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portfolio securities unwarranted by investment considerations for the
purpose of generating brokerage commissions.99 It can lead fund
managers to eschew those markets where the best prices in portfolict.
transactions might have been obtained and may cause them to pay
unnecessary charges for the execution of such transactions. Thus,
mutual funds have made appreciably less use than other institutional
investors of the third market, which has no minimum commission
schedule and therefore cannot provide give-ups.loo
Mutual fund reciprocal and give-up practices also may impair the
integrity of dealer recommendations upon which customers rely.
They operate as hidden influences by tempting dealers to base their
recommendations on the amount of brokerage and give-ups received
rather than on the investment needs of their customers."'
The use of portfolio brokerage commissions as compensation for
sales of fund shares also has undesirable anti-competitive effects. It
places small funds and fund complexes, which cannot allocate as much
brokerage for sales as larger ones, at a distinct disadvantage in competing for dealer favor.lo2 Moreover, the use of fund brokerage as
compensation for sales gives exchange members an unwarranted
advantage over nonmembers in the competition for sa1es.'O3 Finally,
mutual fund reciprocal and give-up practices lead the securities markets to compete with each other on the basis of mechanisms that
facilitate broader distribution of fund brokerage rather than on the
basis of efficiency and economy.lO4
(d) Proposed action
Existing regulatory controls have neither curbed the growth of
reciprocal and give-up practices nor dealt with the basic regulatory
problems they pose.lo5 In the over-the-counter markets where brokerage costs are subject to negotiation, customer-directed give-ups to
brokers who perform no necessary function in connection with a transaction long have been recognized as improper and illegal.lD6 Mutual
fund give-up practices have been tolerated and have spread in the
exchange markets only because of exchange minimum commission
rate schedules, which do not take into account the nabure and cost of
providing brokerage services to large institutional investors. However, such give-up practices are patently inconsistent with the principles of a fair and equitable commission rate schedule.
Accordingly, the Commission has advised all national securities
exchanges and the NASD that it believes that exchange rules must be
changed so as to preclude most customer-directed give-ups.
Reciprocal brokerage practices-the selection of brokers to execute
fund portfolio transactions on the basis of their sales of fund sharesalso tend to have undesirable effects on mutual funds and their shareholders. The adverse effectsof such reciprocity could be substantially
mitigated if exchange minimum commission rate schedules provided a
discount for the execution of large block transactions or otherwise took
into account the generally lower costs to brokerage firms of executing
transactions for institutional investors. Hence, the Commission has
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=ked the national securities exchanges to consider change? in their
commission rate schedules to provide a volume or institutional discount for the benefit of the many millions of small investors who
invest through institutional media.lo7
If these changes do not substantially reduce the adverse effects of
mutual fund give-up and reciprocal practices on the funds and their
shareholders, the Commission will consider additional steps t o deal
with these problems.
(e) Broker-afiliated investment companies
Close affiliations between investment companies and broker-dealers
who execute their portfolio transactions raise questions similar to some
of those raised by the use of brokerage commissions to compensate
dealers for tbe sale of fund shares.lo8 However, brokerage affiliations provide small investment companies with resources that might
otherwise be beyond their means. And such affiliations may produce
significant benefits for larger companies if, as the Commission recommends, all managerial compensation received by affiliated persons of
investment companies is subjected to an express statutory standard
of reasonableness which takes account of the benefits that investment
company managers obtain from the companies’ brokerage.log
(f) Capital gains distributions
Almost all mutual funds regular1 distribute all or most of their
realized long-term capital gains to t eir shareholders. Although tax
considerations no longer encourage this practlce, its persistence
reflects the expectations of shareholders and dealers.’1°
Frequent capital gains distributions facilitate improper comparisons
of the totals of capital gains and dividend distribution paid by mutual
funds with the dividends paid by other types of business enterprises.
They also facilitate the improper sales practice known as “selling
dividends” where the investor is induced to purchase fund sharesafter a distribution has been announced but before the record datein the erroneous belief that he will benefit from the impending
distribution.ll’
Investor expectations of regular and frequent capital gains distributions also tend to increase pressures on the managers of investment
company portfolios to realize and distribute capital gains irrespective
of investment considerations. There are several proven instances of
investment company portfolios having been deliberately churned to
generate realized capital gains.l12
A complete ban on the distribution of capital gains would be contrary to the expectations of many investors, but, in the Commission’s
view, there is no justification for such distributions more often than
once a year. A majority of investment companies now adhere to this
l i t a t i o n , and it has been endorsed by the Investment Company
Institute. T o extend that limitation to all investment companies, the
Commission recommends that the Act be amended to prohibit capital
gains distributions except a t fiscal year ends or soon thereafter.l13
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( g ) Insider transactions involving anvestment company po~tjolio
securities
The Special Study found that persons associated with investment
companies frequently bought and sold securities on the basis of their
knowledge of the companies' projected portfolio transactions despite
industry awareness of the ethical problems raised by this practice.'14
It recommended that all investment companies and investment advisers establish specific policies concerning insider trading in portfolio
securities and appropriate procedures for their implementati~n."~
However, this type of insider trading remains an unresolved
problem in the investment company industry. Many companies
have failed to adopt codes of ethics or policies with respect to insider
trading, and many of the codes and policies adopted appear too weak,
too vague or lacking effective implementation procedures.'16
Although the Commission has authority under the provisions of the
Investment Company, Exchange, and Investment Advisers Acts to
adopt rules with respect to insider trading, it believes that the problem
should be treated more flexibly than those provisions may permit.
For example, the Commission may be unable under existing law to
require companies t o adopt and enforce their own codes of ethics
meeting specified minimum standards, but this may be an adequate
way of dealing with this problem. Accordingly, it recommends that
the Investment Company Act be amended to empower the Commission
t o adopt rules and regulations for the protection of investors in
connection with trading in securities purchased and sold by such
companies by persons affiliated with investment companies and their
advisers."'
4. Chapter V-Dktribution and Its Cost
(u) Mutual f u n d growth and sales of shares
Sales of fund shares on a continuous basis have contributed greatly
to the growth of the mutual fund industry. Some new sales are
necessary to offset redemptions. But during the 1956-65 period
inflow from investment of dividend income and capital gains distributions by existing shareholders offset more than half of the outflow
attributable to redemptions.lI8
( b ) Sales load levels
The "sales load" is the difference between the current net asset
value per share received by the fund and the public offering.price
paid by investors. I t is by far the most significant charge paid by
mutual fund investors. The basic load most typically amounts to
8.5 percent of the offering price per share and is rarely below 7.5
percent.ll9 Expressed in the way sales charges are normally calculated in the securities industry-as a percentage of the net amount
actually invested-the typical 8.5 percent ssles load amounts to a
sales charge of 9.3 percent.lio
The basic sales load usually is reduced for large purchases. These
reductions benefit relatively few investors because they are seldom
114
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available for purchases of less than $10,000. Many funds do not
apply them to purchases of less than $25,000.121
/-\
The sales load pays only for selling effort. The principal underwriter retains from 0.5 percent, to 2.5 percent of the offering pricethe median is 2 percent. The balance of the load goes to the dealer
who, in turn, typically pays at least half of his share to the salesman.lZ2
(c> Sales loads compared to sales charges f o r other securities
Investors pay higher sales charges for mutual fund shares than for
listed securities that they might buy directly for their own accounts.
For example, the typical mutual fund sales charge is more than nine
times the 1 percent txchange commissio:1 on a typical $4,000 round-lot
order and more than five times the round trip exchange comn&sioii
*,
(including the odd-lot differential) if the amount of the median mutual
fund purchase ($1,240) were invested in a $40 listed stock instead of a
fund.’*
Unlike listed securities, mutual fund shares usually can be converted
into cash without payment of an additional charge. However, even
when compared to the round trip cost of buying and selling a listed
security (assuming no change in its value), mutual fund sales charges
are still much higher.lZ4 They are also significantly higher than sales
charges in the over-the-counter markets.lZ6
Indeed, mutual fund sales loads are higher than the spreads that
underwriters receive in ’connection with most underwritten distributions of nonfund securities,lZ6where, unlike mutual fund underwri:m. they assume the risk and make the sDecial effort requi~ed
to distribute a relatively large amount of securities in a limited period
of time.
-\
w

