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STATEMENT OF THE CHAIRMAN 

REMARKS OF SENATOR JOHN SPARKMAN, ON INTRODUCTION OF THE 
BILL (S. 1659), IN THE SENATE, MAY 1, 1967 

Mr. SPARKMAN. Mr. President, I introduce a bill proposed by the 
Securities and Exchange Commission to amend the Investment Com- 
pany Act of 1940 and the Investment Advisors Act of 1940. 

This legis]ation is the result of a series of detailed studies made by 
the Commission, its staff, and consultants. These studies were made 
pursuant to section 14(b) of the Investment Company Act of 1940, 
.authorizin. g the Commission, if it finds that "any substantial further 
mcrease m the size of investment companies creates any problem 
invohdng the protection of investors or the public interest, to make a 
study and investigation" and to report the results to the Congress. 
Various aspects of the mutual fund industry have been studied by the 
Commission, its staff, and the academic community since 1958. The 
most recent of these, the Commission's report on the "Public Policy 
Implications of Investment Company Growth," was transmitted to 
the Congress on December 2, 1966. 

Millions of Americans--many of them of modest means--have in- 
vested their savings in mutual funds and in other kinds of investment 
companies, and many more of our citizens will undoubtedly invest 
enormous additional sums in these companies in years to come. The 
amount already invested exceeds $46 billion. 

This is a matter of long interest to the Committee on Banking and 
Currency which has jurisdiction over the securities laws of our 
country. Today this subject is of special importance in view of the 
rapid growth of the mutual fund industry. In 1940 when the Invest- 
ment Company Act was enacted, mutual funds with their 300,000 
shareholders and total assets of $450 million were on the periphery of 
the securities industry. Today mutual funds occupy a central position 
in our economy, having assets of over $40 billion and over 3Y2 million 
investors. 

This bill, prepared by the Securities and Exchange Commission, will 
enable the Congress to take a fresh look at the laws which regulate our 
Nation's investment companies, and to determine whether existing 
law adequately serves the present needs of these investors and the 
national economy. It will, at the same time, provide us an oppor- 
tunity to assure fairness and equity between these investors and those 
who manage their money. 

The Banking and Currency Committee, of which I am chairman, 
in addition to considering the specific proposals encompassed in this 
bill, will seek suggestions and alternate courses of action for dealing 
with these problems. We shall welcome suggestions from investors 
and members of the mutual fund community as well as from the entire 
securities industry. Legislation will be recommended to the Senate 
only after the most careful consideration of all points of view and of 
the effect of such legislation on the national economy. 

v 
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' nd complicated, and the explanation of the bill 
The bill is long a . _ - , - - ^ , h ~  they add ut) to 124 

SEC is even longer. ~ o g ~  . . . . .  - prepared by the . . . . .  :-~ *- have the bill and the explana- 
pages. For this reason, 1 am nor .~sr~m~ . . . .  • 
tion printed in the Record, as is my usual custom ruth a bill of this 

sort• Instead, I am having the SEC's explanation of the bill printed as a 
committee print, together with a photographic reproduction of the 
bill, which will make it possible t o  refer to the bill's pages and lines. 
This will make a most useful document for the Senators and the 
industry representatives working on the bill. I expect that it will be 
avaihLb'le in 3 or 4 days, thanks to the outstanding work of the Gov- 

ernment Printing Office. bers of the committee will have an opportunity to 
So that  all mem . -. ~ " -~ ~ this bill will be held 

~e~r r e~l:l~t~Onlmt'~t:el~nes~e~ ~ , m ~ e w " S e n a t e  Office Building, 

beginning June 19, 1967. Those desiring to be heard may get in touch 
with Lewis G. Odom, Jr., staff director, telephone number 225-3921. 

The PRESIDING OFFICER. The bill will be received and appropriately 

referred. The bill (S. 1659) to amend the Investment Company Act of 1940 
and the Inves{,ment Advisers Act of 1940 to define the equitable 

• ~ relationshins between investment compames and 
standards govermn.~ . - -~  ~-)rincil)al under~x'riters, and  for other 
• ". " vestmenb t-~ov1sel's alia t " 1 - - " t w i c e -  then in : - --, . . . .  -, ~--~ Mr S,)arkman, was received, re~d . Y 
purposes, In,round; . . . .  z . . . .  • Banking and Currency. 
its title, and referred to the Committee on 
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PRESS RELEASE FROM THE SECURITIES AND EXCHANGE COMMISSION 
R E G A R D I N G  S .  1 6 5 9  

SEC SUBMITS LEGISLATION PROPOSALS TO CONGRESS ON INVESTMENT 
COMPANIES 

The Securities and .Exchange Commission announced today tha t  it 
had submitted to Congress legislative proposals unanimously recom- 
mended by the Commission to amend the Investment Company Act 
of 1940 and the Investment Advisers Act of 1940. They would provide 
additional protection for mutual  fund shareholders in areas where the 
tremendous growth of the industry since enactment of the Investment 
Company Act of 1940 has created needs which were either unantici- 
pated or of secondary importance at that  time. Between the end of 
1940 and June 30, 1966, investment company assets increased from 
about $2.1 billion to $46.4 billion. Most of this growth was accounted 
for by mutual  funds, whose net assets increased from $450 million at  
the end of 1940 to about $38.2 billion at June 30, 1966. By the end of 
1965 there were more than 3,500,000 mutual  fund investors as com- 
pared with less than 300,000 in 1940. 

The Commission's proposals are the outgrowth of studies made by 
or for the Commission pursuant to Congressional direction, primarily 
that contained in Section 14(b) of the Investment Company Act of 
1940 which authorizes the Commission if it finds " tha t  any substantial 
further increase in the size of investment companies creates any 
problem involving the protection of investors or .the public interest, 
to make a s tudy and investigation" and to report the results to the 
Congress. 

The first of these studies, which commenced in 1958 pursuant to 
Commission direction, was made by the Wharton School of Finance 
and Commerce of the University of Pennsylvania. The report sub- 
mitted to the Congress in August of 1962 found that  the more im- 
portant current problems in the mutual fund industry involved po- 
tential conflicts of interest between the fund management and share- 
holders and the imp,~ct of fund growth and purchases on stock prices. 
The Wharton School Report was followed by the Report of the staff 
of the Commission's Special Study of the Securities Markets which, 
insofar as mutual funds were concerned, examined sales of mutual  
fund shares including sales practices and the special problems raised 
by the so-called front-end load in the sale of periodic payment  plans 
for the accumulation of such shares. 

Neither the Special Study nor the Wharton Report was a report 
by. the Commission. Following publication of these reports the Com- 
mission undertook to evaluate the public policy questions that  they 
raised as part of an extensive study of its own and to report its recom- 
mendations to the Congress. The results of that  study are found ii-~ 

v i i  
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the Commission's Report  on the Public Policy Implications of Invest- 
ment  Company Growth which was transmitted to the Congress on 
December 2, 1966 and published as Itmtse Report  No. 2337, 89th 
Cong., 2d sess. The legislative proposals transmitted herewith are 
designed to carr5 out the recommendations contained in tliut report. 

Areas of primary concern in the report included the costs of man- 
agement and sales charges. Mutual  funds, although ordinarily orga- 
nized either as corporations or as business trusts usually are managed 
and operated not by  their own officers and employees but  by  separate 
entities which provide management and advisory services under con- 
tract with the fund. Traditionally these contracts have provided for 
compensation on the basis of a percentage of the assets of the fund. 
As the funds have grown in size the amounts of management fees have 
likewise grown and the Cominission's report concluded that economies 
of scale in the cost of managing large pools of assets have seldom been 
shared equitably with investment company shareholders. The pro- 
posed legislation would expressly require that management fees be 
reasonable and make this standard enforceable in the courts. How- 
ever, any person attacking the reasonableness of a management fee 
which had been approved by  the fund's directors as required by the 
Investment  Company Act would have the bm'den of proving that the 
fee was unreasonable. A requirement that the fee be reasonable would 
appear inherent in the fiduciary relationship between investment 
company shareholders and an investment advisory organization which 
is in effective control of the fund. The existing provisions of the In- 
vest,ment Company Act, however, provide no adequate means by 
which such a requirement may be enforced. 

']'he proposed legislation would also place a 5% ceiling on charges 
for mutual fund sales, subject to a power h~ the Commissmn to grant 
exceptions where appropriate. This proposed maximum charge would 
still be substan tia.lly greater than the sales charges general!y prevailing 
in the securities ma.rkets such as stock exchange conmussmns or over- 
the-cmmter markups for securities of comparable quality. As a 
result, in part, of the resale price maintenance scheme provided in 
Secti(m 22 (d) of the Investment Company Act, which the mutual fund 
industry regards as important for the preservation of the existing 
pattern of distribution of such shares, competition has not operated 
to reduce sales loads. Rather, the sales charg~ paid by the average 
or small investor have tended to increase as investment companies 
competed for the favor of dealers and their sMesmen. 

Of particular concern are the sales charges paid b~ those investors, 
generally small investors, who accmmdate m u t u a l  fund shares by 
monthly payments over a period of yeai~. Under the existing provi- 
sions of the statute, up to 50% of the first year's payments may be 
deducted for sales charges. The Commission's s tudy as well as the 
Special Study showed that a substantial portion of such investors are 
unable or unwilling to complete their plans, with the result that 
up to half of the money that they pay in goes for sales costs. The 
proposed legislation would elinfinate the front-end load feature and 
require that sMes chaxges be spread equally over all payments, thus 
reducing the m~due risk of loss suffered by  those investors who do not 
complete their plans, as well as making sure that a greater proportion 
of the money paid by an investor is invested for his benefit. 

The ,)ro~osed le,dslation would also contain other provisions which 
are dasigned primarily to facilitate the administration and enforcement 
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of the Investment Company Act, to elinfinate certain anomalous 
situal.i<ms, and t.o update ~nd correct certain provisions. 

These legislative proposals recognize as did the Conmfission's report 
that (m the whole the investment company indust.ry reflects diligent, 
nnmngement by compet, ent persons, that the industry has provided a 
useful and desirable me,ms for investors to obt.n.in diversification of 
ip.vestment risk,~ a.nd professional inve~%ment mtmagement and that 
drastic changes in the Investment Cmnptmy Act of 1.940 are not, 
required. The Commission believes, however, Idmt enactment of 
the.-;e proposals would assure fairer tretmnent for the millions of 

Americans, including many of modest means, who have chosen t.o 
invest, ma~y billiors of dollars in investment cmnpany secm'ities. 

The Bureau of the Budget advises that enactment of legislation 
along the lines of the Commission's proposals would be in accord 
with the program of the President. 

The principal legislative proposals other than those relating to 
management fees, basic sales and front-end loads are as follows: 

1. Insider Trading in Portfolio Securities.--A new Section 17(j) 
would be added to the Act to empower the Commission specifically 
to adopt rules and regulations with respect to trading in securities 
held or being acquired by investment companies by persons affiliated 
with such companies. This proposal would fill the need for better  
definitions of standards and codes of ethics with respect to insider 
trading in investment company portfolio securities. 

2. Capital Gains Distributions.--Section 19 of the Act would be 
amended generally to prohibit investment companies from distributing 
realized capital gains to shareholders more than once a year. This 
proposal would require all investment companies to conform to the 
practice now followed by  the majority of investment companies. 

3. Disciplinary Proceedings.--Section 9 of the Act, which presently 
disqualifies from association with an investment company persons 
convicted or enjoined on the basis of specified acts of misconduct, 
would be amended to conform to the corresponding provisions of the 
Securities Exchange Act and the Investment Advisers Act by  au- 
thorizing administrative proceedings before the Commission to de- 
termine whether or not any person connected with an investment 
company has willfully violated the federal securities laws and if so 
what sanctions, if any, should be imposed in the public interest. 

4. Breach oj Fiduciary Duty.--Section 36 of the Act, which presently 
permits the Commission to seek an injunction against investment 
company managers alleged to be guilty of gross misdonduct or gross 
abuse of trust, would be amended to authorize action against such 
persons for breach of fiduciary duty  to the investment company and 
to give the court greater flexibility in choosing remedies. 

5. Disinterested Directors.--Sections 2(a), 10, 15 and 32(a) of the 
Act would be amended for the purpose of requiring that  persons 
acting as so-called independent directors of investment companies 
be entirely independent of and disinterested in the management. 
This would exclude, among other things, persons having close family 
business or professional relationships with management from being 
classified as independent directors. 

6. Trans]er of Investment A&isory Contracls.--A new Section 15(g) 
would be added to the Act to prohibit the transfer of investment 
advisory or management contracts with investment companies on 
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terms which are burdensome or inequitable to the investment 
company. 

7. Fund Holding Companies.--Section 12(d)(1) of the Act would 
be amended to prohibit the creation of new fund holding companies 
or the acquisition of additional securities of registered investment 
companies by existing fund holding companies. At present only one 
such organization, the Swiss-based Fund of Funds, Ltd., has attained 
substantial size. 

There would be numerous other amendments to the Investment 
Company Act, most of which are designed to update its provisions 
to eliminate inconsistencies and to delete certain exemptions which 
have been found to have been uniustflled. 

AMENDMENTS TO THE INVESTMENT ADVISERS ACT 

The Investment Advisers Act would be amended to conform its 
provisions for disciplinary action to the 1964 Amendments to the 
Securities Exchange Act of 1934 and to eliminate the exemptions 
from the Act for investment advisers serving investment companies. 

Letter of  Transmittal 

SECURITIES AND EXCHANGE COMMISSION, 
Washington, D.C., May 1, 1967. 

T h e  PRESIDENT OF THE SENATE. 
The SPEAKER OF THE H O U S E  OF REPRESENTATIVES. 

SIR: I have the honor to transmit legislative proposals unanlm ously 
recommended by the Securities and Exchange Commission with the 
hope that they will be introduced and enacted in this first session 
of the 90th Congress. They would provide additional protection for 
mutual fund shareholders in areas where the tremendous growth of 
the industry since enactment of the Investment Company Act of 
1940 has created needs which were either unanticipated or of secondary 
importance at that time. Between the end of 1940 and June 30, 1966, 
investment company assets increased from about $2.1 billion to 
$46.4 billion. Most of this growth was accounted for by mutual funds 
whose net assets increased from $450 million at the end of 1940 to 
about $38.2 billion at June 30, 1966. By the end of 1965 there were 
more than 3,500,000 mutual fund investors as compared with less 
than 300,000 in 1940. 

The Commission's proposals are the outgrowth of studies made by 
or for the Commission pursuant to congressional direction, primarily 
that contained in section 14(b) of the Investment Company Act of  
1940 which authorizes the Commission if it finds "that any substan- 
tial further increase in the size of investment companies creates any 
problem involving the protection of investors or the public interest, 
to make a study and investigation" and to report the results to the 
Congress. 

The first of these studies, which commenced in 1958 pursuant to 
Commission direction, was made by the Wharton School of Finance 
and Commerce of the University of Pennsylvania. That report sub- 
mitted to the  Congress in August 1962 found that the more impor, 
tant current problems in the mutual fund industry involved potential 
conflicts of interest between the fund management and shareholders 
and the impact of fund growth and purchases on stock prices. The 
Wharton Report was followed by the report of the staff of the 
Commission's Special Study of the Securities Markets, which, insofar 
as mutual funds were concerned, examined sales of mutual fund shares 
including sales practices and the special problems raised by the so- 
called front-end load in the sale of periodic payment plans for the 
accumulation of such shares. 

