize the net asset value per unit at
$1.00. In response bto these conditions, IIA's Trustees directed its investment
adviser, The First National Bank of Chicago (“Bark"}, to determime the extent of
amy deviation in ILA's pet asset value under the market and amortized-cost
valuation methods at least quarterly, and at other times as prescribed, and to
report its findings to them,

On Qotocber 2, 1980, the Bank's regqular quarterly report of the deviation
in ILA's net asset value, as determined under the above two valuation methods,
for the period ending September 30, 1980, reflected the fact that the value of 2
unit of ILA's Gowernment Portfolio, using market values for all assets, was
$.9928, On October 3, 1980, the Bank advised ILA that, in its view, the good
faith valuation of its Government Portfolio reguired the use of market values
rather than amortized cost values for camputing the net asset value per unit.

If this advice had been followed, on October 3, 1880, IIA would have had to

prme it units for purposes of sale and redemption at 5.992 ratl‘1er than the
previous price of $1,00,

Rather than allow unitholgders to suffer a peduction in the value of
their units from $1.00 to §.983, ILA, the Bank, and ILA's principal under—
- writer, Salamon Brothers ("Salemon®), instituted a program, with the consent
of the Commission, désigned to raise the market-based per unit net asset
value of IL&'s Goveprmmrent Portfolio in order to enable the fund to continue to
use the amortized cost valuation rethod, and maintain the value of its shares at
51.00. This program was accomplished primarily through the repurchase of
portfolio securities by Szlomon at their amortized cost value rather than their
current market value. It should be noted that this action was taken not because
of any problem with the creditworthiness of the securities making up ILA's
Goverrment Portfolio, but in order to allow such Portfeolio to continue to use
the amortized cost valuation method and thus aveid a temporary reduction in
net asset value. The action which Salomon tock removed from IIA's Government
Portfolic those securities whose current market value most deviated from their
amortized cost value, and by so doing reduced the above deviation of the net
asset value of its Government Portfolio belod ane=half of one percent, therebwy
allawing IIA to maintain a 31.00 net asset value.

The conditions which the Commission has placed on the use of the amortized
cost valuation method by money market funds are designed to ensure that, if
those conditions are adhered to, a fund will be able to continuously maintain a
stable per share net asset value without creating material dilution or other
unfair results to shareholders, Money market funds have taken the position that
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use of the amortized cost valuation method, subject to the conditions imposed by
the Commission, benefits their shareholders by allowing them to maintain a
stable net asset value under all but the most unexpected ciroumstances, While
those conditions do not guarantee that every money market fund will be able o
maintain a stable per share pet asset value at all times, and the Commission
would not permit any money market fimd to claim otherwise, the experience of the

fund industry as a whole indicates that such conditions do provide appropriate
protection for investors.

€, Do you favor gullming banks, thrifts and c¢redit unions to underwrite
and sell commungled agency acomunts, to compete with money market
matial funds? _

I am unable to respond to this cquestion on behalf of the Commission at this
time. We are currently developing a Commission position in order to repond to
your letter of July 13, 1981, to Chairman Shad asking for cur caments on S, 1424,
which would permit banks, thrifts, ard credit unions to underwrite apd sell
commingled agency acoounts.

7. The American Bankers Association suggﬂtﬂ that the Commizsion's
anthority with regard to banks' collective investment trusts be
preerpted, citing two difficulties:

A. Feogh accounts may not now be aggregated in one trust unless
all participants are from the same state; and

B. Cther kinds of trusts may not be aggregated with each other,
making it particolarly diffienlt for =mall barks whose trusts
cof any one kind are often rot large epough for suecessful
collective investment.

Please coment,
With respect to the first part of your question, it should be poted that