(d) Sales load O R inaesfmrnts of dividend incomc
Many mutual fund shareholders use the dividends and the capital
gains distributed by the funds to acquire additional shares through
“reinvestment plans.” Sales loads are not charged on reinvested
capital gains. But a substantial minority of funds impose the basic
sales load on the investment of ordinary dividends.lZ7 Loads on
invested dividends are not related to or justified by any special selling
effort apart from that involved in the initial sale.12*
( e ) The adequacy qf edsting statutorv controls
Sales load levels are required to be disclosed in the fund prospectuses
which normally are given to prospective purchasers a t the time of
tiitir initial contaa with the salssman. However, except for coAitr:?rfiiPlD~RT-Iand face-umoimt certificates, the Act imposes no exnrfw
statutory limits on sales loads. It gives the Commlssion and the
National Association of Securities Dealers, Inc., only rulemaking
authority to prevent (Lunconscionableor grossly excessive” sales
loads.12
These controls reflect congressional acceptance of the Commission’s
recommendation in 1940 that sales loads should be left “for the presFp. 206208, infra.
P. 207, infra.
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ent, a t least,” to competition among principal underw15ters.l~~However, the type of competition which has developed for dealer favor
has not tended to reduce sales loads; on the contrary, it has raised
the loads. Load fund underwriters have been placed in the position of
having to compete for the favor of retailers by raising dealer concession and sales load 1 e ~ e l s . l ~They
~ have done so within the framework of section 22(d) of the Act which bars retail price competition
by prohibiting dealers from selling a redeemable. investment company security to the public except at a current offemg price described
in the prospectus.132 The Act thus suppresses the downward pressures that normal market forces might otherwise exert on sales load
levels.
(f1 Recommendations and conclusions
While some disparity between mutual fund sales loads and the cost
of investing in listed securities may be warranted, in the Commission’s
view the disparity that now exists is unjustified. In order to effect
meaningful reductions in sales loads, the Commission has considered
recommending modifications to the retail price maintenance provisions of section 22(d) so as to permit sales loads to be determined by
competitive forces. Price competition among dealers might permit
investors to purchase mutual fund shares a t sales loads substantially
lower than those now prevailing. However, competition m g h t not
operate as effectively against loads for shares of funds distributed by
‘ captive sales forces as it would for shares of broker-dealer distributed
funds, thereby introducing an unwarranted disparity in the sales compensation available for selling mutual fund shares. The Commission
therefore recommends an alternative solution: a statutory limitation
on sales charges t o 5 percent of the net amount invested in the fund.133
In addition, the Act should be amended so as to give the Commission
express authority to raise or lower the maximum sales charges when
circumstances or conditions warrant and when necessary or appropriate
in the public interest and for the protection of investors. This
authority would enable the Commission to adjust the maximum sales
charges so as to provide appropriate reductions for larger purchases.
The Commission would also be able to raise or lower sales charges for
mutual fund securities with unusual attributes and for unusual types
of offerings, such as initial underwritten public offerings of fund
shares.
The Act also should be amended to empower the Commission to
prohibit anomalous and inequitable sales charges, such as the loads
noiv imposed on the investment of dividends.134
(9) Contractual plans
There are two arrangements for accumulating shares of load funds
on an installment basis. They differ primarily in the way the sales
load is deducted. In one, the so-called “voluntary” plan, the normal sales load is deducted from each payment. In the other, the
so-called L ‘ ~ ~ n t r a ~ plan,
t ~ a l a” sales load of up to 50 percent is deducted from each of the first year’s monthly payments or their equivalent. This feature, known as the “front-end load,” is permitted
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by section 27 of the Act, which also limits contractual plan sales loads
to no more than 9 percent of the total payments t o be made.135 A
lower sales load is deducted from each of the remaining payments.
With a few exceptions, the portfolios of contractual plan companies
consist solely of the shares of a particular underlying mutual fund.
The plan company is itself an investment company distinct from its
underlying fund. I t is almost always established by a firm known
as the “plan sponsor” which acts as principal underwriter of the
securities issued by the plan compazy-certificates evidencing indirect
ownership of the underlying mutual fund shares.
Contractual plans provide for the investment of specified sums over
a predetermined period and for schedules of uniform monthly or other
periodic payments to achieve that goal. Most typical is the plan
certificate which provides for investing $3,000 by making $25 payments monthly for 10 years. Although termed a “contractual plan,”
the contractual planholder has no obligation to complete his plan or
to make any specified number of payments. In this respect, contractual plans are like voluntary plans, which generally do not provide
for formal payment goals or schedules, but can be used to make
systematic payments for the achievement of an investment goal.136
( h ) Impact of the front-end load
The sales compensation from the scheduled first year’s payments on