Neither the Special Study nor the Wharton Report was a report by 
the Commission. Following publication of these reports the Com- 
mission undertook to evaluate the public policy questions that they 
raised as part of an extensive study of its own and to report its rec- 
ommendations to the Congress. The results of that study are found 
in the Commission's Report on the Public Policy Implications of 
Investment Company Growth which was transmitted to the Congress 

1 
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on December 2, 1966, andrpublished as House Report No. 2337, 89th 
Congress, second session, rhe  legislative proposals transmitted here- 
with are designed to carry out the recommendations contained in 
that  report. 

Areas of primary concern in the report included the costs of manage- 
ment and sales charges. Mutual funds, although ordinarily organized 
either as corporations or as business trusts, usually are managed 
and operated not by their own officers and employees but by separate 
entititcs which provide management and advisory services under con- 
tract with the fund. Traditionally these contracts have provided for 
compensation on the basis of a percentage of the assets of the fund. 
As the funds have grown in size the amounts of management fees have 
likewise grown and the Commission's report concluded that economies 
of scale in the costs of managing large pools of assets have seldom 
been shared equitably with investment company shareholders. The 
proposed legislation would expressly require that  management fees be 
reasonable and make this standard enforceable in the courts. However, 
any person attacking the reasonableness of a management fee which 
had been approved by the fund's directors, as required by the Invest- 
meat  Company Act, wotfld have the burden of proving that  thefeewas 
unreasonable. A requirement that  the fee be reasonable would appear 
inherent in the fiduciary relationslfip between investment company 
shareholders and an investment advisory organization which is in 
effective control of the fund. The existing provisions of the Investment 
Company Act, however, provide no adequate means by which such a 
requirement may be enforced. 

The proposed legislation would also place a 5-percent ceiling on 
charges for mutual  fund sales, subieet to a power in the Commission 
to grant exceptions where appropriate. This proposed maximum 
charge wo~fld still be substantially greater than the sales charges 
generally prevailing in the securities markets such as stock exchange 
commissions or over-the-counter markups for securities of comparable 
quality. As a result, in part, of the resale price maintenance scheme 
provided in section 22(d) of the Investment Company Act, which the 
mutual fund industry regards as important for the preservation of 
the existing pattern of distributfi-~n of such shares, competition has not 
operated to reduce sales loads. Rather the sales charges paid by the 
average or small investor have tended to increase as investment 
companies competed for the favor of dealers and their salesmen. 

Of particular concern are the sales charges paid by those investors, 
generally small investors, who accumulate mutual fund shares by 
montlfly payments over a period of years. Under the existing prow- 
sions of the statute, up to 50 percent of the first year's payments may 
be deducted for sales charges. The Commission's study as well as the 
special s tudy showed that  a substantial portion of such investors are 
unable or unwilling to complete their plans, with the result that  up 
to half of the money that  they pay in goes for sales costs. The proposed 
legislation would eliminate the fl'ont-end load feature a n d  require 
that  sales charges be spread equally over all payments, thus reducing 
the undue risk of loss suffered by those investors who do not complete 
their plans, as well as making sure that  a greater proportion o f  the 
money paid by an investor is invested for his benefit. 

The proposed legislation would also contain other provisions which 
are designed primarily to facilitate the administration and enforcement 

of the Investment  Company Act, to eliminate certain anomalous 
situations, and to update and correct certain provisions. 

These legislative proposals recognize as did the Commission's report  
that on the whole the investment company industry reflects diligent 
management by competent persons, that  the industry has provided a 
useful and desirable means for investors to obtain diversification of 
investment risks and professional investment management and that  
drastic changes in the Investment  Company Act of 1940 are not re- 
quired. We believe, however, that  enactment of these proposals would 
assure fairer t reatment for the millions of Americans, including many  
of modest means, who have chosen to invest many billions of dollars 
in investment company securities. 

The Bureau of the Budget advises that  enactment of legislation 
along the lines of this bill would be in accord with the program of the 
President. 

By direction of the Commission. 
MANUEL F. COHEN, 

Chairman. 



ANALYSIS OF T H E  BILL (S. 1659) P R E P A R E D  BY THE SECU- ~ 
RITIES A N D  E X C H A N G E  C O M M I S S I O N  ~ o 

INTRODUCTION ~ 

This statement explains the legislative proposals recommended by ~ 
the ~ecurities and Exchange Commission to amend the Investment ~ ~ 
Company Act of 1940 and the Investment Advisers Act of 1940• They ~ 
would provide additional protection for investment company share- ~ 
holders in areas where the tremendous gTowth of the industry since 
1940 has created needs which were either unanticipated or of secondary ~'~ 
importance in 1940. ~ 

• (y*  * . 

£he legislative proposals would m~plement the recommendations of "~ 
• " " , ,  0 • the Commission m ~ts report entatled Public Policy Implications of ~"~. 

Investment Company Growth." House report No. 2337, 89th Con ess ~ ~ 
secondsession. That report was the out~'owth of studies fn.stgrcoem" ~ ~..  
menced m 1958 made by or for the Commission pursuant to congres -~  i ' !  
sional oirection, primarily that contained in section 14(b) of the 
Investment Company Act of 1940, which authorizes the Commission !~ ~ 
if it finds "that any substantial further increase in the size of invest- i~ 
ment companies creates any problem involving the protection o! ,~ 
investors or the public interest, to make a study and investigation i~ 
and to report the results to Congress. 

O ~ : ~  

~ . ~  
o~oO The areas of prinIary concern in the report included the cost of ~ ~" 

management and sales charges to mutual fund investors. Par t  A of i~ ~ 
this statement discusses proposed amendments to the Investment i~ ~ g z  
Company Act which would expressly require that management corn- ~ ~ ¢~ ;:z 
pensation be reasonable and provide for the enforcement of this ~ S ~ 

O O . standard in the courts. Part B of this legislation discusses the proposal o ~ 
to amend section 22 of the Investment Company Act to place a 
5-percent maximum on sales charges for mutual fund shares, subject ~ 
to a l)o~er m the ConIm]ssmn to grant exceptmns where appropriate. ~ 
Part B also explains the proposed amendments to sections 27 and 28 ~ . ~  
of the Investment Company Act which now permit the deduction for 
sales load purposes of up to 50 percent of the fu'st year's payments v.~ 
made by investors who accumulate investment company securities ~.~ 
by monthly payments over a period of years. The proposed legislation ~ ~ ~ 
would elimbmte this so-called "front-end load" and require that sales ~ ~ 
charges be spread equally over all payments. "" 

The remaining t)arts of this statement explain various other proposed ~ ~ ~ 
amendments which are designed primarily to facilitate administration 
and enforcement of the Investment Company Act and the Investment " ~  ~ 
Advisers Act, to eliminate certain anomalous situations, and to update ~ ~ ~ 
and correct certain provisions. ~ o 
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C R O S S - R E F E R E N C E  T A B L E  I - - C o n t i n u e d  

Section of the 
amcnda to ry  bill 

Affected section of the  I n v e s t m e n t  C o m p a n y  
Act  of 1940 Nature of c[mnge proposed in amcnda to ry  bill 

Explanat ion in 
this  analysis pro- 

spared by  the  
ccurities and 
Exchange 

C ommission 
(references are to 

pages of this 
Commit tee  Pr in t )  

Recommenda t ions  
in " P u b l i c  Pol icy 

Impl ica t ions  of 
I n v e s t m e n t  Com- 

p a n y  G r o w t h "  
(references are 

to pages) 

9(a) . . . . . . . . . . . . . . . .  17(f) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  , Provision for bauk custody of invesl;n~ent compa ny  cash assets it, 
certain cases. 

9(b) . . . . . . . . . . . . . . . .  N e w  see. 170) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  

1O . . . . . . . . . . . . . . . . . .  18(f)(2) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  
I I  . . . . . . . . . . . . . . . . . . .  New see. 19(b) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  

12(a) and  12(b) . . . . .  Repeal  of 22(b) as 22(b). and  a m e n d m e n t  of 
present 22(0)  which would b e  rcdeslgnated 
22(b). 

12(e) . . . . . . . . . . . . . . .  N e w  sec. 22(e) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  

13 . . . . . . . . . . . . . . . . . .  24(d) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  

14 . . . . . . . . . . . . . . . . . .  25(e) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  

15 . . . . . . . . . . . . . . . . . .  26 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  
16 . . . . . . . . . . . . . . . . . .  27 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  
17 . . . . . . . . . . . . . . . . . .  28 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  

18 . . . . . . . . . . . . . . . . . .  32(a) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  

19 . . . . . . . . . . . . . . . . . .  33 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  " . . . . . . . .  

20 . . . . . . . . . . . . . . . . . .  36 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  

21 . . . . . . . . . . . . . . . . . .  38(a) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  

22 a 23_ . . . . . . . . . . . .  43(a) ,~ 44 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  

Ru l emak ing  au thor i ty  with respect to insider t rading in i nves tmen t  
company  portfolio securities. 

Modificat ion of definition of "senior  secur i ty" .  . . . . . . . . . . . . . . . . . . . . . .  
P rohib i t ing  dis t r ibut ion of long-term capital gains more  f requent ly  

than  once a year.  
Delet ion of S E C  and N A S D  ru lomaking  au thor i ty  wi th  respect to 

g r o s s l y  e x c e s s i v e  and  u n c o n s c i o n a b l e  sales loads. 

5-percent l imi ta t ion  on sales loads coupled wi th  discret ionary au- 
thor i ty  in the  Commiss iou  to exempt  appl icants  from this  l imi t  
and  to prohibi t  or restrict  charging of sales loads in c i rcumstances  
where such charges would  be inequi table  to investors.  

U p d a t i n g  reference to Securities Ac t  of 1933 to reflect 1964 amend-  
men t s  thereto. 

I m p r o v e d  s tandard  for judicial scrut iny of i nves tmen t  company  
reorganizations. 

Subs t i tu t ion  of under ly ing  securit ies of uni t  t rus ts  . . . . . . . . . . . . . . . . . .  
Abol i t ion of front-end load in sale of contractual  plans . . . . . . . . . . . . . . .  
Aboli t ion of front-end load on, and application of, 5-percent sales 

charge ceiling to face a m o u n t  certificates. 
A t t endance  at directors '  meet ings:  selection of independent  account- 

an ts  by  i nve s tmen t  c ompany  directors. 
Transmiss ion  to the  Commiss ion  of papers  filed in shareholder 

actions. 
Delet ion of the  word "gross"  from s ta tu tory  provisions governing  

injunct ions  breach of f iduciary du ty .  
Clarification of extent  of Commiss ion ' s  au thor i ty  t o . m a k e  rules 

under  I n v e s t m e n t  C o m p a n y  Act.  
Upda t ing  s t a tu to ry  references . . . . . . . . . . . . . . . . . . . . . . . . . . . .  : . . . . . . . . . . . . . . . .  do . . . . . . . . . . . . .  

30 . . . . . . . . . . . . . . . . .  335-336. 

19-19 . . . . . . . . . . . . . .  199-200. 

28-29 . . . . . . . . . . . . . .  330-331. 
19 . . . . . . . . . . . . . . . . .  1-93-195. 

13-15 . . . . . . . . . . . . . .  221-223. 

. . . . .  do . . . . . . . . . . . . .  Do. 

34 . . . . . . . . . . . . . . . .  342. 

31 . . . . . . . . . . . . . . . . .  1 336-337. 

31 ................. 337. 
15-16 .............. 246-247. 
16-17 .............. 250. 

23, 29-30 ........... 332-335. 

32 . . . . . . . . . . . . . . . . .  338. 

25-26 .............. 340-341 

34 ................. 343. 

D0. 
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T h i s  table has been cross-referenced only to the  specific recommendat ions  in " P u b l i c  Policy Impl ica t ions  of I n v e s t m e n t  Company  G r o w t h " , a n d  not to t he  
sion there in .  

2 See also 33. 
3 See also 342. 
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o f  I n v e s t m e n t  C o m p a n y  G r o w t h "  ( H .  R e p t .  N o .  2 2 3 7 ,  8 9 t h  C o n g . ,  2 d  s c s s . ) .  

i 
Section of the 
amanda to ry  

bill 

24 

25(a) 

25(b) 

25(c) 

25(d) 

25(e) 

26 

27 

Affected section of the  Inves tmcnL 
Advisers  Act of 1940 Na tu re  of change proposed in amendatory  bill 

202(a) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  Addi t ion  of *tow section 202(a)(17) defining te rm 
"person  associated wi th  an inves tment  adviser ."  

203(b) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  Remova l  of exemption from I nves tme n t  Advisers  
Act  for inves tment  advisers to inves tmen t  

Corresponding section ill 
Securities Exchange Act  of 

1934, as amended  in 1964 

3(a)(18) . . . . . . . . . . . . . . . . .  

None  . . . . . . . . . . . . . . . . . . . . . . .  

203(c) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  

Insert ion of subset .  203(d) and appropriate 
rcdesignations.  

Exist ing subsec. 203(d) which  would be- 
come 203(e). 

Addit ion of new subsec. (f) and appropri-  
ate redesignations. 

29,5 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  

Insert ion of new sec. 207 and rcdesigll.ation 
of sees. 298 through 223. 

companies.  
Rcvimon of provisions as to information to be 

furnished by  applicants for registration under  
I n v e s t m e n t  Advisers  Act.  

Changes  in requirements  of proof . . . . . . . . . . . . . . . . .  

A d d i n g  au thor i ty  to censure to range of Commis-  
sion disciplinary sanctions. 

.Grant of Commiss ion  author i ty  to bar  persons 
gui l ty  of misconduct  from association wi th  
inves tmen t  advisers.  

Remova l  of exemption for advisors to inves tment  
companies.  

Gran t  of discretionary cxempt ive  author i ty  to 
Commiss ion  to eonforln Inves tmen t  Advisers  
Act; to I n v e s t m e n t  Company  Act. 

15(b) (1) . . . . . . . . . . . . . . . . . . . .  

15(b)(4) . . . . . . . . . . . . . . . . . . . .  

15(b) (5) . . . . . . . . . . . . . . . . . . . . .  

15(b) (7) . . . . . . . . . . . . . . . . . . . . .  

None  . . . . . . . . . . . . . . . . . . . . . . .  

None.  B u t  see see. 6(c) of 
the  I nves tme n t  C o m p a n y  
Act  of 1940. 