the securities laws do not prohikit interstate aggregation of Keogh acomnts,
rather registration under the Securities Act of 1933 would be required. GCongress
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apparently determined toc treat Keogh accounts like other nomexenpt securities
under the 1933 Act "because of their fairly complex nature as an equity invest-—
ment and because of the likelibood that they could be s0ld to self—employed
persons, \nmsophisticated in the securities field.® 1/ In this regard, the
Investment Company Amendments Act of 1570 amended section 3(a){2) of the Securi-
ties Act of 1933 ("1923 Act") to exempt from the registration requirements of the
1933 Act interests or participations issuved by bank collective trust funds or
insurance company separate accounts in connection with corporate pension or
profit-sharing plans which meet the requirements for qualification under sec-
tion 40l{a} of the Internal Revenue Code of 1954 ("Code™). Congress did not,
however, exempt interests or participaticns issued by bank collective trust
funds or insurance compary separate accounts in comnection with such plans
ikncwn as Feogh or H.R. 10 plans) which cover employees, same or all of wham
are enplayees within the meaning of section 401(c}(l) of the Code. 2/ Such
funds or separate accounts are, however, excepted from the definiticn of "invest—
ment company™ under section 3{c)(ll} of the Investment Company Act cf 1940. 1In
sum, registration under the 1933 Act is reguired, absent some other exemption,
such as the intrastate exemption. 'The intrastate exemption, however, is avail-
able only when all plan participants reside in the state where the issuer is
crganized and conducts the bulk of its business. 3/

Concerning the second part of your guestion, the securities laws do not
pronibit the aggregation and collective investment management of trust assets
which are not under secticon 401 of the Code, but do require t;rmpliance with

1/ S. Rep. No. 194, 9lst Cong., 2d Sess. 27-28 (1970); H.R, Rep, No. 1382,
8)st Cong., 2d Sess. 44 (1370).

_g(,.-’ See H.R. No. 1382, 9lst Cong,, 24 Sess. 43 (1970). Plans of partnerships
: are generally Keogh plans because partners are self-employed persons
within the meaning of section 401(c)(l).

3/ Section 3(a)(ll) of the 1933 Act, the sc—called "intyastate exempbion,”
exempts

any security which is a part of an issue offered and sold
only to persons resident within a simgle State or Terri-

tory, where the issuer of such securiy is a person resident
and doing business within, or, if a corporation, incor—
porated by and doing business within, such State or Territory.
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the registration and other provisions of the securities laws where such trusts
are offered to investors as vehicles for collective investment management.
HEowever, such direct or indirect offers by banks of interests in collective
investment funds managed by them may raise questions under the Glass-Steagall
Act. See Investment Compamy Institute v, Campo, 401 U.5, 817 (1970).

Section 3{c){3) of the 1540 Act excepts from the definition of *investment
company™

any camon trust fund or similar fund maintajined v a bank
exclusively for the collective investment and reinvestment
of moneys contributed thereto by the bank in its capacity as
a trustee, executor, administrator, or guardian ([emphasis
added]).

Corresponding exemptions from registration for any interest or participation

in such a fund are contained in section 3{a) (2} of the Act and section 3{a){l2}
of the Securities Exchange 2Act of 1934, Whether these provisions apply to a
bark fund containing assets of various trusts of vhich the bank is a trustee
depernds on whether the trusts have been created for bona fide fiduciary purposes
and not to serve as mere conduits for inmvestment in the fund. 4/ We believe

4/ A bank is not a trustee for purposes of the common trust fund exception

~  simply because the instrument under which it acts designates it a trustee
or co~trustee, Genesee Merchants Pank & Trust, available January 8, 1979,
Howard Savings Bank, available August 13, 1979, William €. Connelly, avail-
able May 1, 1980, Merchanics Bank, available January 5, 1961 (trustee for
standardized, revocable, mi m*tmsts}, National Boulevard Bank of Chicago,
available October 18, 1974 (trustee for section 401 trusts). For a fund
containing moneys held by a2 bank in trust to ¢came within the common trast
find exception, the moneys mist be those of trusts created for the true
fiduciary purposes and not to serve as mere conduits for investment in
the fimd. Howard Savings Bank, supra. See 24 Fed. Feserve Pull. 4 (1938),
26 Fed, Resewe Eull. 393=394 (1%40); Hearings on Common Trust Funds —
Overlappi {lity and Conflict in ation Before a Subcamuttee
of the House Lammittee on Govermment Operations, 8bth Cong., lst Sess,
(1963) (statement of William L. Cary): S. Rep. No. 184, 91st Cong., lst
Sess. 27 (1969},
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that this view is in accordance with the intent of the Comgress, as reflected

in the following analysi= concerning the 1933 Act exenption for interests in
coron trust funds.