a contractual plan is about six times the sales compensation on the
same amount invested in shares of the underlying mutual fund on a
lum sum or voluntary plan basis. This high sales charge works to
the isadvantage of all contractual planholders. All contractual plan
holders, including those who complete their plans on schedule, have
a smaller proportion of their payments working for them than if a
level sales load had been deducted from each- payment.137
The frontrend load is especially disadvantageous to those who
redeem before completing their payments or who simply stop making
payments. They often pay effective sales loads which amount to
many times the sales load on the underlying mutual fund shares.
The front-end load provides incentives responsible for undesirable
high-pressure selling practices, But the argument that it has been
an effective stimulus to systematic investment is refuted by the
plan sponsors’ own statistics which show that most contractual plans
accounts are not completed on schedule. Those statistics confirm
the Special Study’s findings that many contractual plan purchasers
pay effective sales loads of from 20 to 50 percentsales charges on
the net amount invested of 25 to 100 percent.’38
The Commission therefore recommends that section 27 of the Act
be amended to prohibit future sales of contractual plan certificates
on a front-end load basis. It also recommends that the maximum
aggregate permissible sales load for such certificates be reduced from
the present level of 9 percent t o the 5 percent charge that it considers
appropriate for other mutual fund investment^.'^^
(i) The front-end load on jace-amount certijkates
Face-amount certificates are debt securities which provide for
investing on an installment basis over a period of years. Unlike
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contractual plan certificates, their ultimate dollar values are fixed
at the time of purchase. Rates of return on them are lower than
present rates on United States Government Series E Bonds or on
federally insured savings accounts in banks and in savings and loan
associations.
The Act permits as much as a 50 percent front-end sales load to b e
deducted from the payments scheduled for the first year. If the
investor redeems a t an early point in his payment schedule, he will
receive substantially less than his total payments.*40 Statistlcs
prepared by the largest company in the field indicate that only onethird of faceamount certificate purchasers complete their payments.
Hence the remaining two-thirds pay high effective sales charges.
Accordingly, the Commission recommends that section 28 of the Act
be amended to prohibit front-end loads-as well as total sales charges
of more than 5 percent-in future sales of face-amount cert5~ates.l~'
I n assessing the recommendations in this report with respect to
contractual and face-amount cert5cate plans, existing planholders
should consider that early redemption of a plan almost invariably
results in a loss to the planholder and that planholders who cease to
make payments may be failing to take advantage of the reduced
sales load that applies to payments scheduled to be made after the
h s t year of the plan. The recommendations in the report are
focused solely on future contractual plan sales as distinguished from
plans already in e&&.
5 . Cna,nter VI--44utual Fanrl Size and Znves+ment PerSormance
(a) Introdadion
Concern over the eEects of size on the investment performance of
both very large m d very small mutual funds is reflected in the Act
and its legislative history. Section 14(a) of the Act prohibits investment companies from making public offerings of their securities unless
they have obtained or have made adequate provision to obtain a
net worth of at least $100,000. Although the S c t has no maximum
size restrictions, the question of whether they should be imposed was
considered in 1940, and the Commission was authorized t o investigate
the effecb of substantial further increases in investment company
size."2
(a) Management problems of small and large funds
Both large and small funds have disndvantages and advantages
attributable to their size. The problems of s n d fund m anagenient
often center around the development and mainteoance of a staff
capable of poviding satisfactory ievels of investmcnt skill.ld3 13
addition, small funds h%vehighc merating expense ratios and since
they frequently have higher portfolio turnover rates, they may incur
higher brokerage charges per dollar of assets managed than large
funds.I4
The management problems of large funds revolve mainly around the
fact that they buy and sell large blocks of securities. Since large
funds' managers seek to obtain substantial positions in portfolio
securities, the investments of large funds are generally limited to the
Pp. 247-248. infra.
Pp. 248-250 infra.
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l40
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more actively traded and widely held securities. Even within the
framework of these limitations, large funds frequently have difliculty
in acquirin and disposing of securities at prices close to those pre‘wailing at t e time of the original investment deci~i0n.I~~
( e ) Investmeat performance
The advantages and disadvantages of fund size are reflected in
performance
A study of fund performance for the 5- and
IO-year periods ended December 31, 1965, shows no pattern of above
or below average performance among funds at either end of the size
spectrum. In these groups, and especially among the very smallest
funds, performance records varied widely.I47 Further analysis of the
erformance records of the very largest funds showed that there has
geen no consistent pattern of change in their performance relative to
the market as they have grown.lqS