Explanat ion ill 
technical state- 

men t  (references 
are t~) pages of 

this  Commit tee  
Pr int)  

37-38 

35-36 

37-3S 

38 

None 

37-38 

36 

38 

Recommenda- 
tions i n "  Pub l i c  
Policy Impl ica-  
t ions of Inves t -  
m e n t  C o m p a n y  
G r o w t h "  (refer- 

ences are to pages) 

343-344 

344-345 

343-344 

346 

343-344 

434-344 

344-345 

i 345-346 
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i The  last section of the  amcnda tory  bill, see. 28. specifies t, he dates  on which its various sections woukl  become effective. See pp. 38-39 of the Commiss ion ' s  analysis.  
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PART A: MANAGEMENT AND ITS COST 

SECTION 8, AMENDING SECTION 15--ST,~TUTORY STANDARD OF 
REASONABLENESS 

Section 8 of the bill would amend section 15 of the Investment 
Company Act to apply to advisory fees and other forms of compensa- 
tion received by investment company managers an express statutory 
standard of reasonableness. This section of the bill deals with prob- 
lems that are deeply rooted in the unique structural characteristics 
of the h~vestment company industry, characteristics that  are espec- 
ially marked in its mutual  fund sector. Unlike most other American 
corporations and financial institutions, which employ their own staff 
to manage their affairs, mutual  funds typically receive investment 
advice avd management services from separate organizations which 
are owned and controlled by the organizers of the fund or their 
successors. A very smMl minority of existing funds are "internally" 
managed. 

The separate " investment  adviser" is compensated for its services 
by an advisory fee alnmst always based on a percentage of the fund's 
net assets. Traditionally, the fee has been set in the area of one-half 
of 1 percent of average net assets. Although the growth of the mutual  
funds has resulted in very substantial management economies, in 
many c~ses these economies of size have not  been adequately shared 
with the funds and theh" stockholders. 

The Hose relationships that  traditionally exist between the funds 
and their advisers have precluded either effective competition for 
advisory contracts or meaningful arm's-length bargaining over fees. 
In a substantial number of instances, the percent fee rate has been 
reduced for net assets in excess of a designated amount, but  the re- 
ductions are often insubstantial, even for the larger funds. The 
management and advisory costs of the externally managed funds 
are, as a c'cneral rule, aoDreciably higher than the corresponding costs 
of {ntern~.lly managed "f[mds of comparable size. They substantially 
exceed the fees charged by investment advisers to other types ot 
clients for portfolio management and advice. 

Management compensation was not considered a major problem 
in the relatively small investment company industry of 1940. The 
act, therefore, included only a "few elementary safeguards," to quote 
the phrase used by the Commission's spokesman in the Senate 
hearings of 1940--mainly a requirement that advisory contracts be 
disclosed to, and approved by, shareholdem and "unaffihated" 
directors. These safeguards have not proved effective in providing 
fund shareholders with a meaningful share in the economies of 
size to which the growth of the funds has led. Moreover, some courts 
have held that shareholder approval limits judicial inquiry into the 
fairness of ad\,isory fees and precludes a remedy in the absence of 
" w a s t e . "  

The bill would incorporate the standard of reasonableness into 
the act by  substituting a new section 15(d) for the existing section. 

1. THE SCOPE OF THE STANDARD 

Proposed section 15(d) would state expressly that  compensation for 
sc,'viees to a registered investment company received by any invest- 
meat  adviser, officer, director, and controlling person of or principal 
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underwriter for such a company shall be reasonable. The main thrust 
of this section would be toward the fees that investment advisers 
receive for the advisory and other management and administrative 
services that they supply to externally managed investment com- 
panies. Fees of this type constitute the principal form of management 
compensation in the investment company industry. The standard 
of reasonableness would also apply to all forms of managerial com- 
pensation in the investment company industry, including salaries, 
commissions, fees, and payments recei~ ed by officers and directors, 
including trustees, of the so-called internally managed companies. 

The standard of reasonableness would apply to compensation for 
services provided to an investment company whether or not deducted 
on the books of the investment company from each security holder's 
account and would similarly apply to administrative fees and charges 
deducted from the accounts of users of withdrawal plans, reinvestment 
plans, and optional services offered to investment company 
shareholders. 

The proposed section would apply to compensation for services to an 
investment company only when received by  its investment advisers, 
principal underwril~er, officers, directors, controlling persons, and 
persons affiliated with such persons. The standard would be inappli- 
cable to compensation for services furnished to investment companies 
received by persons whose relationships with those companies are not 
inconsistent with genuine arm's-length bargaining between buyer and 
seller. Thus for example, dealings between an investment company and 
banks and printers would not be subject to the standard of reasonable- 
ness unless, by  virtue of other relationships, such persons occupy the 
status of fiduciaries for the investment company. 

The statutory standard of reasonableness would not interfere with 
the internal compensation arrangements of iflvestment advisers to, or 
principal underwriters of, investment companies. Advisers and princi- 
pal underwriters would be free to remunerate their officers, directors 
and employees in such fashion as they wished. 

2. APPLICATION OF THE STANDARD 

Section 8(c) of the bill seeks to facilitate well-informed directorial 
consideration of the matters relating to advisory fees. I t  places invest- 
meat company directors under a duty to request and evaluate--and 
imposes a correlative duty  on investment advisers to furnish--the 
information reasonably necessary to determine the reasonableness of 
the compensation provided for in an advisory contract. 

Reasonableness would, of course, have to be determined in the light 
of all factors relevant to that, issue. A number of those factors are 
SPecified in proposed new section 15(d)(2) .  

Clause (A) would require consideration of the nature and extent of 
the services to be provided, based on separate evaluation of the com- 
pensation to be paid for investment advisor5 services and of the com- 
pensation to be paid for all other services. This evaluation would be 
facilitated by section 8(a) of the bill which would amend section 15(a) 
of the act to require that advisory contracts describe precisely and 
"separately" the compensation payable for the two types of services. 
This requirement would recognize the difficulties which are inherent in 
evaluating an advisory fee which (as is typically the case) calls for a 
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lump sum payment covering both professional services required for 
investment management and routine administrative services incident 
to the operation of investment companies as corporate or trust entities. 

An illustration of the applicability of clause (A), which requires 
consideration of the nature and extent of services provided, is furnished 
by  those situations in which an investment company has two invest- 
ment advisers each providing a different service. I t  would, of course, be 
unreasonable to pay each of the two advisers at a rate which would 
constitute the maximum reasonable compensation to a single adviser 
who assumes complete management responsibility. 

Under clause (B) the quality of the service provided would also be 
relevant to the reasonableness of an advisory fee. Thus superior in- 
vestment performance in relation to a fund's objectives would be en- 
titled to appropriate recognition. 

Clause (C) states the principle that mutual fund shareholders are 
entitled to an equitable share of the economies attributable to the 
growth of their funds. I t  provides that  a determination as to reason- 
ableness shall include consideration of the extent to which the com- 
pensation of the adviser takes into account such economies of scale, 
including economies attributable to the operation of other investment 
companies managed by  the same adviser. I t  also makes clear that 
consideration should be given to the reflection of economies of scale in 
the compensation received for investment advisory and other services 
rendered to internally managed investment companies, other clients of 
investment advisers and other financial institutions. As pointed out in 
chapter I I I  of the Commission's report, the advisory fees charged to 
externally managed investment companies are generally substantially 
higher than the fees charged to other types of investment advisory 
clients, such as pension and profit-sharing plans and individual ad- 
v£~ory accounts. Since charges to these clients (as contrasted to in- 
vestment companies) often are influenced by strong competitive 
forces, they tend ~o reflect to a much greater extent the decreased 
cost per dollar managed of large accounts. 

The management of investment company portfolios has many 
characteristics in common with the management of other types of 
large investment securities portfolios. Accordingly, the fees received 
by the managers of other types of portfolios can furnish meaningful 
guidelines for the application of the standard of reasonableness to 
investment company management compensation. As the Commission's 
report notes, however, there are a number of differences in the nature 
and extent of the investment management and administrative services 
provided various types of investment media and accounts. Clause 
(C), therefore, would provide expressly that  due allowance be given to 
these differences when comparing the fees for management and ad- 
ministrative services by  other financial institutions with the compen- 
satmn received by  investment company managers. 

Clause (D) provides that the reasonableness of advisory fees re- 
ceived from an investment company would be evaluated in the light 
of all other benefits directly or indirectly received by  the investment 
adviser by virtue of its relationship to the company. 

Clause (E) would make clear that  an evaluation of the reasonable- 
ness of advisory fees is not limited to the specific factors enumerated 
in section 15(d) but  would include such other factors as are a~)pro- 
priate and material. Ordinarily, no single factor would be aeter- 
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minative of reasonableness. For example, an advisory fee paid b y  
a no-load fund or a charge for execution of a portfolio transaction by 
an affiliated broker-dealer may, in light of other factors, be unrea- 
sonably high even though below the maximum charge expressly set 
forth in tile act. 

The standard of reasonableness would not, of course, prevent 
those affiliated with investment companies from realizing profits on 
the services they provide to such companies. Its effect would be 
to make clear that those who benefit from fiduciary relationships 
with investment companies should obtain no greater rewards for the 
services they furnish to such companies than they would expect to 
obtain from purchasers of their services with whom they dealt, at 
arms' length. 

3. ENFORCEMENT OF THE STANDARD 

The applicability of the standard of reasonableness provided in 
proposed section 15(d)(1) would be postponed under section 28 of 
the bill until 1 year following enactment. Thereafter, actions to en- 
force the standard would be governed by  the provisions of section 
15(d). Section 15(d)(3) would provide that  the party attacking the 
reasonableness of managerial compensation received pursuant to an 
advisory contract or other arrangement approved or otherwise auth- 
orized in compliance with the procedures set forth in the act would 
have the burden of persuading a court by  a preponderance of the 
evidence that such compensation was unreasonable. While recognizing 
that the primary responsibility for a determination as to the reason- 
ableness of compensation lies with investment company directors 
this provision would eliminate the effect of certain State court decis- 
ions which have held that  shareholder or directorial approval of 
advisory contracts operates to change the standard otherwise applica- 
ble to such transactions from fairness to "waste." Under the "waste" 
standard, the party seeking to overturn a contract must prove that  
the compensation which it provides is grossly and shockingly excessive 

Section 15(d)(5) would provide ~,hat the recipie~lts of unreasonable 
compensation would be the only persons from whom recovery could 
be obtained. Under section 15(d) such persons would be liable only 
for the unreasonable portion of the challenged compensatiol) actually 
received by them. Disinterested directors and others who received 
no part of the unreasonable compensation would have explicit statu- 
tory protection against personal liability. 

Proposed section 15(d)(4) would provide a 2-year statute of limita- 
tions in section 15(d) cases. This limitation recognizes the need of 
investment company management organizations, many of which are 
publicly owned, for a measure of security with respect to the revenues 
and earnings they receive from the investment companies they serve. 
Absent a limitation on recoveries of compensation subsequently 
deemed to have been paid in violation of the statutory standard of 
reasonableness, the liabilities created by such a statutory requirement 
might operate with Lmdue harshness on those obligated to comply. 
This is particularly so because a determination of unreasonableness 
depends on a variety of circttmstances. 

The limitations on the recovery of compensation paid in violation 
of the standard of reasonableness would apply only to suits based on 
proposed section 15(d). They would not derogate from such remedies 
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as are presently available under existing law for breach of duty by  the 
managers of investment companies. If, under applicable State law 
standards or under the existing provisions of the act, a right of recovery 
exists, it would be unaffected by  the Commission's proposed amend- 
ment. However, under no circumstances could there be double recover- 
ies of the same sum. 

Finally, section 15 (d) (6) would provide that a finding that compensa- 
tion is unreasonable would not be deemed a violation of the act for 
purposes of criminal prosecution or administrative disciplinary action 
under the Investment Company Act, the Securities Exchange Act or 
the Investment Advisers Act. Thus no person would be liable to crim- 
inal prosecution or disqualified from participation in the investment 
company or securities industry solely because his compensation has 
been found unreasonable under, this section. 

SECTION 8(e), ADDING NEW SECTION 15(g)--I)ROHI BITING BURDEN- 
SOME TRANSFERS OF MANAGEMENT RELATIONSHIPS 

Section 8(e) of the bill would add a new subsection (g) to section 15 
of the Investment  Company Act to prohibit investment advisers 
and their affiliated persons from (1) selling the adviser's assets or its 
stock, or (2) obtaining other benefits in connection with transactions 
by which someone else either obtains control of the adviser or succeeds 
to the adviser's relationship to the investment company, whenever the i 
transaction is accompaIfied by terms, conditions, or understandings, 
express or implied, that  are likely to be inequitable to the investment  
company by  imposing additional burdens on it, by  limiting its freedom, 
of action in the future, or otherwise. 

The problem dealt with in this section of the bill arises from t h e  
fact that  either the stock or the assets of the separate organizations' 
that  control the affairs of externally managed mutual  funds can be 
bought and sold just as the stock and the assets of other types of' 
corporations are bought and sold. The sale of a management organi- 
zation is of great inlportance to a fired and its shareholders, since i t  
often means that a new person or group of persons will be managing 
the fund. Since the management organization's control of the fund  
is usually its most valuable asset, the price paid for that  organization's 
stock or its assets reflects the expectation that the buyer will be able to' 
succeed to the advisory, brokerage, and underwriiing revenues obtain- 
able from this control relationship. I t  is in the interest of the selling 
manager to obtain for himself the highest price for this relationship. 1 
The interest of the fund and its shareholders, on the other hand, is to! 
obtain the best available management at the lowest cost. ! 

Although the act presently requires that any new advisory rela- 
tionship be approved by a majority, of the fund's shareholders, the, 
Commissi( n's experience raises a serous question as to the adequacy 
of this safeguard to protect shareholders from transfers of managerial 
relationships that are adverse to their interests. This is particularly~ 
true in light of the control exercised by  the fund management over' 
the solicitation of shareholder proxies. The proposed amendment 
would incorporate into the act the traditional obligation imposed on, 
those who occupy a fiduciary relationship to a company to refrain 
from using that relationship for personal profit to the detriment of the 
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"investment company management organizations by ordinary public 
investors whose only relationship to the investment adviser is that of 
security holder. 

The scope of tlle proposed amendment is not limited to situations 
involving a sale of the assets or the stock of an advisory organization. 
It  would reach all types of benefits to predecessors in succession 
situations. For example, if an affiliated person of an investment 
adviser assists another person in succeeding to the advisory relation- 
ship with the company and in return obtains a contract of employment 
from the investment conlpany, the consideration received in connec- 
tion with that employment contract would be subject to the proposed 
statutory standard. Another type of case to which the amendment 
would apply is one in which the successor-adviser agrees to direct the 
investment company's brokerage business to the predecessor-adviser 
or to an affiliate of the latter. Such an arrangement imposes a fresh 
burden on the investment company and also limits its freedom in 
choosing brokers for the future. 

The proposed amendment would not authorize the Commission or 
the courts to determine whether owners of advisory organizations 
should dispose of their interests and allow other persons to undertake 
the responsibility of managing the funds they serve. Nor would the 
amendment empower the Commission or the courts to prescribe or 
limit the consideration that retiring advisers can obtain from their 
successors. Its sole purpose would be to protect investment company 
shareholders from harm resulting from transfers of the management 
relationship. I t  would prohibit such transfers only when it appears 
that the new relationship is likely to impose additional burdens on 
the investment company, limit its future freedom of action, or subject 
it to other inequities. The proposed amendment would be limited 
in its application to those cases in which the new advisory relationship 
is in ~4ew of all pertinent circumstances more burdensome to the fund 
than the old one was. 