The proposed amendment would exermt from the registration
provisions of the Act interests and participaticns in the tra-
ditional ¢common trust funds maintained by banks as investment
wehicles for the assets held by the bark in a bona fide fiduciary
capacity. This is identical to the exempticn for a 'cammon trust
fimd or similar fond' in section 3{ec}(3) of the Investment Com—
pany Ack, 'This exemption ig limited to interest or participa-
ticns in comon trust funds maintained by a bark for the collec—
tive investment of assets held by it in a bona fide fiduciary
capacity and incident to a bank's traditional trust department
activities; it would not exempt interests or participations in
bank finds maintained as vehicles for direct investment by
individual members of the public. 5/

Saction 3{c)(1l) of the 1540 Act, as stated before, excepis from the defi-
nition of "investment company™ a bank oollective trust fund, consisting sc:-lel
of assets of trusts qualified under section 401 of the Code, The section
{11) exception is, therefore, not available to a bank fund which contains mneys
other than those of section 401 trusts. Moreover, as previously indicated, the
section 3(c)(3) exception is not available to a bank fund which contains moneys
of tmsts that have been created as wehicles for investment in the fund and have
no true fiduciary purposes. Such trusts which are ipeligible for a section
3(c}(3) fund may include section 401 trusts even though they also serve a tax-
deferral purpose. As a result, barks may not be able to mix section 401 moneys
with other moneys in a trust for collective management that would be entitled to
the section 2(c}(3) exception. Rather, the section 40l moneys ocould be colleo—
tively managed by a bark only in a section 3(c}(ll) fund and, as noted above,
auch funds must consist solely of section 401 moneys, The Commission would not
_mecessarily object if Congress determined to amend section 3(c){3) or section
3f{e) {11) to permit banks to aggregate section 401 moneys with moneys that may
be invested in a cawmn trust find., The Congress, however, before making such
" an amendment, may wish to consider whether the tax-gualified status of investors
iz a significant factx::-r in the management of their moreys and, if so, whether it
would be appropriate, in effect, to authorize banks to manage together assets
of tax-qual:.f.l.ed trusts and of trusts that are not tax-qualified.

5/ H.R. No. 1382, 91st Cong., 2d Sess, 43 (1970}).
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8., If banks and other financial institutions were permitted to arrange
-prwate placements, underwrite and sell reverue bonds, or perfom :
services of a security nature, do you peroe:.ve ary prnble.m in charging
the several financial institution superv:.sury agencies with the respore-
sibility of licensing and supervizing these activities, mach as they

mow enforce the securities laws with regard to banks and flmnr_-:.al
institutions?

In 1977, three reports on bank sporscred sequrities services were trans—
mitted by the Commission to Congress. 6/ The Commission reported on problens
relating to prevalent hank securities activities including involvement in private
placements, dividend reirwestment plans, enployee stock p.:r:d'lase pla.ns-, anto-
matic custarer parchase plans, custamer transaction services and investment
advisory services. It was the Commission's conclusion that some changes should
be made in the regulatory structure of such activities to assure adequate
investor protection. 7/ Moreover, the Comnission stated that the need for
wniformity in the requlation of functionally similar securities activities is
a continuing one. As the functions of financial institutions becoma :.ncreasmgly
. more similar, Congress may wish to evaluate the existing regulatory framework in
order to assure fair competition and effective regulation of securities activi-
tiez. while we have not developed amy detailed conclusions with respect to the
manner in which all such activities could best be requlated, we believe that
considerable study.would be required before concluding that financial institution
supenuscrry agencies should assume full responsibility for licensing and supervis-—
ing securities activities of barks and financial institutions., For purposes of
clarification, it should be noted that the Securities and Exchange Commission
currently has enforcement avnthority with respect to bank and other financial
institution securities activities.

With respect to certain prr:pc:ﬁed activities, such as bank underwriting of
revenue bonds, it might be appropriate to apply existing regulatory mechanisns ,
- which provide for the involvement of the bark regqulatory agencies and the

6/ Reports onh Bank Securities Activities of the Securities and Exchange Coammis—
sion, Committee Print, Senate Committee on Banking, Housing, and Urban
Affairs, 95th Cong., lst Sess. (August, 1977).