,--,

E

(a) Conclusims
At this time the Commission does not believe that the performance
records of small funds call for chan es in the Act’s $100,000 minimum
capital requiremeiit. Nor does t e ex’idencP warrant, for r.;Lasws
of investment performance alone, the imposition of maximum size
restrictions at this time.
However, the advantages of the largest funds have been apparently
offset by the lack of ortfolio mobility and flexibility attributable
to their size. During t e past 5- and 10-year periods the performance
of the largest funds has not been enhanced by their growth, and there
is no reason to conclude that shareholders of these funds would benefit
from further
Should the growth of the largest funds and fund complexes continue,
these funds might soon reach the point where their portfolio mobility
would be so impaired as to affect adversely the interests of their
shareholders. Indeed, it is possible that the future investment performance of the largest funds, even if their sizes were to continue near
the present levels, might be so affected. For these reasons, questions pertaining to large fund size and to the need for maximum size
limitations on individual funds and fund complexes require peripdic
evaluation in the context of changing conditions in the securities
markets and in the economy.15o
6. Chapter VII- Investment Company Growth and Market Impact
The Wharton Report viewed the impact of fund growth on stock
prices as one of the “more current problems in the mutual fund in-.
dustry.” This chapter examines that problem in the 1’ ht of the
substantial recent growth of the investment company in ustry and
of institutional investment generally since the close of the period
studied by the Wharton Report.161
(a) The growing importance of institutional investors
During the post-World War 11 era, the percentage of all corporate
stock held in institutional portfolios has risen at a rapid rate. At the
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end of 1965 institutional stockholdings amounted to $105.8 billion, or