SECTION 23, AMENDING SECTION 44--STATUTORY RIGHT OF 
INTERVENTION 

The standard of reasonableness of proposed section 15(d) and the 
proposed prohibition against burdensome transfers in new section 
15(g) would be enforceable through injunctive suits instituted by  the 
Commission in U.S. district courts. Under well-established judicial 
precedent Commission enforcement action could be supplemented by  
private actioI~s instituted by an investment company or by a share- 
holder on its behalf. This provision of the bill would amend section 44 
of the act to authorize the Commission to intervene as a par ty at any 
stage of any private action under sections 15(d) and 15(g). 

Commission intervention in such private suits would assist the 
courts in an orderly development of the law governing the application 
of the standard of reasonableness. 

PART B: SALES LOADS 

SECTION 12, AMENDING SECTION 22---SALES LOAD LIMITATIONS 

company and its shareholders. I t  would not apply to sales of stock in: This section of the bill would provide for a maxinium sales charge 
of 5 percent, subject to Commission authority to grant exemptions 
from this limitation where appropriate. The effect of the proposed 
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~mlendment wollld be to narrow somewhat the wide disparity that 
now exists bet~een the 9.3 percent sales charge most commonly 
involved in the sale of mutual  fund shares and the cost of acquiring 
other types of securities of comparable quality in the exchange and 
over-the-counter ma.rkets. 

Subsection (d) of section 22 of the Investment Company Act of 
1940 provides for retail price maintenance in the sale of mutual fund 
shares. Dealers are prohibited from selling to the public the redeem- 
able securities of any investment company at other than a current 
public offering price determined by the principal underwriter. The 
absence of downward pressures that  might otherwise have been 
exerted by price competition at the retail level has given rise to' 
increased competition among principal u aV:~he~: 
retail dealers. Such competition has nau i 
than lowering prices to investors. 

Subsections (b) and (c) of section 22 give to a registered securitiesl 
association--in practice the National Association of Securities Dealers, i 
Inc . - -and to the Commission rulemaking authority to prohibit prin-. 
cipal underwriters and dealers from engaging in the primary distribu-i 

o f redeemable investment company 'securities if their public I ti:n o . • ,, 
offerin~ nrice includes an "unconsoonable or grossly excessive sales 
load. Th'e auttaority granted by these subsections }s so l .mllted ~sto. 

to exce)tional situations and not to ~ne basic prome : 
~.ls)l~Ya(te ly with t'il~ sales load and discussed in the Commlssmn's i 
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report. 
Section 12 of the bill therefore amends the provisions of subsectionsl 

(b) and (c) of section 22 of the act by deleting existing subsection (b),~ 
and that portion of subsection (c) which gives the Commission au-i 

• • " " " sales loads Existing ttmraty over"unconscaonable or grossly excessive • . . . 
subsection (c) would be redesignated as (b) and a new subsection (c). 
would be added. Paragrapl~ (1) of new subsection (c) would prohibit 
a registered investment company from offering securities issued by it: 
if their public offering price includes a'sales load of more than 5 percent~ 
of that portion of the proceeds of the offering price received by the: 
issuer for investment. This 5-p.ercent limitation is expressed in aL 
manner which reflects a change m the existing method of calculating 
mutual  fund sales loads but  which conforms to the prevailing practicei 
in calculating commissions and markups for executions of transactionsl 
in the over-the-counter and exchange markets. At present mutual. 
fund sales loads are typically presented as a percent of the offering 
price. Ttms a sales loa(1 amounting to 9.3 percent, of the net  asset value 
of shares purchased is represented as an 8.5-percent sales load. The: SECTmN 16, AMENmNG S~CTmN 27--CoNTR.kCTUAL PLA,"kS 
proposed amendment would express the maximum sales load as a,. 
percent of the portion of the amount paid by the investor which is: This section would amend section 27 of the Investment Company 
actually received by the issuer for investment. Act to eliminate the fi.ont-end load feature of so-called contractual 

Any-issuer offering or selling its securities through a principal~ plans, that  is, periodic payment plans for the accumulation of mutual 
underwriter or otherwise could establish a public offering price which: fund shares by monthly payments over a period such as 10 or 15 years. 
would include a sales load lower than 5 percent. The proposed ma.xi-The proposed amendment would provide that sales charges on such 
mum under paragraph (1) would apply whether the securities are plan sholfld be spread evenly over all l:~ayments. 
sold through a principal underwriter with or without the assistance oI Many persons of modest means invest in mutual funds through 
other dealers, or by the investment company ~4thout a principal', contractual plans. SeUers of these plans are presently permitted under 
underwriter. 'section 27 of the act to charge investors a maxinmm sales load of 

Investment companies operating under the Small Business lnves~ 9 pea'cent of the total payments to be made on their plans. They may, 
meat  Company Act of 1958 are excepted from the proposed maximum however, deduct, as sales load one-half of the first 12 monthly plan 

sales charge limitation. These companies, which are all of the closed- 
end type, invest in the relatively unmarketable securities of small 
business enterprises. Since the securities of these companies entail 
a considerably higher degree of risk than those of other investment 
companies, and since their successful distribution requires a selling 
effort analogous to that necessary in conventional underwritings of 
the speculative or promotional type, the imposition of a 5-percent 
ceiling in these cases might seriously hamper the issuers' ability to 
raise new capital. 

Proposed paragraph (2) of subsection (c) of section 22 of the act 
would empowea" the Commission to exempt, conditionally or ot, herwise, 
any person, security, or transaction from the 5 percent maximum 
sales charge. The Commission could thus permit the maximum sales 
load to be increased when it found such action appropriate in the 
public interest and consistent with the protection of h~vestors. For 
example, the Commission might determine that a higher maximum 
sales load is appropriate where closed-end investment companies 
wish to raise limited amounts of capital by noncontinuous offerings 
of new shares. The Commission would expect to give careful consideri~- 
tion to the appropriateness of an exercise of such exemptive power to 
permit somewtaat higher sales lo,~ds for the investment of compara- 
tively small sums in investment company shares. I t  could increase 
the maximum for the investment company industry as a whole if, in 
light of future developments, it fouml sucl~ change to be ifl the public 
interest and consistent with the protection of investors. 

Paragraph (3) of subsection (c) of section 22 of the act would em- 
l)ower the Commissiola to prohibit oa" testa'act sales loads in transactions 
where the imposition of such charges would be inequitable to investors. 
Under this pa'ovision the Commission would expect to consider adop- 
tion of a rule to restrict or prohibit the imposition of a sales load (as 
opposed to an appropriate charge to cover administrative expenses) 
where dividends distributed by investment companies are applied to 
the purchase of additional shares. 

The proposed amendments of existing section 22 (c) of the act would 
not affect the Comlnission's authority, similar to that  given to a 
registered securities association under subsection (a) of section 22, 
where necessary to adopt rules designed to reduce or eliminate any 
dihation of the value of outstanding redeeanable investment company 
securities or any other unfair result of the purchase, redemption, or 
sale of such securities. 



16 I N V E S T M E N T  C O M P A N Y  A M E N D M E N T S  O F  1~167  

, deriving fund) the shares of which are 
ther mutua l  fm}d (the un __i"~X,.,,1 f d sales loads w~thout a 

a n n , ,  - ~  - ~ . . . . .  h l i c  a ~  n o r l l l ~ t  ~t~u~, . . . . .  1113. 
avaltaole 1;o bite ptto 
front-end load deduction. Experience has indicated tha t  a major i ty  of contractual  planholders 
do not  complete their  inves tment  programs in accordance with  the 
agreed t ime schedule. Because of the front-end load deduction, such 

. • , , "  sales loads, as of their scheduled plan 
investors have paid e.ffect:ve :--~stantiall,~ higher than  they  would 
completion dates,  wmcn are suv ~ have paid if they  had  invested directly in shares of the underlying 

Experience has also shown tha t  a large minor i ty  (from a quar- 
fund.  two-fifths) of contractual  planholders are unable or unwilling 
ter  to to complete their scheduled payments .  In  consequence, the sales 
charges which they  incur  amount  ~o from 20 to 50 percent  of their  

• ther way,  the sales charges equal from 
total payments or: s}a~doau~:~ s actually invested in th~irnbvehtal~s : t  o 

, , of his first year 's  payments  are never 
his plan, lip . o50 W'c  t oo.uentl  over the term of.th  plan,/_X 
invested for hls oei:en~: *~Y~','~n~t,han would be true if he ha,~ inves:~u 
h a s  l e S S  ] l l o i : e y  w o : ' K u w ~  ~. t ,  . . . . . .  
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surrendered prior to matur i ty .  Under section 28 a face-amount 
certificate company is required to establish certain min imum reserves 
and to make payments  into the reserve fund which must  at  least 
amount  to certain mbfimunl percentages of the certificate holder's 
gross pa,yment or payments .  The sales load consists, in effect, of the 
difference between such gross payment  or payments  and the pro- 
portion of such payments  which nmst  be put  into the reserve. Section 
28(a) (2) (A) now limits the sales charge by providing that  payments  
into the reserve for the first certificate yea]" shall amount to at least 
50 percent of the required gross annua~ payment  by purchasers. I t 
also provides for reserve payments  in .the second to fifth certificate 
years, inclusive, of at least 93 percent of the gross annual  payment  
and for reserve payments  of at  least 96 percent of each subsequent 
year's gross annual  payment .  The aggregate of reserve payments  
must  amoun t  to at  least. 93 percent of aggregate payments  to be made 
under the certificate. 

The bill would amend section 28(a)(2)(A) by providing tha t  pay-  
ments into the reserve shall amount  to at  least 95.24 percent of the 
required gross payment  during each certificate yea:'. This would 
limit deductions for sales expense to 5 percent of the amounts  paid 
into the reserve during any period prior to the ma tu r i ty  of a face- 
amount  certificate of the instalhnent  type. 

Clause (E) of section 28(a)(2), which deals with fully paid face- 
• " inves tment  plan. . . in a level-load penodm . ~ . . . . . . .  ..1 ex:stm~ naragraphs (1) and_, amount certificates, would be amended by adding a proviso to requh'e 

The nroDosed amend\nen~ ~x}m!a~e}¢~istin~ l~aragraph (3) to. p ro . ,  that the reserve for such certificates shall amount  to at  least 95.24 
. - ;  ~ t~d ,~n 27(M and womu am~.,.;.~- --~-~^:-+ ~lan certthca~es n ! percent of the single payments  made by the purchasers thereof• 
~'z.) .Otsec-:: .Z.~2,,- .md sale of perioq:e PaYm~"~fl : ,avmen t exceeds, This provisiou would apply to fully paid certificates the same sales 

~ ~ t t  u~  L .Lu ' , J  • ' ' ([~ mint  me z" ~ , , .~ Aeducted from any on t---o- 
t h e  a m o u n t  o [  s a t e s  l o a n  u 

. o ~ ~a-m~ent The~ charge limitation as would be applicable to face-amount  certificates 
ro ort:ona  ly tan ,:mo,,nt 2 Yr      e;such pla s of the installment type , 

P P)~-mn sales load tha t  inves~or~yy~. ^* ,,ew section 22@) of the In addition, the bill }~ould delete .:a~'.:ous prov.!sIons of exlst.m~, 
max~iu~--. ~i~termined by  the prov:sm.ns ,,- ~ . .  ~2 of this bill. : sections 28(a)(2)(A), 28(d)(1), and:~,S(q)(~) retaking t,o reserve requIre- 
~°m~,_U.~nt:~ComDany Act  proposes m . secb~ ~ of the act b y  redes-~ ments and cash surrender values whmh would becQnle ~upernuous 
lnves~.~.n,,-, _~ *~o l~ill ~dso nil]ends secuon z~i-J ~_ '~x +hrou~h (4),. with the elimination of front-end sales charges in the sale ot.Ia.ce- 

Sec.uon ~o. m ~,,-~.2-~.~ ~hrou~h (6) as para.grapn.s ~,~^~,~,,~ ~7 a n d  amount certificates. Last ly,  the bill would delete provisions in existing 
ign~tmV !~_~:a~g,:~P;'i~l~"~efete present  s u b s ~ t m n  (o).2;on~[o~e " deleted sections 28(d)(2) aim 28(d)(4) of the act which presently permit  the 

)e~ l~l g e l  l_u . ' ]_ ' l le  roVl . . . .  rest .'. , Y" • ,: . . . . .  ~h.~eetmn (c) as (b). P. -~---;",~ f,w small re:potation of a surrender charge in an amount  not  exceeding 2 percent  
e s i c e n a t e  eXlSbtLt~ ,  . . . . . .  . - " e x e l n  1h ive  a l l L l l u i t e j  * -  - ~ " . red... ~,.tt ~:ve s "  ua,'~-~ ,,o~,~,~'smon.:. specifics. " r Po eraung . . . . . .  c~, . . . .  ~ Such a.. of the maturity~ amount, of the. certificate, or 15 percent, of the amoun t  

pre~en .:Y N . . . .  renames having hLghe,~ P • "--  o~,,dd at  an~ of the reserve, whmhever is less, upon surrenders of face-amount  
trac~uat p l a n  u - , ~ r -  " " e u o m m l S S l O n  t,..~ - " • " (~ o c o n  . . ,  • . . . . . . .  ~o.rfluous since th . . . . . .  ~^ ~ v e s t m e n t  certificates by their holders. Such surrender char.,es are unrela.~ed t 

prov:smn .W oma ~-~,'~2Y::owers under  sect:on tKc) o~ ~2< t~nde r  see- the eeonomieeost  of administering the surrenders of such certaticates. 
t ime use its exeInp~,~ ~s the' exemptive power propo~.~" Vales load " ~ ' 

CoinpanY, n 12 ot ~c~gtm ~ 1 7  ~f~it '~ppeared appropriate to perml:, ~ bzt ,SECTION 6, ADDING NEW SECTION ll~0)(2)--DELETION OF SALES 
tI)  • S. , ,  "'---itaqons of the act. CHANGE IN EXCHANGE OF ~ERIES SHARES 
which exceeaed t.ne n m  ~., 
SECTION 17, A.MENmNG SECTION 28~MAxIM~J~'I S A L E S  C H A R G E S  o N  Section 6 would delete from the Inves tment  Company  Act  section 

FAcE-AMOVNT CERTIFICATES ill(b)(2) which pernfits series companies or their principal m~der- 

This section of the bill would amend section 28 of the Investmentwriters to charge an additional sales load when shareholders in one 
~in of what ,  in effect, amounts. toserl~ exchange their shares for shares in another series. Section 11 (a) 

• , ,  "t to eliminate the ehar~, g .... ;a~, tes  and to provmeo[ the act speeificall 3 prevents the in:position of sales charges when 
( , ( ,mpanyAc . . . .  h ,  ~ale of iace-amoum, ecru',,%--. -~,.,~ ,,,auld beshareholders were iuduced to exchange their certificates for new 
a front-enct man on ~'_~22;.2. o,,rnn~ra le to t.he cemng ~ . . . . . . .  
a ceiling on ~ales c n a r ~  . . . . . . .  , . . . .  b 

• . eom~an,~ securities, certificates in the same or another investment  company. The proposed 
cable under the bill to other)nves~meti~es ' in ~ihicl~ the eompany~mendment merely woIdd subject series conlpani~ to"the same treat-  

appli . . . . . .  ;h . . . .  es are debt s . . . . . . . .  ' - , h o m a t u n t ' / m e n t  as other open-end n:vestment  companies ~] th  respect to offers 
Face-amoun: '  cc~u .... a .... xed sum of money upon b -.- " - ' " " 

romises to pay  to the investor aft. ~ fixed sums 'if the c~erti fieate isff exchange. 
Pof the certificate a n¢t cei'~am ies~-  - 
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PART C: PORTFOLIO TRANSACTIONS 

SECTmN 9(b), ADDING N E W  SECTION 1 7 ( j ) - - I N S I D E R  TRADING IN 
INVESTMENT COMPANY PORTFOLIO SECURITIES 

Section 9(b) of the bill would amend section 17 of the act by adding 
a new subsection (j) there to  which would provide the Commission 
with rulemaking power with respect  to purchases and sales of invest-  

n ortfolio securities by-persons  associated with such 
men t  compa y p -- n ~  o the widel recog- 
companies.  This proposal  represe, , ts  a respo~--- t . Y . 
nized need for the  deve lopment  of adequa te  res t ra int  on the t rading 

. . -  • . . . . . . .  anies' ~,ortfolio securities. 
• om an inslaers in gne cutup v . of inves tment  c . p Y . .. ,L_~ .  . . . .  ,,, t h , "  crests of inves tment  

Such trading carries a po tenuaI  mr  ~ . . . . . . . . . .  m t  
. .  holders and entails, as one cour t  has said, an "ever  

company  share o --~:^~ ~ interests  " Although persons affiliated 
presenb uanger  oI a conntt~, --  
with inves tment  companies  cannot  be expected to refrain f rom engag- 
ing in securities t ransact ions for their  personal accounts,  the share- 
holders they  serve are enti t led to assurance tha t  such transact ions 
will no t  conflict with their  companies '  inves tment  programs. 