9/ Id. at 305,
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Commission. &s you know, the regulatory system for municipal securities profes-
sionals includes a self-regqulatory organization ocomposed of industry represen—
tatives — the Municipal Securities Bulemaking Board (the "MSRB®) =— as the
primary rulemaking autherity for mumicipal securities professicnals, in-addition
to requirements for registration with the Commission. There is also Commission
anthaority to develop rules concerning recordkeeping, prevention of frand, and,
for non-bank market participants, financial responsibility rules. The Commis—
sion, in conjunction with the bank regulators and the Naticnal Association of
Securities Dealers, Inc. (the "NASD"), is responsible for the -examination of
manicipal securities brokers and dealers and for the enforcement of the

federal securities laws and Commission and MSRB rules. The regulatory system
for municipal securities professionals is designed to reoognize the interests

cf concerned regulatory authorities, including the federal bank regulators,
the NASD, and the Commission.

¥hile a regulatory structire exists for bank participation in the
minicipal securities markets, further consideration may be required with
respect to other securities-related activities. In that regard, reliance on
a nunber of individual requlatory agencies with diverse constituencies and
mandates may present a special challenge to achieving the requlatory goals of
"~ fair campetition and investor protection,

In addition, if increased activity in the securities markets by finangial
instirtutions were not to result in a dilution of the investor protections
currently provided in those markets, the financial institution supervisory
agencies would be required to assume hew roles. Those supervisory agencies have
traditionally focused their efforts on areas such as depositor protecticn and
concern for institutional solvency and safety. As finanecial institutions move
into new areas, the supervisory agencies may find that new concerns, including
customer protections such as disclosure and qualification requirements for
securities professionals as well as public and private isasuver aceess to capital,
grow in significance. Responding to such concerns could pose significant
. challenges, particularly in light of those agencies' continuing need to rmonitor
the fiscal health of the financlal institutions which they requlate.

9, The Seacurities Industry Association predicts that an alteraﬁm or
repeal of Glass-Steagall will have an adverse effect on smaller securities
firms. Can you provide any data helpful in evaluating this prediction?
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The Commission has not undertaken a thorough study of the possible effects
on the securities industry of a repeal of the Glass-Steagall Act. Nevertheless,
in 1879 the Commission's Directorate of Ecconomic Policy and Analysis prepared a
Study entitled "Bank Participation in Municipal Revenue Bond Underwriting: =
Irpact on Securities Industyry Pevenwes™ (October 19, 1979}, which was desigred
to examine patterns of bank and broker—dealer municipal securities underwriting
in an effort to estimate the potential impact on securities industry reverues
if banks were permitted to underwrite municipal revenue bonds., The Study
estimated, based on 1978 fiqures, that if commercial banks were allowed to
underwrite municipal rewenue bonds and obtained either the same underwriting
share which they held at that time in those municipal revenue bonds they were
eligible toc underwrite, cor their share in general chligation bonds, the revenues
lost to the securities industry could be between 565,000,000 and $116,000,000
per year (ovr 7.0 to 12,4% of total underwriting and selling group concessions).
The Study also indicated that, although such a revenue loss may not be deemed a
major portion of securities industry revenues, the impact of bank entry and the
consecuent revenute loss could be disproporticnately large for certain small firms
with gross annual receipts under $10 millicn, suggested that, if such a revenue
loss resilted in a substantial decline in the number of these smaller firms,
that result could have an impact on the ability of smaller manicipalities to
meet their financing needs, as well as adverse implications for the corporate
capital formation process, particularly for small hbusinesses. While the potential
for such a result would appear to lessen the benefits which might be expected
from increased competition, any decision to be made by the Congress in this area
would require a weighing of the magnitude of competitive benefits which might
s5till be expected. 8/

13. The Securities Industry Association alse advances as an argument for

' retaining Glass-~Steagall the fact that barks emjoy tax advantages not
available to broker—dealers. Would you comment on which tax provisions
would have to be altered in order to put the industry on a basis of
competitive equality with regard to underwritings of revenue bonds,
cammercial paper, ardd cammingled agency accountsT

As your Committee is aware, the Commission is not charged with responsibility
for interpreting the tax laws, The Comuission does understand, however, that
at least part of the "tax advantage" referred to by the Securities Industry

8/ B copy of the Study is enclosed.
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association in its testimony before your Committee is that banks may deduct from
taxable income interest paid te borrow funds used to finance positions in
tax-~oxenpt securities. Under Section 265(2) of the Intermnal Revenue Code,
interest paid on horrowing to purchase or carry tax—exempbt securities is not
deductible. The Commissioner of Intermal Revenwe has interpreted this provision
as not applying either to interest paid by banks on customer deposits or to
interest paid by banks pursuant 6 various short temm borrowing arrangements
necessary for day-to—day operations. 9/ The effect of that policy is to allow
banks to carry tax-exempt revernwe securities with borrowed funds while at the
same time deducting the interest paid on those borrowings frum their taxable
révenue, The Commissioner of Internal Revenue and the ¢ourts have repeatedly
held, however, that ron-bank dealers in tax-oexenmpt seaurities are not entitled
to similar relief under Section 265(2}. 10/

As a matter of policy, in a reevaluation of the Glass-Steagall Act restric—

tions, existing advantages, tax and otherwise, of all cometitors should be
carefully considered. .