15.7 percent of the value of all outstanding corporate stock. The
growth of noninsured pension funds has been particularly striking.
They now rival investment companies as important holders of corporate stock.162
Institutional investors account for an increasing share of trading
volume in securities. A 1965 New York Stock Exchange study found
that institutions and intermediaries accounted for an estimated 31.4
percent of total share volume on one day studied. Institutional investors are also responsible for the increased trading volume on regional exchanges and for the growth of the third market in listed
securities.’%
(6) Mutual funds as institutional investors
The net inflow of capital to mutual funds is more affected by market
fluctuations than is the rate of capital inflow to other institutional
i n ~ e s t 0 r s . l ~Mutual
~
funds also have the highest portfolio turnover
rates of all institutional investors and, for that reason, figure more
prominently in the trading markets’ volume than their holdings would
indicate.155 The funds also tend to engage in larger size transactions
than other institutional investors,156and they account for a large
portion of secondary distributions of securitie~.’~’
(e) Mutual f u n d impact on stock market movements
During most of the postwar period, stock prices and price earnings
ratios have been rising. Although an assessment of mutual fund
impact on stock market movements is difEcult, the funds, as substantial net purchasers of stock, appear to have contributed to this
trend.158 However, pension funds in recent years have been larger
net purchasers of corporate stock than mutual funds, and have
probably been an even more important factor in the upward trend.159
During market declines the limited available evidence indicates
that generally mutual funds have not behaved significantly differently
from other types of investors. The funds shifted from positions as net
purchasers to net sellers of common stock in the third quarter of 1962,
following the sharp decline in May 1962, and in the third quarter of
1966, a period of generally declining prices. This shift was due to the
diseretionazy investment decisions of fund managers rather than to
the pressure of redemptions. Available data indicate that the
mutual fund industry as a whole has not been in a net redemption
status since 1932. During t,he 1962 and 1966 declines, sales of new
fund shares also declined, but even in those periods sales of new shares
continued to exceed redemptions by substantial margins.lsO
(d) Mutual f u n d impact on markets j o y pudicular secwiCies
Mutual funds tend to concentrate their portfolio holdings in relatively few securities. Portfolio concentration has not been lessened
by the growth of the industry.161 Despite substantial inflow of new
capital in recent years, many of the largest funds have reduced the
15*
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number of common stock issues in their portfolios.le2 Such concentration increases the power of fund managers to affect the market in
particular securities by their investment decisions.
(e) Regulatory implications qf institutional investor growth
The growing importance of institutional inpestors in the stock
markets has a significant impact on the securities markets. T o the
extent that irregular and relatively infrequent transactions in sizable
blocks of securities by large institutional investors become more
significant and orders from small investors became less significant, the
markets for individual securities became more susceptible to wide and
erratic price fluctuations.
Apart from limited emergency powers, the Commission does not
have and does not seek responsibility for controlling price fluctuations-even extreme ones-in the securities markets. The growing
institutionalization of the stock markets does not appear at this time
to require that the Commission's responsibilities in this area be
bro adened.163
However, some of the principal regulatory implications of the growth
of institutional investors stem from the large number of sizable blocks
,of individual securities that such investors h01d.I~~
I n some respects the market impact .of mutual fund activity is even
more significant than that of other institutional investors because
mutual funds have higher portfollo turnover rates than other institutional investors and because much of the capital of the funds comes to
them from people who, but for the funds, would have invested in
securities directly for their own accounts.165 Hence the growth of the
funds tends to substitute the decisions ?f a few professional managers
with respect to massive blocks of secunties for the decisions of large
numbers of individual investors.
While the Nation's securities markets on the whole have thus far
responded well to the changes wrought by increasing institutionalization of the markets, there are signs of increasing strains on the mechanism of the auction market. The changes to which institutionalization has led require a reappraisal pf existing practices and procedures
in those markets by the Commisslon, the securities industry, and the
institutional investors themselves. Such a reappraisal requires fuller
data concerning the seceties holdings and trading patterns of institutional investors than IS now available. While this information can
be obtained by the Commission with respect t o investment companies,
there is a lack of reliable and comprehensive data concerning the
securities holdings and trading activities of most other types of institutional investors,. including pension funds. Closing this informational gap is an indlspensable Step to adequate anal sis of the problems
raised by the institutionalizatlon of the stock margets.166
(f) Mutual funds and increased trading activity
There has been a recent tendency toward more active trading by
mutual funds.l67 Moreover, some investors are using mutual funds
as speculative vehicles by investing relatively large sums rn single
162
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ayment contractual plans. These plans lend themselves to specufative use because they allow investors to make re eated withdrawals
and reinvestments of up to 90 percent of the under ying value of their
shares without additional sales charges. One fund with assets of over
half a billion dollars recently reported that almost a quarter of its
assets, previously withdrawn from single payment plans, had been
reinvested during a single 6-month period.168
Extensive speculation in mutual funds by a relatively few large
shareholders can circumscribe at critical times the exercise of managerial discretion in the interests of the large majority of shareholders
who invest for the long run. Moreover, these investors bear most of
the burden of the increased brokerage costs incurred because a few
shareholders use the funds for speculative purposes. The NASD and
many individual funds already have taken action to discourage the
use of withdrawal privileges for speculative purposes and the Commission is exploring the possibility of adopting a rule to this end
under its existing authority. Should its existing authority be insdicient, it will recommend appropriate legi~lation.'~~
7. Chapter VI I I-Investment Company Relationships W i t h Portfolio
Companies
(a> Relationships with portfolio companies other than investment
companies
The Act expresses concern over investment company impact '"on
concentration of control of wealth and industry and on companies in
Nevertheless its
which investment companies are interested."
substantive provisions do not preclude investment companies from
holding substantial or even dominant positions in the enterprises in
which they invest.'"
The Wharton Report found, however, that mutual fund managers
participated in portfolio company affairs in only limited ways and
concluded that mutual fund influence on portfolio companies did not
warrant serious ~oncern."~Mutual funds now are more important as
shareholders than the were during 1952 to 1958, the period studied in
the Wharton ReportJ3 Although many funds seem to have become
somewhat more active in portfolio company affairs, generally, they
have not misused their power or influence as substantial shareholders.
Indeed, the assumption by investment company managers of an
active stockholder role could yield significant benefits to all investors."'
Questions pertaining to investment company relationshi s with
portfolio companies are common to all types of institutiona investors.'75 However, the Act contains protections for companies in
which an investment company holds 5 percent or more of its outstanding stock. These protections do not apply to portfolio company
relationships wit'h other types of institutional investors.lT6 Accordingly, the Commission concludes that (except for the special questions
raised by investment companies that invest in other investment