This  section would not, be self-executing, b u t  would require the 
adopt ion of rules or regulations by  the Commission. Such rul.es or 
regulat ions could affect t ransact ions involving securities of any issuer 

, ." "es are owned by  a registered inves tment  company  or of 
whose secuI~tI • . . . . . . . .  ~-;~ the inves tment  company is con~em- 
s e c l i F l ~ l e S  OI any issuer , , , - ~ , . .  z . . . . . . .  r such re~isterea m v e s r -  

lat ing purchasing,  by  a.ny ~mna~eu P~t~:'~..*-otment~,dviser of such I 
P .n toni any, any amua~ect person ot a,,  m~ ~ .. o _ _ . : ^ ~  o ~ , . ~  ( 2 ~  
Die t P " _~h~l'.+aA ~ a r ~ a n  O[ sUcl] u n u e r w r l g e r ,  oec.v,-- ~hTJ w, 
c o r n  a n y ,  or  a n y  ~**t,x~w,~ v . . . . . .  ,, P -~ ~ " " d erson to include, among o~ners, I 
of the act  def ines  ~.n a fli!late :P_-¢,m~,~t ~ mr)any, member  of a n '  
any in es tment  adviser Ol such m v ~  . . . . . . .  o 1- ~'m_^_ A;-~or  

", v ard of such inves tment  company,  any omc~r, .~ . . . .  n ' ~  
advisory bo . . . . . . . . .  em,,lovee of such other person, as~'et.t as ~ y :  
parumr ,  cup . to . . - .  - -  v , 
person, direct  y or indirectly owning, controllmg, or nommg w ~ , !  

. 5  ercent  or more of the outs tanding voting securities,, 
ower to vote, p . . . . . . .  ~ of whose outs tanding t 

Pf such other person, any person o percen~ . . . . . . . .  ; 
" ies  are direct ly or indirect ly owned, controlled, or held,  

vot ing secunt  . . . . .  , . . . . . . .  ~n ~.nd any ~)erson direct ly.or  i 
with power to vo~e, Dy SUCh o ~ v ~ - ~ - \ - , - ~ -  co 'ninon control  wi th '  
indirectly controlle(1, controtte~ by,  or u , , u ~  • 
such other  person. T h e  section would pernIit  the Commission to make  rules a f fec t ing  
transact ions by  such insiders involving any securities of an issuer: 
whose securities are owned by  the inves tment  company,  or which t h e  
inves tment  company  contemplates  purchasing. T h u s  the Commission's  
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The  section would not  interfere with the Commission's  present  
power to deal with problems of insider t rading under  the angifraud and 
ant imanipula t ive  })rovisions of sections 10(b) and 15(c) of the Ex-  
change Act and o r sec t ion  206 of the Inves tmen t  Advisers Act or to 
deal with joint  t ransactions under  section 17(d) of the Inves tmen t  
Company  Act. However ,  i t  would enable the Conmlission to deal 
with t rading by  insiders of inves tment  companies in a more flexible 
manner  than  m ay  be permi t ted  by  those provisions and to fashion 
guidelines suitable to many  diverse circumstances.  

SECTION 11, ADDING N E W  SECTION 19(b)- - -DISTRIBUTIONS 
Of  LONG-TERM CAPITAL GAINS 

Section 11 of the bill would amend section 19 of the Investment.  
Company  Act  b y  adding a new subsection (b) thereto,  which would 
prohibit  registered inves tment  companies f rom distr ibut ing realized 
long-ternl capital  gains more f requent ly  than once every 12 months  
except as the Commission m a y  pernfit  by  rule, regulat ion or order in 
the public interest  and for the protect ion of investors. 

At present  the Inves tmen t  C ompany  Act  does not  l imit the fre- 
quency with which inves tment  companies m a y  dis tr ibute their  re.~lized 
long-term capitM gains. Present  section 19 of the act, which would be 
designated section 19 (a), prohibits  inves tment  companies f rom making 
any distr ibution in the na tu re  of a dividend payment, other  than  f rom 
certain defined sources unless such paymen t  is accompanied 1)y a 
written s t a t emen t  which adequa te ly  discloses the source or sources of 
such payment .  I t  also empowers the Commission to prescribe the fo rm 
of such s t a t ement  by  rules and regulations in the public in teres t  and for 
the protect ion of investors. 

The  proposed amendmen~ wouM incorporate  into the act  views 
expressed in the Inves tmen t  C o m p a n y  Ins t i tu te ' s  " Gu ide  to Business 
Standards ."  Th e  guide states t ha t  no member  should niake a dis tr ibu-  
tion of "real ized capitM gains to shareholders in a manner  tha t  would 
indicate tha t  capital  gains distr ibutions are par t  of regular dividemls 
from h lves tment  income" and recognizes tha t  " d i s t r i b u t i o n s  of capital  
gains other  than  at  fiscal yearends,  or soon thereafter ,  coIfld have  such 
an effect." This  amendment  wotfld minimize any confusion on the pa r t  
of investors which might  arise f rom their  failure to differentiate reglflar 
distributions of capital  gains from distr ibutions of inves tment  income. 
I t  would not  interfere with the abili ty of registered inves tment  toni -  
panics to comply with present  provisions of the In terna l  Revenne  Code 
applicable to them. In addition, the Commission could by  rule or regu- 

1 to insider t rading in the convert ible securities, i lation pernfit  registered inves tment  companies to take advan tage  of the 
rules could app y .  ^~ ;souers whose underlying secur l t l~  are owned "spil lover" provisions of the In te rna l  Revenue  Code under  which 

s na warrants  . . . . . . . . . . .  " certain distr ibutions made after  the  close of a taxable year  are con- 
opuon. ,  a . . . .  u,~ent com'~an "~ witll which the resider" " l S  ~11 llal)efl:~ utl'l-e t)V an roves ' V . . . . .  ;~,,~ hv  rule wouta permI~ . s i d e r e d  as made  during such taxable year.  

~The  abili ty to deal with sucn rransac~ . . . . . .  ~ . . . .  - . . . . .  
Commission to draw flexible guidelines to prohibi t  persons amila~eu PART D: FUND HOLDING COMPANIES 

nt  companies,  their  advisers and principal under- 
with inves tme • - .  - ' - ; ~  t r ,nsac t ions  for their personal, SECTION 7, AMENDING SECTION 12(d)(I)--PREVENTING THE ()REATION 
wrltels  f rom engaging m s e c u r l ~ o .  . . . . .  . • • . • "', . . . .  ; . . . . . .  lil~elv to conflict with the invest  a c c o u n t s  w l l e n  s u c n  ~ ransaeb  . . . . .  • . . . . . . .  ¢ AND ENLARGEMENT OF FUND HOLDING COMPANIES 

nt  ro rams of their inves tment  companies. T h e  section would also 
me .p g . . . .  ~ . . . . .  ~ . . . . . .  uirin~ inves tment  companies '  Section 7 of the bill would amend section 12(b)(1) so as to p reven t  
)er imt the Commission ~o ma w --:?~ --~ .. = • • . _  ~o adopt  their  own codes of ethics mee¢mg mmlinuat  s tandards,  the creat ion and operation of new " f u n d  holding companies"  ,:rod the  
specified by  the Commission. further enlargement  of existing companies of this type.  These  corn- 
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panics are investment companies whose portfolios consist either 
entirely or largely of the securities of other investment comp.anies. 

The renewed interest in the fund holding company device is a very 
recent phenomenon which carries implications detrimental to investors 
and to the long-range public interest. The existence of fund holding 
companies as large shareholders in other investment companies would 
create a potential for harm which would be especially marked when the 
portfolio of the fund holding company consists of mutual fund shares. 
The ability of the holding company's managers to de mandredemption i 
of such shares at an time could give them an undue influence over ), 
,~ :  ,,:°,~,o.o~ ~f th~Yunderlvin~ funds upon whom the great majority ,: 
of stockholders of such funds rely for management of their capita,  i 

of underl ing funds, confronted by the~ Moreovm, the mana~ers . . Y ~ . . . .  :a.~_~wn ~ 
possibility that  substantial portions ot capital may oe w~rmr~ t 
suddenly at the behest of one or more holding company shareholders i 
could be influenced to maintain excessive liquidity or otherwise to i 

• . . • t )  manage the fund in a manner inconsistent wath the mvestmen 
objective of the majority of the shareholders• Finally, fund holding! 
companies necessarily involve duphcation of administrative expenses 
and layering of management charges• . 

Before 1940 there were several dosed-end investment companlest 
that  invested in other closed-end companies. Section 12(d)(1) of the ! 

al with the re ulatorv problems they posed by pro- act sought to de . g . ~ . . . . .  
hibiting (subject to certain exceptions) a reglsterefl investment com-~ 

rom urchasin~ more than 3 percent of the outstanding voting i )any f p ~ ~ . -) 
~toc'k of another investment company unless ,t already owned 2o! 
percent or more of such stock. This section, however, floes nor cope  
with the problems that  have recently arisen in this area and that may i 
become more acute in the future. Section 12(d)(1) applies only to ! 
purchases by registered investment companies• Hence, tinder existing 
law, a fund holding company organized under the laws of a foreign 
country and not subject to registration under the act can buy un- 
limited quantities of the securities of registered investment compames. 

This gap in the statutory scheme has led to the creation of several 
um.egistered, foreign-based fund holding companies that  invest pri- 
marily in the securities of American mutual funds. The largest of 
these unregistered foreign-based companies, The Fund of Funds, Ltd., 
was organized in 1960 and has stated its June 30, 1966, assets at more 
than $420 million. Its rapid growth has engendered interest in the l 
formation of domestic registered fund holding companies that  would 
be subject to the percentage restrictions of section 12(d)(1), and two 
such companies have recently registered under the act. 

The bill would amend section 12(d)(1) of the act to prohibit all 
investments by a registered investment company in another invest- 
ment company. I t  would also make it unlawful for an unregistered 
investment company (or any company or companies controlled by an. 
investment company) to "purchase or otherwise acquire" any interest: 
(whether in the form of a security or otherwise) m any registered: 
• com an Section 12(d)(1) would be further amended to: investment P Y" • • " " 1' 
pIohibit registered investment companies themselves thmr prmclpa 
miderwriters, and brokers and dealers in securities from knowingly i 

, '  ~ " r st in an registered investment company to any sellm, an inte e Y ~ - - " : - - s *  ! 
other investment emnpany--whether or not the purchasing rove ~- 
ment company is registered under the act. 
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The proposed amendment would retain two existing exceptions 
from the prohibitions against the transfer of investment company 
interests to other investment companies. The first relates to securities 
received because of: (a) dividends; (b) exchange offers that ha~e 
been approved by the Comnfission under section 11 of the act,; and 
(c) plans of reorganization. None of the three items in this first excep- 
tion involves a new commitment by an investment company. The 
first item, the exception for dividends, covers only those which the 
issuer declares in terms of stock and not in terms of money. Dividends 
and capital gain distributions declared in terms of money, which (~he 
recipient may elect to apply to the purchase of additional shares, are 
not within this exception. 

The second exception relates to the acquisition of interests in in- 
vestment companies by unit trusts. This exception covers contractual 
plan companies that  invest in a specific mutual fund. There are no 
limitations now--and there will be none under the proposed amend- 
ment--on the extent to which a unit  trust can invest, in the securities 
of its underlying investment company. Under the amendment, how- 
ever, the exception for the contractual plan type of unit trust, which 

• now apphes to all such trusts, would be confined to those trusts the 
depositor or principal underwriter of which has registered with the 
Commission as a broker-dealer tinder the Securities Exchange Act of 
1934. This limitation is designed to forestall the use of foreign-based 
unit trusts by persons who are not subject to the regulatory sur- 
veillance that the Commission exercises over registered broker- 
dealers and their associated persons. 

The amendment would not, require any investment company to 
divest itself of any existing holding. Where existing holdings are 
significant (as in the case of the Fund of Funds, Ltd.), their sudden 
divestiture might have a harmful effect on the portfolio investment 
companies. Only in the case of an illegal acquisition resulting in new 
holdings or additions to preexisting holdings would the Comnfission 
have the power to direct divestiture. I t  will be able to do so under the 
proposed amendment in a flexible fashion that  takes into account the 
varying circumstances of particular cases. 

P A R T  E :  S T R E N G T H E N I N G  I N D E P E N D E N T  C H E C K S  O N  I N V E S T M E N T  

C O M P A N Y  M A N A G E M E N T  

SECTIONS 2, 5, 8(C) AND 18, AMEND1NG SECTIONS 2(a),  10, 15(C) AND 
32(a)---ADDING THE TERM "INTERESTED PERSON" 

Section 10 of the act now provides that at least, 40 pefcent of a 
registered investment company's directors must be persons who are 
neither officers nor employees of the company and who neither serve 
as, nor are "affiliated" with, its investment adviser. I t  also provides 
that if any officer, director, or enlployee 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 
affiliated with such principal underwriter or regular broker. The 
function of these provisions with respect to unaffiliated directors is to 
supply an independent check c)n managenlent and to provide a means 
for the representation of shareholder interests in investment company 
affairs. 
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The definition of a,n "affiliat,ed person" in section 2(a)(3) is inade- 
qmtte for this purpose. That  definition now I)ermits a. director who: 
has strong ties with the company's managers t(- be classified as "an-. 