11, The Comptroller of the Currency testified that the sale of commercial
paper has increased significantly as a substitute for reqular bank
borrowing and that, therefore, new thouwght ought to be given to
permitting banks to underwrite and sell commercial paper. FPlease
comment.

As your Committee is aware, bank underwriting of commercial paper is the
subject of pending litigation. The Commission has taken the position that, In
view of the inclusion of commercial paper within the definition of 3z security in
the Securities Act of 1933, comwmercial paper is a security under the Glass-
Steagall Act since the two statutes were considered by the same congressional
committees, were enacted contemporanecusly, and were designed to achieve a
. comprehensive regulatory framework for the nation's financial markets. If this

8/ See Rev, Pro. 70-20, 1970-2 C.B. 499,

_J._II]/ Derman v. Slayton, 282 U.5, Bl4 (1931); Wynn v. U.5., 288 F. Supp. 797 (E.D.
Pa. 1968), aff'd, 411 F.2d 614 {3d Cir. 1969); Leslie v, Commissioner of
Internal Revenue, 50 T.C. 11, rev'd, 413 F.2d €36 (2d Cir. 1569); Paul
F. Prudden, 2 B.T.A. 14 {1925},
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interpretation is followed, underwriting by banks of third-party commercial
paper would be prohibited under Glass-Steagall. The Commission has filed an
amicus curiae brief in the U.S. District Court for the District of Colunbia
supporting two challenges to a decision by the Board of Governors of the Federal
Reserve System that takes a contrary view. In our brief we tock the position™
that any revision in the roles to be played by banks, broker—dealers, and
other financial institutions raises ooplex issues concerning not only the |
conflicts of interest and abusive practices identified and addressed by the
Glass-Steagall Act but also the concentration of economic power among financial
institutions, the efficiency of the capital raising system, and the appropriate
competitive balance to be struck within, as well as across, industry lines.

It is always appropriate to consider altering past requlatory decisions

but only Congress is egquipped to evaluate and halance the complex policy
considerations such a revision would entail. On July 28, 1981, the District
Court held that the Board was erronecus in its conclusion that commercial paper
was not a security for parposez of the Glass—5teagall Act, but did not decide
whether, in the particular case before it, the bank's activities ¢onstituted
underwriting within the meaning of Glass~Steagall. The Court also agreed that
the policy questions ooncerning expansion of bank activities into the securities
field, including the underwriting of commercizl paper were matters for Congress
" to resolve, not the courts or bank requlators. 11/

12. 2dvocates of the authority for barks to underwrite and sell revenue
bonds point out that general obligation bonds (which banks may under—
write and sell) have decreased in significance since the passage of
Glass-Steagall, while the significance of revenue bonds has greatly
increazed, In your view, what are the differences between the two
as regards:

2. The potential effeect oh the zafety and scundness of a bark under—
writing the bonds;

As you know, the Commission does not have responsibility for the safety and
sourviness of banks. That responsibility has traditionally rested with the
federal bank regulatory agencies which have broad supervisory powers that
can be used to limit or condition the extent to which banks can engage in
activities which those agencies believwe raisze concerns relating to bank

11/ A.G. Becker Incovporated v. Board of Governors of the Federal Reserve System
Civil Action No. 80-2614 (D.C.D.C., July 26, 1981).
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safety and soundness. Accordingly, we are not in a position to evalute the
potential effect on bank safety and soundness of bank underwriting of manicipal
revene, as opposed to general obligation, bonds.