P

P

infra.
infra.
of the Act.
01 P. 307 infra
172 PP. 3d8309,'infm.
173 P 309 infra.
188 P. 305
189 P. 306'
170 Sec. 1&b)

174
1'5
176

Pp.3 b 3 1 0 infra.
P. 310, inid.
Pp. 3, 11, infra.

28

IMPLICATIONS OF INVESTMENT COMPANY GROWTH

companies) there is no present need for new legislation on investment
company-portf olio company relationships.’”
(b) Mutual fund holding companies
(i) Introduction.-One of the most striking recent developments in
the investment company industry has been the emergence of the ‘(fund
holding company,” an investment company which invests in other
mutual funds.l18 The Act permits investment companies to own
interests in other investment companies. However, it forbids, with
certain exceptions, a registered investment company from acquiring
more than 3 percent of the outstanding stock of another investment
company.
The Act’s limitations are inapplicable to unregistered investment
companies, and several foreign-based unregistered fund holding companies are now operating. The largest, Fund of Funds, LM., stated
its June 30, 1966, assets at more than $420 million, of which $365
million was invested in US. mutual funds and over $19 million was
invested in mutual fund management companies. Recently, two
domestic fund holding companies have been organized and are now
registered under the
(ii) Control of portfolio companies.-Fund holding companies, both
registered domestic and unregistered forelgn-based companies, may
control or exercise undue influence .over the activities of their portfolio
funds. The basis of this power is the possibility of large-scale redemptions
- by the fund holding company of the shares of its portfolio

f

\

funds.