- . " , ,  • , I  

affiliated." F-r  example, a director is present.ly deemed unaffihated 
even though he owns up to 4.99 percent of the adviser-underwriter'sl 
stock, has substantial business or professional relationships with the; 
i~Lvestment (,,onq)fmy (w its adviser-underwriter, or is closely related,. 

• 1 
by blood or ma.rriage t,o the company's managers. 

"'Section 2(3) of the bill seeks to remedy the act's deficiencies in. 
this regard by adding a new sectio],l 2 ('x)(19) to the act which would 
define the term "interested person. Other sections of the bill wotfldl 

, ,  • , ~  

substitute that  new term for the present term affihated person in the 
followine sections of the act: (1) section 10 relating to the composi. 
tmn of bo~rds of directors; (2) section 15, relating to the approval of 
advisory and underwriting contracts; and (3) section 32(a), relating, 
to the selection of independent public accountants. The new "in., 
terested person" concept will not widen the scope of sections 10(f) ~ 
and 17 of the act, which prohibit transactions between investment: 
companies, on the one hand, and the companies' affiliated persons, 
as well as the affiliated person of such affiliated persons on the other,': 
absent prior Commission approwfl. These sections will remain': 
unchanged. 

Clause A of proposed new section 2(a)(19) states that  when thei 
term "interested person" is used with respect to investment corn-! 
panics, it includes the companies' affiliated persons. In addition..the i 
terln "interested person" includes "any member of tim lmmemate. 
family of any natural person who is an affiliated person of such i 
company." The phrase "member of  the immediate family is specifi- I 
eally defined in the last sentence of the proposed section to inclu& 
"an . . . .  arent snouse of a parent, child, spouse of a child, spouse, 

d I ~ ,. 'r" ' . " " a W "  brother or roster, br(ther-m-law or mster-m-I , and extends t01 
adoptive and step-relationships. 

The definition also provides that  an "interested" person of an in- 
vestment company includes "any person who either has, or within 
the preceding 3 ye~n's has had, any direct or indirect material businessl 
or professional relationship with such investment company, its chief 
executive oMcer, or any of its controlling persons." This changes th~ 
existing law which permits persons who have close professional rela-: 
tionships or economic, ties with investment companies, their chid: 
executives and controlling persons to serve as "independent" directors 
of the companies. Those in such relationships may not be able to act 
as disintm'ested checks on investment company managers. ' 

Finally, t.his portion of the definition proxddes that  "any interested 
person of any investment adviser or prhmipal underwriter" to an 
investment company is by reason of his interestedness in the adviser: 
of the underx~u'iter an im,erested person of the company itself. Although 
section 2(a)(3)(E) of the act now provides that  those who are affiliated 
with an investment, adviser also are deemed to be affiliated with the 
adviser's investmen~ conu)anv client there is no correspo!~din.g pro: 

_ .  ~ . .  ~ .  _ _  . .  . . • | 

vision for those who are affihated with the compames' prmclpa 
underwriters. Thus, the president of a princip~fl underwriter can m 
those ,:,ases where the underwriter is mmffiliated with the adviser: 
serve as an unaffiliated (hrector of the fund. Proposed section 2(a) (19)' 
would end this anomaly• 
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The part of the definition ()f "interested person" which defines who 
is and who is not ~m interest:ed person of an invesbnlent c.ompany 
would be implemented by the following secuions of i;he bill: (l) 
section 500, which would amend sect.ion 10(a) of the act so as to 
provide that  at least 40 percent of the directors of a regisl~ered i,vest- 
men, company must he persons who are not interested persons of the 
company, except ,hal, for the lmrposes ,)f sect, ion 10(a), a person 
would not) be deemed int.erest.ed solely because he in a director or 
security holder of the company; and (2) section 1 S, which would amend 
section 32(a) of the act. so as to require that  the independent public 
account.ants of a registered investment cc)mpany be selected by the 
vote of a majority of those members of i.he board of directors who are 
not interested persons of suc, h registered company. 

The second part of the definition of "interested person" deals with 
the meaning of i:hat term when used ~dth respect to ~m investment 
adviser, a principal underwriter, a regular broker, or an investment. 
banker. Here, as in the first portion of the definition, the bill provides 
that affiliated pro'sons as well as the members of their immediate 
families are interested persons. 

In addition, danse (B) (iii) of proposed new section 2 (a) (19) provides 
that "any person who has any direct or indirect beneficial interest in 
or who holds as trustee, executor, or guardian any legal interest in 
any security" issued either by an "investment adviser, princip~d 
underwriter, reglflar broker, or investment banker or by any con- 
trolling person of such investment adviser, principal underwriter, 
regular broker, or investment banker" is "interested" in the issuer of 
that security. This provision takes cognizance of situations in which 
the holding of some sort of a bare legal interest is devoid of substantive 
significance. Lawyers, brokers, and others may hold record title to 
securities simply as a convenience to their clients or customers. Such 
nominees and escrows have no special interest in the issuer of the 
security that  has 1)ecn placed in their custody. Since there is no 
reason to consider this type of a legal title-holder an interested parson, 
the range of disqualifyh~g legal interests is expressly limited to those 
held in the classic fiduciary capacities of trustee, executor, and 
guardian. 

The last chmse of the definition provides that  those wh,, h~ve or 
within the preceding 3 years have had material business or pr,-,- 
fessional relationships with investment advisers, principal under- 
writers, regtdar brokers, or investment bankers are interested persons 
of those advisers, underwriters, brokers, or hankers. This clause 
goes on to state that a material business or professional relationship 
with the chief executive officer or a controlling person of a.n adviser, 
principal undel'~'iter, regtflar broker, or investment hanker is as 
disqualifying as one with the adviser, underwriter, regular brt~ker, or 
investment banker itself. The clause corresponds t(~ the provisfi,n in 
the first part of the definition with respect to material business or 
professional rela,tionships with the companies themselves, i t  would 
deal with situations where one who derives substautiM economic 
benefits from significant economic relationships with an adviser, 
principal underwriter, a regtdar broker, or an investment banker is 
nevertheless treated at present for purposes of the act as though, he 
were completely independent of the persons from whom he reemves 
such benefits• 

7 8 - 2 9 9  0 - - 6 7  3 



24 INVESTMENT COMPANY A~3,IENDMENTS OF 1967 

The second part of the definition, which deals with the meaning of 
"interested person" when that  term is used with respect to an invest- 
meat  adviser, principal underwriter, regular broker, or investment 
banker, would be implemented by amendments to sections 10(b) and 
10(d) relating to composition of boards of directors and section 15(c) 
relating to approval of advisory contracts. These amendments would 
substitute the term "interested" for the term "affiliated" wherever. 
that  term appears in these sections. 

PART F: A D M I N I S T R A T I V E  A N D  O T H E R  P R O C E E D I N G S  

Under the provisions of the Federal securities laws (other than the 
Investment Company Act) the Commission has authority to use 
flexible procedures and a variety of remedies to protect investors. 
The amendnlents suggested in part F would provide the Commission~ 
with comparable flexible procedures and remedies in administering 
the Investment Company Act. 

SECTION 4, AMENDING SECTION 9--1)ROVIDING FOR ADMINISTRATIVE 
ACTION AGAINST CERTAIN PERSONS SERVING INVESTMENT COMPANIES' 

Section 9(a) of the act now prohibits any person from serving in 
certain capacities with a registered investment company if he has been 
convicted of any of tile chines set forth in section 9(a)(1) or, as set 
forth in section 9 (a) (2), has been permanently or temporarily enj oine6 
by a court from acting in certain capacities. 

Section 4(b) of the bill would add a new subsection (b) to section 9 
(if the act so as to empower the Commission, after notice and oppor-, 
tunity for hearing, to bar an individual, .either permanently or for 
such time as may be appropriate, from serving an investment company 
in the capacities now enunlerated in section 9 or as an employee of an 
investment company or as an affiliated person of its investment 
adviser, depositor, or principal underwriter. The Commission could 
l~ake such action only if it found (1) that  the individual in question 
had willfully violated, or had willfully l)}~rticipated in a violation of 
any provision of the Securities Act, the Securities Exchange Act, the. 
Investment Company Act or the Investment Advisers Act or any 
ride or regulation under those statutes; and (2) that  the action was! 
in the public interest. 

The proposed amendment would supplement the existing provisions 
of section 9 I t  would provide grounds and procedures for dis- 
qualification from affiliation with an investment company of persons 
willfully violating the Federal securities laws. To some extent., the 
present section 9 is the counterpart to the provisions of section 203(d)' 
of the Investment Advisers Act and section 15(b) of the Exchange 
Act. which, among other things, empower the Commission to dis- 
quality persons who have committed certahl types of misconduct 
from serving as a registered investment adviser or broker-dealer or 
:~s an associated person of a broker-dealer, if such action is found to be: 
in the public interest. 

In several respects, section 9 as it presently stands affords inves~ 
ment company shareholders substantially less protection than that 
provided to clients of investment advisers~by the Investnlent Advisers 
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these acts, willful violations of the Securities Act., Investment Advisers 
Act., Exchange Act, or any rule or regulation thereunder, are grounds 
for disqualifying ~ person from registration as an investment adviser 
or as a broker-dealer of as an associated person of a broker-dealer. 
The existing pro~dsions of section 9 are much narrower and are not 
coordinated with the corresponding provisions of the Exchange Act 
and the Investment Advisers Act. Under the proposed amendment, 
if the Commission finds that  an investment adviser or broker-dealer 
or an associated person thereof has violated the antifraud or other 
provisions of the Investment Advisers Act. or the Exchange Act and 
has barred or suspended him from serving as an investment adviser 
or broker-dealer or h'om association with a broker-dealer, it can also 
prevent him from being associated with an investment company, its 
adviser or its principal underwriter. 

Like the provisions of section 15(b) of the Exchange Act and section 
203(d) of the Investment Advisers Act, the proposed amendment 
would provide for an administrative proceeding to determine whether 
persons have engaged in willful misconduct and whether the public 
interest requires that  such persons be barred from ser~dng an invest- 
ment company. 

Prior to 1960 the basis for disqualifying persons from association 
with an investment adviser were essentially the same as those pres- 
ently provided in section 9 of the Investment Company Act. In 1960 
Congress amended the Investment Advisers Act to substantially 
broaden these grounds and coordinate them with those provided in 
the Secm'ities Exchange Act. A similar change in section 9 of the 
Investment Company Act is needed. 

The proposed ~mendment will correct another deficiency of section 
9 which bars a person convicted of certain crimes or enjoined on the 
be, sis of misconduct specified in that  section from serving as an officer, 
director, or investment adviser of an investment cc)mpany, but permits 
such a person to be an employee of an investment comp. any. 

Further, under the proposed amendment, in appropriate cases, the 
Commission could proceed against an indixddual affiliated with a 
company's investment adviser, principal underwriter, depositor, or 
sponsor without naming or joining the individual's employer as a 
party in such proceeding, iV[oreover, the Corlmission couhl, where 
appropriate, institute private proceedings which would not be made 
public unless and until the parties so request or adverse findings are 
made against the individuM or company involved. 

SECTION 20, AMENDING SECTION 36--ENJoININ(~ BREACH OF 
FIDUCIARY DUTY 

Section 36 now authorizes the Commission to bring an action in a 
U.S. district court to enjoin any officer, director, advisory board 
member, inve.stment adviser, depositor, or principal underwriter of 
investment companies from acting in such capacities if such a person 
has been "guilty" of "gross misconduct" or "gross abuse of t rust"  
with respect to the investment company which he serves. Under 
section 36 the court must enjoin such person from so serving if it 
finds that  he has been "guil ty" of such conduct. 

Act and to customers of broker-dealers by the Exchange Act. Under Section 20 of the bill would amend section 36 of the act. to authorize 
. the Commission to seek injunctive relief against, persons who engage, 



26 INVESTMENT COMPANY AMENDMENTS OF 1967 
i 

have engaged, or are about to engage in acts or practices which involvei 
a breach of fiduciary duty  with respect to any investment company' 
they serve. If the evidence establishes that a person has engaged or 
is about to engage in such misconduct, the court in its discretion could 
enjoin that  person from occupying positions of responsibility with a, 
registered investment company and could ~ a n t  such other relief as~ 
is deemed necessary or appropriate for the protection of investors. 

The mandatory sanction of section 36 as it 'presently reads and the' 
stigm~ tha~ ,~ttaches to the required finding of "gross abuse of trust": 

't ( or gr)ss nfisconduct" both tend to make action under section 36 an 
unduly harsh and correspondingly limited remedy for significant types 
of misconduct encountered by the Commission in the administration of! 
the act. Under the antih'aud provisions of the Exchange Act and the 
Investment  Advisers Act, the coltrts are permitted to deal more 
flexibly with the misconduct of broker-dealers and investment ad- 
visers in dealings with their clients. The proposed amendment would 
give the courts comparable power with respect to affiliated persons of 
investment companies who occupy no less a position of trust than d0; 
broker-deMers or investment acivisers to nonhlvestment company 
clients. 

PART G: COVERAGE 

The Commission in its day-to-day administration and enforcement' 
of the Act has encountered a number of recurring problems with cer-i 
tain exemptions provided in the act and ~4th a number of related 
provisions dealing with the applicability of the act in certain situations., 
The amendments suggested in this part  are designed to deal with!. 
these problems. 

SECTION 3(a), AMENDING SECTION 3(b)(2)--REOUIaEMENT OF Goo~ 
FAITH 

Under section 3(b)(2) of the act any issuer, other than a registeredl 
investment company, may file an application for an order of the 
Commission declaring it to be exempt from regulation under the act 
in accordance with the standards of that section. The filing of such 
application provides an automatic 60-day exemption from all provi- 
sions of the act; during this 60-day period, an applicant may eng.age 
in activities prohibited under the act even though the Commissmn 
may ultimately deny the application. 

Section 3(a) of the bill would amend section 3(b)(2) to specify that 
this automatic 60-day exemption is available only if the application: 
is filed in "good faith." 

While the Commission believes that  a requireraent of "good faith" 
is implicit in the statute, the existing statutory language does not so 
provide. By making the requirement an explicit one, companies would 
be placed on notice thM. an automatic exemption cannot be obtained 
by the filing of a frivolous app]ication not presenting a colorable clai~' 
to the exemption from regulation provided for by  section 3 (b)(2). 
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SECTION 3(b)(2), AMENDING SECTION 3(C)(6)--MOOIFICATION OF 
EXCLUSION FOR COMPANIES ENGAGED IN FACTORING, DISCOUNTING 
AND REAL ESTATE BUSINESSES 

Under the existing provisions of section 3(c)(6) companies engaged 
primarily in factoring, discounting and real estate are excluded from 
the definition of an investment company unless they are engaged in 
the business of issuing face-amount certificates of the installment, 
type or periodic payment plan certificates. These limitations reflect 
widespread abuses prior to 1940 in sales of such securities on an 
installment basis, ususally to relatively unsophisticated investol'S 
of modest means. 