B. The potential for conflicts of interest on the part of a bank
underwriting the bonds; and

The potential for conflicts of interest on the part of hanks underwriting
revenue bonds would appear to be similar to the conflicts that exist with respect
to the underwriting of general cbligation bonds. For the most part, the poten—
tial for conflicts of interest on the part of bank underwriters would appear to
arise as a result of their ability to place the undervritien securities in
accounts managed by the barnk itself and the ability to make bank locans to the-
issuer of the underwritten securities. In addition, banks may be in a position
to use their banking relatienships with certain persans {e.g., correspondent

banks, borrowers and prospective borrowers) to facilitate their underwriting
activities,

C. The potential for unfair competition by a bank underwriting the
bonds.

The potential for unfair competition as a result of bank underwriting of
revenue bonds would depend to same degree on the extent of any anthority granted
and amy restrictions applied to such activity. If banks were permitted to
expand their current underwriting activities to include municipal revenue bonds
they would, as you indicate, gain agcess to a much larger — and increasing -——
share of the market for manicipal securities., This access cowld improve their
carpetitive position by altering the balance in the relative market positions of
. banks and brcker—dealers. In view of the significant concerns relating to the

current fairmess of competition bebtween banks and brmker—dealers, ary mowve 1o
expand the types of securities &ligible for bank underwriting mist take acoount
of the degree to which competitive advantages (such as preferential tax treat—
ment) which banks now possess are mitigated by their inability to offer 2 full
line of minicipal securities. The enlargement of the product line available
to banks oould enhance their ability to compete effectively in the underwriting
of. general cbligation bonds, as well as making an increased number of municipal
securities available to them,

13. Do you agree with Secretary Regan that ultimately all fimancial
institutions should have the same powers?
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It is my understanding that the above question was based on the statement
which Secretary of the Treasury Donald Regan presented to your Committee on
April 28, 1981, in which he saiq:

The Depository Institutions Derequlation and Monetary Control Act of 1980
expanded the concept of putting all depository inmstitutions—commercial
barks, savirgs and lcan assoclations, mutual savings banks and credit
mions=-on an equal canpetitive footing, We believe this is a desirable
objective. It seems that at same peoint all the institutions must have the
same powers to perform the same types of business. The anrent problens
facing thrift institutions are largely the result of pricr govermment '
attempts td structure an industry by statute in ways that are not economical=-
ly feasible. We believe all depository institutions should have equatl
powers and should be free to choose whatever spacialization they wish,
based on their individual cometitive skills and goals,

At the end of his statement Secretary Regan said:

The recent legislation we are examining focuses on the relationships among
depository institutions. It does not deal very much with the hroader

issves concerning the relationship of these institutions to other noo—
depository financial organizations, Yet, mergers in the securities industry
in recent weeks suggest the financial merkets are doing a lot of structuring |
of their own that will have implications for depository institutions. At
some time, this Committee should broaden its examination of financial
markets to lock at how depository and nondepository finmancial husinesses
relate. I have sare very strong personal oonvictlons about the need to
reduce legal barriers that separate the activities of all financial institu—
tions in addition to those that enforce or encourage specialirzation among
just depository institutions, but the Administration is not yet prepared
with a policy on this broader issue.

In light of the foregoing excerpts from Secretary Regan's statement before

your Committee, it appears appropriate in responding to your inquiry to make a
distinction between the question of whether all depository institutions should
ultimately have the same powers and the guestiocn of whether the legal barriers
that separate the activities of depository and nondepository financial businesses
should be reduced. The former question ralses issues that are not within the
Comission's purview. However, the broader guestion Secretary Regan pased as
to the relative powers of depository and non—depository financial institutions
involves many general policy issuves that are of concern to the Commission.
The Commission agrees with Secretary Regan that the legal barriers that now
separate the activities of all financial institutions need to be re—examined
to see if they contimue to be justified. Where such barriers can be reduced
without adversely affecting the interests of investors or depositors, the
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Commission would not oppose such action. However, the Commission®s position
with respect to a particular propesal to reduce the legal barriers that now
separate the activities of all financial institutions would depend on the
specific provisions of such proposal.