Although registered domestic fund holding companies are subject
to the percentage limitations of the Act, several such companies under
the same management, each holdmg 3 percent interests in the same
funds, or a single such company holding 3 percent interests in several
funds belonging to the same complex, could exert substantial pressure on the managements of those funds.180 They could exercise their
influence to the detriment of the large majority of shareholders who
choose to have their capital managed by the fund’s adviser, not by its
dominant shareholders.
Moreover, unlike other institutional investors, the fund holding company in certain circumstances may
have no control over the pace or amount of its redemptions, since it
too is subject to redemption pressures from its own investors. Where
the fund holding company is foreign-based, such pressures for redemption could be unduly magnified b the instability of certain
foreign economies, political upheavals a road, exchange controls or
other factors irrelevant to investment in domestic mutual funds.ls2
(iii)The utility of the fund holding company to investors.-Inherent
in the fund holding company structure is a layering of advisory fees,
administrative expenses and sales loads. This makes a fund on
funds a particularly expensive investment vehi~1e.l~~
Moreover,
fund holding companies are of doubtful utility to investors.ls4 The
diversification that they provide only duplicates and reduplicates
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180 P . 316,
181 Ibid.
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1s Ibid.
18) P. 320,infra.
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the diversification achieved through an ordinary mutual fund investa fund holding company may claim an ability
r n e ~ ~ t ..Although
’~~
to assist the investor in selecting professional management through
its investments in portfcllio funds, with ths p:difer&.izn ,of fund
hoIding companies, investors would still be faced with a chzce of
professional management to assist them in selecting professional
managernent.lp6
(iv) Conclusions and recommendations.-The problems and the
potential dangers posed by fund holding companies-both registered
and unregistered-coupled with their lack of utility and their layered
costs require that the Act be amended to prevent the creation and
operation of fund holding companies.187
8. Chapter IX-The Administration and Enforcement of the Act
This chapter proposes a number of amendments to the Investment
Company Act and to the Investment Advisers Act to meet the many
recurring problems that arise in the day-to-day administration and
enforcement of those statutes. Most of these problems can be
corrected by amendments which are essentially technical in nature or
limited in scope. A few, particularly those problems arising in connection with enforcement, require more substantive amendments.
(a) The Act’s coverage
(i) Elimifiating exception f o r certain companies issuing redeemable
securities.-Section 3 (c) (6) provides an exclusion from the definition
of an investment company for companies primarily engaged in the
factoring, discounting, or red estate businesses. A similar exclusion
from regulation under the S c t is contained in section 3(c) (11) for any
company substantially all of whose business is holding oil, gas, or other
mineral royalties or leases.ls8
I n recent years several companies which purport t o fall within these
exclusions have actively sought to capitalize on the popularity of
mutual funds by appealing to unsophisticated invest>orsof modest
means and by issuing redeemable securities which evidence interests
in a portfolio of notes, commercial paper, real estate mortgages, or
oil and gas leases. In the Commission’s view there is no justification
for exempting such companies from regulation under the Act and it
recommends that the Act be amended to make clear that these exclusions are not available to those companies if they issue redeemable
securities or face amount certificates of the installment type.18Q
(ii) Other coverage recommendations.-The Commission also recommends that the Act be amended t o (1) make clear that the 60-day automatic exemption for a company filing an application under section 3(b)(2) is available only i f .
such application is filed in good faith; 190
(2) repeal section 3(c)(8) to remove the exclusion from investment
company status for a company 90 percent of the value of whose investment securities are represented by securities of a single insurance
company, bank, or other financial institution enumerated in sections
3(C)(3), (5>, (61, and (7);
la6