Section 3(b)(2) Of the bill would amend section 3(c)(6) of the 
act to provide that, in addition to existing limitations, the exclusion 
from the definition of an investment company provided by  that section 
would be unavailable to any such company issuing a security re- 
deemable at the election of the holder. 

Although the companies enumerated in section 3(c)(6) have port- 
folios of securities in the form of notes, commerical paper, or mortgages 
and other liens on and interests in real ~ ta te ,  they are excluded from 
the act's coverage because they do not come within the generally 
understood concept of a conventional investment company investing 
in stocks and bonds of corporate issuers. The proposed amendment 
would have the effect of extending the regulatory provisions of the 
act to certain of these companies which in recent years have at- 
tempted to capitahze on the popularity of open end companies by 
issuinu redeemable securities. 

A redeemable security is defined in section 2(a)(31) of the act 
as "any security other than short-term paper, under the terms of which 
the holder, upon its presentation . . . is entitled . . . to receive 
approximately his proportionate share of tile issuer's current net 
assets or the cash equivalent thereof." Thus, the proposed amend- 
ment would in no way affect companies which issue securities redeem- 
able at the option of the issuer--the conventional form of redeemable 
security commonly used in corporate financing. The amendment 
apphes only to those companies which purport to model themselves 
after open end companies by issuing a security redeemable at the 
option of the holder. 

SECTION 3(b) (3), AMENDING SECTION 3(C) (8)--DELETION OF 
EXCLUSION FOR COMPANY 90 PERCENT OR MORE OF WHOSE 
SECURITIES ARE THOSE OF CERTAIN SINGLE ISSUERS 

Section 3(c)(8) excludes from the statutory definition of an invest- 
meat company a company 90 percent or more of the value of whose 
investment securities are those of any single .hank, insurance company, 
or other financial institutions of the types enumerated in sections 
3(c) (5), (6), and (7) of the act. Section 3(b)(3) of the bill would 
ddete this paragraph from the act. 

The availabihty of the section 3(c)(8) exemption to companies 
which hold, solely as an investment, securities of certain types of 
financial institutions appears to be wholly inconsistent, with the 
statutory policy of the coverage of the act 'and should be removed. 
Its deletion from the act will not affect existing exclusions for com- 
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panies which control or manage the enterprises whose securities they and would prohibit the creation of any new "series conipunies" under 
hold. the act. The proposed amendment would not affect the organiza- 

' tional structure of existing series companies. Such companies could, 
SECTION 3(b)(4), AMENDING ~ECTION 3(C)(10)--CLAR1FICATION OF in effect, issue new series of shares by registering the new series as a 

EXEMPTION FOR HOLD1NG COMPANY REGISTERED UNDER PUBLIC separate investment company. Similarly, in the future, a ~'Ollp of 
UTILITY HOLD1NG COMPANY ACT OF 1935 

Section 3(c)(10) now excludes from the coverage ~)f the ac~ any 
company "with a registration statement in effect as a holding com- 
pany under the Public Utility Holding Coral)any Act of 1935." 
Section 3(b)(4) of the bill would amend section 3(c)(10) of the act 
to make the exclusion provided by that  section available to companies 
"subject to regulation under the Public Utility Holding Company 
Act of 1935." 

A holding company may register under the Holding Company Act 
and subsequently obtain an order exempting it from all or substantially 
all the provisions of that  act. I t  has been contended that such a 
company is still "registered" under that act even though it is no. 
longer regulated thereunder. The proposed amendment would make 
it clear that  a company which is in fact unregulated under the Holding 
Company Act is not excluded from the coverage of the Investment 
Company Act. 

separate registered investment companies could be orgalfized-- 
designated (if desired) as "Series A," "Series B" and so on--but  each 
having the same management or adviser or underwriter. 

PART H: M A N A G E M E N T - S H A R E H O L D E R  R E L A T I O N S H I P S  

The suggested amendments under this part. deal with a variety of 
minor inconsistencies, ambiguities, and anomalies in provisions which 
relate generally to the area of management-shareholder relationships. 

SECTION 2(C), AI~IENDING SECTION 2(a)(19)--DEFINITION OF 
INVESTMENT ADVISEll 

Under section 2(c) of the bill the exception from the definition of 
hlvestment adviser for "bona fide officer, director, trustee, member of 
an advisory board, or employee," presently contah~ed in section 
2(a) (19) Would be limited to natural persons• 

Section 2(a)(19) of the act defines the term "investment adviser" 
SECTION 3(b)(5), AMENDING SECTION 3(C)(I1)--MoDIFICATION OF to an investment company as any person who regularly furnishes 

EXCLUSION FOR COMPANIES HOLDING OIL, GAS, OR OTHER MINERAL advice to such company with respect to the desirability of investing in, 
purchashlg or selling securities or is empowered to determine what 

ROYALTIES ~ securities or other property shall be purchased or sold by such corn- 
Section 3(c)(11) of the act excludes from the definition of invest-pany. 

ment company any company substantially all of whose business is That section specifies a number of exceptions to this general defini- 
holding oil, gas, or other mineral royalties or leases• Section 3(b)(5) oi ties of investment adviser, including one for a "bona fide officer, 
the bill would amend section 3(c)(11) to delete the exclusion for director, trustee, member of an advisory board or employee" of an 
companies described in that  section when they issue redeemable investment company to which he is rendering advice. Section 15(a) 
securities, periodic payment plan certificates, or face-amount certifi- of the act prohibits "an investment adviser" from providing services to 
cares of the installment type. The proposed aniendment is simi]ar inan investment compauy except pLtrsuant to a written co)Ibract con- 
purpose to the proposed amendment to section 3(c)(6). taNning certain specified provisions• Among other things, the int.ent of 

this exception was to exclude managements and staffs of internally 
SECTION 10, AMENDING SECTION 18(f)(2)--MoDIFICATmN OF DEFi-managed funds from the requirements of section 15(a). However, if 

NITION OF SENIOR SECURITY read literally, section 2(a)(19) also exempts from the section 15(a) 
contract requirements a m~nagement organization which performs 

Section 18(f) of the act makes it tlnla~x:ful for any. registered open-the same functions as an investment adviser simply because it is ()r- 
end investment , -omp~y to issue or sell ?:~Ys:entl(~rc~e:urll~Yifi~(~)e,g~nizedasl~b[~snmet~:l~ct,ertth:: ~o~l~ t~e a c~rporat.i,:~L or pai'tneL'- 
term senior seclirity does not, under t : . •  ~ , .p.. y " "" g . p"  de fition f investn~ent 
include shares of a particular "series" the holders of which are preterre~advlser to natural persons, the proposed amendment would preclude 
over the holders ~if all ethel serie~ in respect of assets speclfical])this anomaly• 
allocated to that  series. 

A immber of "series companies" existed at the time the act wa~SEcTIONS 8(C) AND 18, AMENDING SECTIONS 15(C) AND 32(a)-- 
passed, and new "series companies" have subsequently been created ATTENDANCE AT DIRECTORS' MEETINGS 

• • . , • n T Each of these companies is a single registered investment colnpa 
Thus, at present, matters affecting the interests of holders of share Sections 15(a), 15(b), 15(c), and 32(a) of the act provide for: (a) 
of a particular series are voted on by the holders of  sh~'es of  alrenewal of advisory contracts; (b) approval ~nd renewal of under- 
existing series and such vote may be controlled by the holelers el a~rrlt~ng contra.cts; and (c) the selection of independent a.uditors by 
unaffected series In effect, the shareholders of different series, whos~ttle Doara o~dlrectors of an investment colnpany, including ~l nmjorit..y 
• ' " . ". . . . .  J . . . . .  h^r oI Lne unal~liated directors. These sections do not require the at- interests may be lnconslsbenI~, are lumpeu ~ug~u ~ • " " " 

Section 10 of the bill would amend section 18(f) (2) to prevent itendance in person of the members of the board of directors at meetings 
• • , • " I 

the future the creation of a new series by existing ' series companies 
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where required action is taken, even though their vote is necessary t~i 
meet the statutory requirements. 

Sections 8(e) and 18 of the bill would amend sections 15(e) and 
32(a) of the act to provide that the voting requirements of sections, 
15 and 32 can be satisfied only by directors who are personally present 
at a meeting at which their votes are taken. The proposed amendment 
is intended to assm-e informed voting on matters which require action: 
by the board of directors of registered investment companies. 

SECTIONS 8(a) AND 8(b), AMENDING SECTIONS 15(a)(4) AND 15(b)(2)--i 
ASSIGNMENT OF ADVISORY AND UNDERWRITING CONTRACTS 

Section 15(a)(4) of the act requires that an investment adv-isor~. 
contract provide for automatic termination upon its "assignment by: 
the inve,~tment adviser." Similarly, section 15(b)(2).reqmres that, 
underwriting contracts provide for automatic terminauon upon theirl 
"assignment by such underwriter." 

Section 8(a) of the bill would amend section 15(a)(4) of the act:. 
to delete the words "by the investment adviser" and section 8(b) of 
the bill would amend section 15(b)(2) to delete the words "by such' 
underwriter." i 

Section 2(a)(4) defines the term "assignment," among other things,. 
~Ls occurring when some action is taken by persons other than the 
investment adviser or underwriter. Thus, under the definit, ion, assign- 
ment includes any direct, or indirect transfer of a controlling block of' 
outstanding voting securities by a security holder of the adviser or! 
underwriter. Section 15, however, introduces an ambiguity into the. 
act because it, refers only to tm "as~signment" by the ad~;iser or under- i 
writer itself and n , t  by  a person holding a contr<lling block of stock: 
of the adviser or underwriter. The proposed amendment will remove 
this ambiguity. 

SECTION 9(a), AMENDING SECT1ON 17(f)--..CAsH ASSETS INCLUDED 
UNDER BANK CUSTODY 

Under section 17(f), an investment company of the management. 
type must, place ~ts secuI'itms and similar nivestmentb ni the custody 
of (1) a bank, (2) a sto(:k exchange firm subje(.t to rules prescribed by 
the Commission or (,2) itself, subject to rules or orders prescribed by. 
the Commission. If a company chooses t.o retain the custody of its 
se(.urities, it, must deposit, theni with certain specified institutions for 
safekeeping, subject t(, certain rules its to ,recess, earmarking and i 
lnspec bl(,n. 

Section 9(a) of the bill would amend section 17(f) of the m't t,o pro-i 
vide tba.t if an inrestment, company employs a bank a.s custodian for. 
"securities and similar investn?ents," then dl  of its cash assets, 
including proceeds from the sale of its turn securities and income on 
its holdings shall likewise, be held by a bank, subject to approDriate 
direction a.s to expendit, m'e and dis0osition by proper company officials. 

q'he proposed amendment would not require an investment company 
to employ a bank as custodian. If, however,-a company chooses to use 
~ bank as custodian, its shareholders would appear entitled t,o expect. 
that the cash held by the company would be afforded a degree of 
protection similar to that given to seeurities. The proposed amendment' 
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would permit main tenance of a checking account or accounts in one or 
more banks in amounts not be exceed the amount of the fidelity bond 
covering persons authorized to draw on the accounts, as required under 
section 17(g) of the act.. I t  would also provide that more than one 
bank may act as custodian. The Coinmission would have authority t,o 
allow specified amounts of petty cash to be held apart from bank 
custody. 

NTANDAI~.D/ SECTION 14, AME~'~DIXa SECTION 25(C)--REORGANIZATION " S 

Section 25(c) of the act now authorizes any district court of t,tIe 
United States, upon proceedings instituted by. the Commission, to 
enjoin the consummation of any plan of reorganization of a registered 
investment company only "if such court shall determine any such plan 
t.o be grossly unfair or to constitute gross misconduct or gross abuse 
of trust on the part  of the officers, directors, or investment advisers 
of such registered company or other sponsors of such plan." 

Section 14 would amend section 25(0) of the act to provide that a 
court may, upon proceedings insti.tuted by the Commission, enjoin 
the consummation of any plan of reorganization of a registered invest- 
ment company which the court finds not "fair and equitable" to all 
persons affected. 

The proposed amendment would eliminate a standard which unduly 
restricts courts from passing upon plans of reorganizatiOnvi~i!'hrthieste~:i~ 
investment companies. I t  x~ould replace this standard "t . "" 
and equitable" standard which has had a long history of judicial 
interpretation in equity receiverships and reorganizations under sec- 
tion 77B and chapter X of the Bankruptcy Act, and section l l (e)  of 
the Public Util i ty Holding Company Act. I t  would thus place the 
courts in a better .position to carry out the congressional intent of pro- 
tecting the security holders of tile investment company for which a 
plan of reorganization is filed. 

SECTION 15(a), AMENDING SECTION 2g--SuBsTITUTION OF UNDEI~- 
LYING INVESTMENTS OF UNIT INVESTMENT TRUST 

Section 26(a) (4) (B) of the act now requires that, the trust instru- 
ment of a unit investment trust provide that, the sponsor or trustee 
will notify the shareholders of the unit investment trust within 5 days 
after a substitution of the underlying securities. 

Section 15(a) of the bill.would add a new subsection (b) to section 26 
of the act to make it, unlawful for any depositor or trustee of a regis- 

tered unit investment trust to substitute underlying securities without 
Commission approval. 

The proposed aniendmen~ recognizes that notification to share- 
holders does not  provide adequate protection since the only relief 
available to the shareholders, if dissatisfied, would be to redeem their 
shares. A sharehokter who redeems and reinvests the proceeds in 
another unit investment trust or hi an open-end company wotfld under 
most circumstances be subject to a new sales load. "The proposed 
amendment would close this gap in sh.~reholder protection by. 1)yo- 
riding for Commission approval of the substitution. The Ccmmissmn 
would be required to issue an order approving the substitution if it 
finds the substitution consistent with the protection of investors and 
the purposes fairly intended by the policy and provisions of the act. 
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SECTION 19, AMENDING SECTION 33--TRt.NSMISSION TO THE COM- 
MISSION OF PAPERS FILED IN SHAREHOLDER ACTIONS 

Section 33 of the act now requires registered investment companies 
and their affiliated persons who are defendants in derivative suits, 
involving "an  alleged breach of official duty"  to transmit to the '  
Commission copies of the pleadings and the record in such actions ~ 
after a verdict or final judgment on the merits has been rendered or a i 
settlement or compromise of the action has been approved by a court 
of eomnetent jurisdiction. . i 

Section 19 of the bill would amend section 33 of the act to reqmre 
nromDt filing with the Commission of copies of all pleadings, settle-i 
ments, discontinuances, or judgments served or filed in suits by a, 
registered investment company or a security holder thereof against 
an officer, director, investment adviser, trustee, or depositor of such; 
company. In addition, the section would require that copies of motions. 
and other documents be filed with the Commission if it requests them. 

The proposed amendment would, per.mit the Commission to.be kept 
informed of the progress of the litigauon Irom i~s outse~ as mu trial 
court, and make it possible for the Commission promptly to take such 
action as may  be appropriate. 