14, One argument against interstate barking is the claim that large
nation—wide hanks will either buy up local banks or putk them out of
business. Do you have any data or information regarding the effect of
nationwide securities firms on local or regicnal fimms that might shed

light on this question, particularly since negotiated rates were
mendated in 19757

Wae wish to note at the cutset that differences between the two industries
make it difficult to determine the relevance of the developments in the securi-
ties industry to the banking industry.

uring the last decade, the largest broker—dealers in the industry have
grown, principally through mergers and acquisitions, faster than the rest of the
- industry. As indicated in Exhibit 1, the ten largest firms have increased their
share of aggregate industry vevenues from 28t in 1971 to 44% in 1980. Their
share of securities cammissions has increased at 2 slightly slower pace from 28%
to 40%. The top ten firms in the securities industry also increased their share

of aggregate industry equity capital at year—end, from 26% to 36% during the
1971-1980 period,

While there is ample evidence of increasing concentration of aggregate
securities industry revenues, there is also evidence that smaller firms have
successfully carved out profitable niches in the securities business. For
exarple, the larger regional firms continue to be extremely profitable. Regional
NYSE member firms as a group posted & 56% return on egquity in 1980, and the
_introducing firms among this group — that is, those generally asmaller firms

which do not execute and clear their own customer transactions — realized a 58%
return. 'This copares with a 49% average return for all NYSE member f£irmms doing
- a public business. Amother example is provided by the discount brokerage firms,
which offer primarily execution services and do not attempt to compete alorg the
full spectnm of brokerage services, These firms are among the fastest growing
seqnent of the industry. Discount brakers' estimated share of retail brokerage
commissions on securities transactions has grown from 3,5% in 1977 to 5.6% in

198¢. During the same period, the number of such firms has increased from 90 to
125,
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Althouch consolidations within the securities industry, thus, do not appear
to have threatened sericusly the ability of smaller fixms to oorpete, we do not
have ary data or information concerning whether, if interstate banking is

permitted, the banking industry would emlve in a manner similar to the securities
industry.

15. cChairman Pratt of the Federal Home Loan Bank Board has suggested
as one option to help thrifts, that they form partnerships to sell
long-term, low yielding mortgages, transferred to them by the parti-
cipating thrifts. Do you perceive any securities law problems with
this idea? If so, how may such problems be most expediticusly
resolved?

In his testirony before your Committee, Chairman Pratt said, "One proposal
being reviewed carefully would involve participations by savings and loan
assocaations in partrerships to which they would transfer their low vielding
rortgages. The parinership would sell the low yielding mortgages and reinvest
the proceeds in higher yielding new mortgages. Other proposals, resulting in
the transfer of low yielding tortgages without recognition of losses for a¢wounting
purposes by the savings and loan associations, do not require S5 & L imwvestrments
in partnerships.” 12/

Chairman Pratt did not state whether it is contenplated that interests in
the partnerships would be scld to the public. If the partnerships would, for
example sell limited partrership interests in them to the publie, those interests
would be sectrrities, and, absent a statutory exemption, they would have to be
registered under the Securities Act of 1933. A partnership would not have to
register as a broker-dealer under the Securities Exchange Act of 1934 5o long as

12/ Statement of Richard T, Pratt, (hairman, Federal Home Loan Bank Board
EBefore the Banking, Housing and Urban Affalrs Committee of the United
States Senate, Hearings on Fipmancial Institutions Oversight, April 28,
1881, page 12.
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every mortgage it s0ld was a "mortgage security,™ as defined in 17 CFR 240.3al2-4,
was not in default, and had an unpaid principal amount of at least $50,000. 13/

able

So long as a partnership is not engaged in the business of issuing redeem-
securities, 14/ face—amount certificates of the installment type 15/ or

13/

L "mortgage security® is defined in 17 CFR 240.3%al2-4 to mean "= whole

loan mortgage, an aggregated whole loan mortgage, a participation interest,
a commitment.® These terms are defined as follows:

(1} T™e term "whole loan mortgage™ means an evidence of indebtedness secured
by mortgage, deed of trust, or other lien upon real estate or upon leasehold
interests therein where the entire mortgage, deed or other lien is trans—
ferred with the entire evidence of indebtedness.

{2} The term “aggregated whole loan mortgage® means two or more whole ican

mortgages that are grouped together and sold to one person in one trans—
action.

{3) The tevm "participation interest” means an undivided interest represent-
ing one of only two such inteérests in a whole loan nortgage or in an aggre—
gated whole lcan mortgage, prov:.ded that the other mterest is retained by
the criginator of such participation interest,

(4) The term "commitment" means a conbract to purchase a whole loan mortgage,
an aggregated whole loan mortgage or a participation interest which by its
terms requires that the contract be fully executed within 2 years.