P. 320, Ffra.

186 P. 321, mfra.
18’ Pp. 322-324, infra.
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(3) change section 3(c) (10)- to-make clear thaba company initially
registered under the Public Utilisy Holding Company h c c of 1835
is not excluded from the coverage of the Investmewt fFPoinnaryAct,
unless the company is subject to regul
n_uRrlderthe Public Utility
-_- Holdl* company
(4) change section 18 to prohibit the further issuance by a registered
investment company of separate series of securhies; lg3 and
(5) repeal section 11(b) (2) , which permits series companies or their
principal underwriters to charge an additional sales load when shareholders in one series exchange their shares for shares m another
series. 84
( b ) Management-shareholder relationships
( 2 ) Strengthening the independence q$ rlirectors.-Section
10 of the
Act provides that at least 40 percent of the board of directors of R
registered investment company must consist of persons who are
neither officers nor employees of the company and who neither serve
as, nor are affiliated with, its investment adviser. Section 10 also
provides that if any officer, director or employee of the investment
company acts as, or is affiliated with, its principal underwriter or
regular broker, a majority of the board must consist of persons other
than those aeliated with such principal. mderwriter er regular broker.
The ,4ct, however, classifies a director 8 s unaffiliated even though he
has substantial business or professional relationships with the investment company or its adviser-underwriter, cr close family relationships
wit,h the adviser-underwritleror with persons affiliated with it.
To strengthen shareholder reprssentation in investment company
affairs, the Commission recommends thnt the Act be amented to
provide that the percentages of boards of directors now specified in section 10 must consist of persons who are not “interested persons.” The
Act would include as “interested persons” (1) any affsliated person
as that term is now defined in the Act, (2) any principal underwriter
or regular broker to an investment company, (3) asy member of the
immediate family of such persons, (4)any person who (a) directly or
indirect 1y owns securities issued by persons affiliated with investment
companies or (b) has, or has had within the past three years, any
material business or professional relationship with such an affiliated
person and ( 5 ) any aeliated person of sllch.persons. This amendment
would apply only to the provisions of sections 10, 15, and 32.Ig5
(ii) Other recommendations as to management-shareholder relationships.-The Commission also recommends that the Act be amended
to :
(1) include corporate trustees that perform advisory functions in the
definition of investment adviser in section 2(a)(19); lg6
(2) strengthen sections 15 and 32 to provlde that ( a ) a renewal of
advisory contract, (b) approval and renewal of underwriting contracts,
and ( c ) selection of independent auditors can be accomplished only
by directors who are physically present at the meetings at which the
votes are taken; lg7
P. 330, infra.
330331, infra.
331432 infra.
186 PP. 332-334’ infra.
196 P. 332, infr;.
197 Pp. 334-335, infra.
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(3) amend sections l5(a)(4) and 15(b)(2) to make clear that the
term “assignment” for purposes of the Act includes action by persons
other than the investment adviser or underwriter; lg8
(4) change section 17(f) to provide that if an investment company
‘employs a bank as custodian, all cash assets in addition to “securities
and similar investments” shall likewise be kept in the custody of a
bank except for amounts covered by a fidelity bond; Ig9
(5) change section 25(c) to provide that a Federal court shall enjoin
any plan of reorganization of an investment company which it finds
not to be fair and equitable to all persons affected;
(6) change section 26(a)(4) to make clear that prior Commission
approval must be obtained for a substitution of the underlying
investment of a unit investment trust; * 0 1 and
(7) change section 33 to require that all papers filed in shareholder
suits involving registered investment companies be transmitted
promptly to the
( c ) Administrative and other proceedings
(i) Adminbtrutice prcceedings.-The Commission recommends that
section 9 be amended to include a new subsection which would empower the Commission, after notice and opportunity for hearing,
to bar an individual either permanently or for such time as may be
appropriate from serving an investment company in the officiall
capacities now enumerated in section 9, or as an employee of an
investment company, if such individual has willfully violated any
provision of the Securities Act, the Exchange Act, the Investment
Advisers Act, the Investment Company Act, or any rule or regulation
amendments would provide investment comt h e r e ~ n d e r . ~These
~
pany shareholders with protections comparable to those customers
of registered broker-dealers and clients of registered investment
advisers now enjoy under provisions of the Exchange Act and the
Investment Advisers Act.2*
(ii) Breach of jiduckry d&y.-Section 36 authorizes the Commission to seek court injunctions against persons acting in certain capacities for investment companies if they are “guilty” of “gross misconduct or gross abuse of trust” with respect to the investment company
which they serve. The proposed amendment, which would complement the Commission’s existing power under the Investment Advisers
Act and the Exchange Act to deal flexibly with the misconduct of
broker-dealers and investment advisers in dealings with their clients,
would delete the words “gross” and “guilty” and broaden the statutory relief specified under section 36 beyond that of disciplinary
sanctions. The amendment would authorize the Commission to
seek injunctions in Federal courts against any act, practice or course
of conduct which involves a breach of fiduciary duty on the part of
any of the persons now enumerated in section 36 with respect to any
investment company which they serve and to seek such other relief
as the court may deem necessary or appropriate for the protection of
investors.2o5
198
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(d) Formal changes in the Act
The Commission recommends that section 38(a) of the Act, which,
empowers the Commission to make rules and regulations necessary or'
appropriate to the exercise of the powers conferred upon the Commission in the Act, be amended to give the Commission rulemaking
authority consistent with the language of similar provisions in the
other Federal securities a c t ~ . ~ OThe
~ other amendments are designed
to correct outdated references and pat'ent ambiguities in the text of
the
(e) The Investment Advisers Act
The Commission recommends that section 203(d) of the Investment Advisers Act be amended to authorize the Commission to
proceed directly against a person who is subject to an injunction or
has been convicted of or committed any act or omission specified
in that section, without joining an investment adviser with whom such
person may have been af61iated.208 This provision would give the
Commission flexibility in the administration of the Investment
Advisers Act comparable to the procedure available for persons
associated with broker-dealers registered under the Exchange Act.
The Commission also recommends that sections 203(b)(2),
203(b)(3) and 205 of the Investment Advisers Act be amended to
make investment advisers to investment companies subject to the
registration provisions of that Act, and t o require that contracts
between registered investment compames and their advisers may not
provide for compensation to the investment adviser on the basis
of a share of capital gains or capital appreciation of the funds of the
investment company.20Q
The Commission recommends that the Investment Advisers Act be
amended to include a section, sinpilar to sectiqn 15(b)(4) of the Exchange Act, providing that violahons of provisions of the Investment
Advisers Act by a registered investment adviser, or anyepersonacting
on behalf thereof, may be estabhshed without the necesslty of proving
a use of the mails OF any means or instrument?$ty of interstate
commerce in connection therewlth. Such a provision would recognize, as did the Congress in the 1964 Amendments to the Securities
Acts in adding section 15(b)(4) to the Exchange Act, that registration
alone furnishes a, sufficient constitutional basis for Federal regulation.2'0
The Commission recommends that a new section be added t o the
Investment Advisers Act giving the Commission authority to exempt
any person, security, or transactlon, or class or classes thereof, from
provisions of the Act .or of rules or regylatlons thereunder, if appropriate in the public interest and consistent with the protection of
investors and the purposes falrly intended by the policy and provisions
of the Act. Such exemptive authority would be similar to that
granted the Commission in section 6(c) ?f the Investmen! Company
Act and would provide desirable flexibihty in the admimstratlon of
the Investment Advisers Act.Z11
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