Redesmable security" means amy security, other than short-term pager,
under the terms of which the hclﬁer, upon its presentation to the isswer or
to a person designated by the issuer, is entitled (whether absolutely or
only out of surplus) o recaive aporoximately his proportionate share of
the issuer's current net assets, or the cash equivalent thereof. Section
2{a)(32) of the Investment Company Act of 1940, 15 U.S.C. 80a-2{a}(32}.

PFace—amount certificate™ means any certificate, investment contract, or
other security vhich represents an obligation cn the part of its issuer to
pay a stated or determinable sum or sums at a £ixed or determinable date or

Pootnote ommtinued
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pericdic pgyment plan certificates, 16/ it would appear that, &s a person
ergaged in the business of purchasing or otherwise amquiring mortgages and other
liens on and interests in real estate, it would be excepted from the definition

of an investment company pursvant to section 3{c} (21 {C) of the Investment
Company Aot of 1940,

I hope you find these responses to be of assistance, If you have any
further questions, or if I can provide you with amy additional information,
Please let me know.

Sincerely yours,

John k. Evans
Commissioner

- Encloswuare

15/ eont. -

dates more than twenty-four months after the date of issuanee, in oonsi-
deration of the payment of periodic installments of a stated or determinable
amount {which security shall be known as a face-amount certificate of the
'installment type'); or any security which represents a similar obligation
cn the part of a face-amount certificate campary, the consideration for
which is the payment of a simgle lumpe sum (which security shall be known as
a "fully paid* face-amount certificate). Section 2{a){l5) of the Investment
Company Act of 1540, 15 U.5,C. 80a-2{a}(15).

16/ "Periodic payment plan certificate™ means (A) any certificate, investment
contract, or other security providing for a series of periodic payments by
the holder, and representing an umdivided interest in certain specified
securities or in a unit or fund of seaurities purchased wholly or partly
with the proceeds of such payments and (B} any security the issver of which
is also issuing securities of the character described in clause {A) and the
holder of which has substantially the same rights and privileges as those
which holders of securities of the character described in clause (A) have
upon completing the periodic payments for which such securities prowide.
Section 2{a) ({27} of the Investment Company Act of 1940, 15 U.5.C.
80a-2(a}{27).,



EXHIBIT 1

COENTRATTION LEVELS WITHIN THE ERCFER-DFALER THOUISTRY
1571-1980 -
197 1972 1973 1574 1a7s 16976 TleTT 1978 1873 1980
Percent of Aggregate
Industry Revenoes
Aoamnted for bys
T 10 Fioms 26,14 2.1% 3.2 3.1 34.6% 3. .6t cHR 19,64 41.9%
Hext 15 Firms 15.9 1g.0 7.0 18.4 17.8 18.4 21.2 21.3 19.5 17,2
Top 25 Fimm 44.0 4.1 45.2 5.5 52.4 52.6 55.8 59.8 4.1 £l.1
Fercent of hggqregate
Industry Securities
Compission Inoome
Aoooanted for by _
Top 10 Firma 27.8% 1.4 28.8% 32.1% 34.9% 35.1% IT. 3% 41.5% A7 4% H.mn
Mext 15 Firme 16.1 16.3 17.4 17.2 17.1 17.0 1s8.8 17.5% 17.6 15.2
Top 25 Fioms 43.9 43.7 46,2 49.3 52.0 5.1 56.1 5.0 55.0 .0
Peroent of Aggregate
Infustry [rderwriting
Frofits Acoounted
for by:
Top 10 Flrms 29.3% 29.9% .51 42,31 14.2% 41.3% 44.3% 43.9% 43.3% 41.2%
Hext 1% Flrms 22.8 21.3 2.7 22.5 22.5 22.1 21.7 21.8 22.9 20,3
To 25 Firms 2.1 5.2 E8.2 4.8 GEa 7 6.4 £6.0 65.7 56.2 67.5
Percent of Aggregata
Industry Equity Capltad
at Year End Acoounted
for ks -
Tep 10 Plmms I.B% X.7% 2.0 5. il.N 3.1 25.4% 3l.1v az.a 3.3
Hext 15 Fitms 3.3 15.5 15.4 14.5 14.6 13.7 17.5 16.1 15.5 15.7
. Top 25 Fimms 44.1 45.2 48.2 5.3 45.5 45.8 43.9 47.4 48.% 45.0

Hote: The periods 1571-1974, 1975-1976 and 1977-1980 are not completely comparable because of
changes in the pequirements for £lling the reports on which thiz data fs baged.
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