PART I: FORMAL ', 

The suggested amendments in this part are concerned with mis-i 
cellaneous anomalies and inconsistencies in the act. I 

SECTION 2(a ) ,  AMENDING SECTION 2 (a ) (5 ) - -CH A N G E  IN REFERENCE': 
TO ANOTHER STATUTE WHICH I-IAS BEEN AMENDED ', 

Section 2(a) of the bill would substitu.te in section 2(a)(5) of the 
act the words "under the authority of the Comptroller of the Cur-' 
rencv" for, the words "section l l (k)  of the Federal Reserve Act, as 
amended. Section 11 (k) of the Federal Reserve Act has been repealed,: 
and as a result certain authority over banks formerly exercised by' 
the Federal Reserve Board is now exercised by  the Comptroller of the 

Currency. 
OF bECTION 3(b)(1), AMENDING SECTION 3(c)--DELETmN SUPER-, 

FLUOUS REFERENCE AND RENUMBERING 

Section 3(b)(1) of the bill would amend sectio2~ 3(e) of the act by 
deleting reference to subsection 3(b) of the act. 3Pelion 3(c) excludes 
certain categories of companies from the definition of an investmenti 
compan which is found in subsection (a) of section 3. Since only 
subsectlYn (a) defines an investment company and subsection (b)i 
merely contains exceptions from that definition, the reference to sub-: 
sect.ion (b) in subsection (c) is meaningless, d 

Section a(b)!t) would also renumber paragraphs (5) through (7) an : 
9) through (1 oi of subsection 3(c) to reflect, the deletion of paragraph 
~4) there~idl by Public Law 89-418, 89th Congq'ess, second session., 

(1966). 

INVESTMENT COMPANY AMENDMENTS OF 1967 33 

provided for an employee's stock bonus, pension, or profit-sharing 
trust which qualifies under section 165 of the Internal Revenue Code, 
as amended. Section 165 was replaced by section 401(a) when the 
Internal Revenue Code was revised in 1954. 

SECTION 5(C), AMENDING SECTION 10(c)- -CoRRECTING INCONSISTENCY 
IN PROHIBITING PERSONS FROM SERVING AS DIRECTORS OF INVEST- 
MENT COMPANY 

Section 10(c) of the act prohibits a registered investment company 
from having a majority of its board of directors consist of officers or 
directors of any one bank. Section 5(e) of the bill would add the word 
"employee" to the first clause of section 10(e). The second clause of 
section 10(e) provides a limited exception from the prohibition for any 
registered investment company which on March 14, 1940, had as a 
majority of its board of directors, the officers, dh'ectors, or employees 
of any one bank. While the first clause does not include employees, the 
second clause does include them. The proposed amendment would 
correct this apparent inconsistency. 

SECTIONS 8(C) AND 8(d) ,  AMENDING SECTIONS IL(c)  AND 15(d)-- 
ELIMINATION OF OUTDATED REFERENCE AND SECTION 

Section 8(c) of the bill would delete tile words "except a written 
agreement which was in effect prior to March 15, 1940," in section 
15(c) of the act. Section 8(d) of the bill would delete section 15(d) 
from the act. That  section prohibits any person after March 15, 1945, 
from acting as investment adviser to, or principal underwriter for, 
any registered investment company pursuant to a written contract in 
effect prior to March 15, 1940, unless such contract was renewed 
prior to March 15, 1945, in such form as to make it comply with 
sections 15(a) or 15(b). The 1940-45 period mentioned in sections 
15(c) and 15(d) passed long ago, and references to it are meaningless 
today. There are no persons who are or will hereafter be affected by 
section 15(d) or the above clause of section 15(c). 

SECTION" 12(d), AMENI)~NG SECTION 22(d)--DELETZON OF LAN~UAOE 
REQUIRED BY PROPOSED AMENDMENTS 

Section 12(d) of the bill would amend section 22(d) of the act so as, 
among other things, conform that section Co the proposed amend-  
ment to section l l (b)  of the act by  deleting reference to clause (2) 
of section l l (b)  in section 22(d) of the act. Section 22((1) of tile act 
provides, in r e l e v a n t p a r  L that it shall not, prevent a sale made 
"pursuant to an offer of exchange perniit.ted by section 11 hereof 
inchtding any offer made pursuant to clause (1) or (2) of section 
l l(b)." The Commission in section 6 of the bill has proposed that 
clause (2) of section 11 (b) be deleted from the act. 

SECTION 13, AMENDINa SECTION 24(d)--UPDATING OF .~ STATUTORY 
t REFERENCE 
i 

Section 13 of the bill would amend section 24((l) to refer to section 
SECTIOS 3(b)(1), AMENDING SECTION 3(C)(13)--UPDATING : 4(3) of the Securities Act of 1933. Among other things, section 24(d) 

REFERENCE TO INTERNAL REVENUE CODE of the act sta.tes that the exemption provided by clause 3 of section 
Section 3(b)(1) of the bill would amend section 3(e)(13) of the aci 4(1) of the Securities Act of 1933 shall not be applicable to race 

. . . .  1 . . . . . . . . .  anri~.t.a substitution with respect to an exception amount certificate companies, open end management companies, or 



34 INVESTMENT COMPANY AI~IENDIVI-ENTS OF 1967 

unit investment trusts. When the Securities Act of 1933 was amended 
in 1964, what had previously been the third clause of section 4(1) 
became section 4(3). 

SECTION' 21, AMENDING SECTION 38(a)--CLARIFICATION OF COMMIS- 
SION RULEMAKING POWER UNDER THE ACT 

Section 21 of the bill would amend section 38(a) so that  the language : 
conferring rtflemaking powers thereunder will be the same as the lan-: 
guage in the Public Util i ty Holding Company Act of 1935. The differ-. 
euce in the language of the rulemaking provisions of the Investment '  
Company Act and those in the other securities acts do not appear~ 
substantive, and it is desirable to conform the language of the Invest-; 
ment Company Act to that  of the Public Util i ty Holding Company i 
Act to avoid varying interpretations. 

SECTIONS 22 AND 23, A~iENDING SECTIONS 43(a) ANI) (44)--Ul'DATING I 
STATUTORY REFERENCES t 

Sections 22 and 23 of the bill would amend sections 43(a) a~d 44,! 
respectively, to conform references to the Judicial Code wit the' 
present designation of the sections involved. Section 43(a) of the i 
act provides for court review of Commission orders. I t  refers to sections. 
239 and 240 of the Judicial Code which have been redesignated section, 
1254 of title 28 of the United States Code, as amended. Similarly: 
section 44 of t h e  act, which gives the district courts of the United 
States jurisdiction of violations of the act or rules and regulationv 
thereunder, refers to sections 128 and 240 of the Judicial Code, asl 
amended, which have been redesignated as s~ctions 1254 and 1291-, 
1294 of title 28 of the United States Code. , 

PART J: AMENDMENTS TO THE INVESTMENT ADVISERS 
ACT OF 1940 ! 

The Investment Advisers Act of 1940 is a companion statute to the 
Investment Company Act. I t  regulates the activities of those who: 
receive compensation for advising others with respect to investments I 
in securities or who are in the business of issuing analyses or reports 
concerning securities• Like other Federal securities statutes, the~ 
Advisers Act prohibits fraudltlent practices and requires those subject 
to its provisions to register with the Commission and to keep books 
and records in accordance with Commission rules. I t  also empowers 
the Commission to make regular inspections and to take administra- 
tive remedial action against applicants for registration and registered: 
advisers under that  statute• 

The proposed amendments have two purposes• First, they would 
remove provisions of the Advisers Act which now afford investment 
advisers to invest companies special exemptions from regulation under 
the Advisers Act. In connection with these changes the Commission: 
would be given broad exemptive authority *o administer the Advisers 
Act in a flexible manner. Second, they ~ ould strengthen existing dis- 
iplinary controls over registered investment advisers by  making 
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with or ~vithout proceeding also against, his firm. This was done in 
response to the recommendation of the Special Study of the Secul~ties 
Markets tiLat "the individual rather than the firm is the appropriate 
unit for many regulatory purposes, in the interest of fairness as well 
as efficiency." No comparable change was made in the Investment 
Advisers Act, apparently as the result of oversight. The proposed 
amendments to the Investment Advisers Act, like the proposed 
amendments to section 9 of the Investment Company Act contained 
in the bill, would bring all three of these closely related statutes into 
conformity with the congressional decision of 1964. 

SECTIONS 25, 26, A~D 27, AMENDING SECTIONS 203 AND 205 AND 
ADDING NEW SECTION 207--EXEMPTIONS FROM PROVISIONS OF 
THE ACT 

1. AMENDING SECTION 203--REMOVAL OF EXEMPTIONS FOR INVESTMENT 
ADVISERS TO INVESTMENT COMPANIES 

Section 25(a) of the bill would amend paragraphs (2) and (3) of 
section 203(b) of the Investment Advisers Act to make inapplicable 
to investment advisers to investment companies the exemptions from 
registration under the Advisers Act now available to most of them. 
Section 203(b)(2) of the Advisers Act now exempts "any investment 
adviser whose only clients are investment companies" from t,he regis- 
tration requirements of that statute, while section 203(b)(3) of that  
act provides a similar exemption for "any investment adviser who 
daring the course of the preceding 12 months has had fewer than 15 
clients and who does not hold himself out generally to the public as 
an investment adviser." Some mutual fund advisers are registered 
raider the Advisers Act, but  most of them, particularly those that  
serve the large funds and fund complexes, fall within these two 
exemptions from registration. 
• While the antifraud provisions of the Advisers Act apply to all 
Investment adxdsers, whether or not registered, the bookkeeping and 
inspection requirements of section 204 of that act do not extend to 
investment advisers specifically exempted from registration pursuant 
to section 203(b). The Commission's authority to oversee the activ- 
ities of investment advisers should not depend (as it now does) on 
whether they offer their services to the public directly or through the 
medium of an investment company, and the shareholders of invest- 
ment companies should have the same orotections now Drovided for 
clients of investment advisers who obt.ain investment advice on an 
individual basis. 

The proposed amendment will not affect the existing exemptions 
from registration for investment advisers whose only clients are in- 
surance companies and for investment advisers other than those ad- 
vising investment companies who neither hold themselves out generally 
to the public as such nor have 15 or more clients. The intrastate ex- 
emption of section 203(b)(1) of the Advisers Act also would remain 
unchanged. 

them more comparable to the provisions of section 15(b) of the: 2. AMENDING SECTION 205--REMOVAL OF EXEMPTION FOR ADVISORY 
Exchange Act relating to broker-dealers in securities and to the CONTRACTS WITH INVESTMENT COMPANIES 
proposed amendments to section 9 of the Investment Company Act. 

Congress in 1964 amended the Securities Exchange Act to permii Section 26 of the bill would amend section 205 of the Investment 
the Commission to proceed directly against an offending individu$ Advisers Act to delete the exemption for advisory contracts with 

, investment companies from the Drohibition against contracts that 
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provide "for comDensation to the in.vestment a.d~ser on the basis of  
share of capital 'gains upon or..caplt,al appreciation of the funds o r  

any portion of the funds of the client. 
• bxtions of section 205(1) protect advisory clients from' ]?he prohi " . . . . .  , ,  

compensation arrangements that  g~ve advisers specml incentives to 
t ake 'undue  risks with the funds of clients" (H. Rept.  2639, 76th 
Cong., 3d sess. (1940), 29), on what  the Senate Committee on Banking 
and Currency described in 1940 as a "heads I win, tails you lose"i 
basis (S. Rept .  1775, 76th Cong., 3d sess. (1940), 22). Although ar-: 
rangements that  would be barred by section 205(1) because they give: 
the adviser a share of the investment  company's capital gains are not 
common in the investment  company industry, some do exist now,' 
and the number  of such contracts appears to be increasing. By, 
extending section 205(1) to advisory contracts ~dth investment  com- 
pany clients the bill would insulate investment company shareholders 
from arrangements that  give investment  managers a direct pecuniary 
interest in pursuing hi.gh risk investment policies. 

The proposed extension of section 205(1) to investment company 
advisory contracts would prohibit a contract which provides that 
any part  of the adviser's fee shall he a specified amount  of the com- 
pany s capital appreciation. As noted, clause (B) of proposed sec-: 

of the Investment  Company Act (see section 8(d) of' tion 15(d) (2) , . • • ,,: 
this bill) expressly states that  the 'quality of the services provided 

INVESTMENT COMPAN-Y A~'vIENDMENTS OF 19 6 7 37 

view of the broader coverage provided for by this bill. Under proposed 
section 207, the Commission would in appropriate cases be able to 
exempt 1)ersons from the registration requirements of section 203 and 
from the ban on performance-based advisory compensation in section 
205(1) of the Advisers Act if and to the extent such action is appro- 
])riate in the public interest and consistent with the pro~ection of 
investors and the policy of ~he act. 

SECTIONS 24 AND 25, AMENDING THE ACT BY STRENGTHENING 
DISCIPLINARY CONTROLS OVER INVESTMENT ADVISERS 

1. AMENDING SECTION 202(a)--DEFINITION OF PERsoN ASSOCIATED WITH 
INVESTMENT ADVISER; AMENDING SECTION 203(f)--ADMINISTRATIVE 
ACTION AGAINST SUCH ASSOCIATED PERSONS; AND AMENDING SECTION 
203 (e)--DISCIPLINARY PROCEEDINGS 

Section 24 of the bill would amend section 202(a) of the Inves tment  
Advisers Act to add a new paragraph (17) thereto, which would define 
the term "person associated with an investment adviser." (Pars. 
(17) tl~'ough (20) of existing sec. 202(a) would be redesignated para- 
graphs (18) through (21), respectively.) 

This amendment  would he a counterpart  to section 3(a)(18) of the 
Securities Exchange Act and would add a purely definitional section 
to the classes of persons now referred to in clause (F) of existing sec- 

is a factor to be considered in passing on the reasonableness of an tion 203(c)(1) and paragraphs (2) and (3) of existing section 203(d) 
adviser's fee. Hence, an investment adviser whose efforts in the of the Advisers Act. In addition, the new term would be used in pro- 
past  have resulted in superior investment  performance for. the com- pany would be entitled, all other t h i n ~  being equal, to a higher lee posed section 203(f) of the Advisers Act (see sec. 25(c) of the bill), 

which would give the Commission, after making the required findings, 
for its services than another adviser ~ho  had not shown comparable authority to bar or suspend individuals from associating with an 

suits Thus,  the overall effect of this bill would be to permit  inves~ re" ' .  ~ . • ' " ri al investment adviser. This express reference to employee would make  
inent company advisory fee rates to reflect the adviser s hlsto ¢ no change in present law, since an employee is considered a controUed 
performance records but  to prohibit arrangements that  supply person. 
advisers with direct pecuniary inducements to pursue hazardous The proposed definition specifically would exchlde from its terms 
lnvestmen" t 1)olicies'. . . . . employees whose functmns" are clerical" or ministerial." exce t that  

of the Advisers Act forbids only those ~harmg under io o~ed section 203 f a ~ P Section 205(1) " '- " . . . .  " -" The P" p " :" ( ) person guilty of misconduct could 
arrangements which involve a .sharing ot cap!l)ai appreciauoI\, h the be barred from associating with an investment adviser even in a 

! ~ !  i ~ ~ l ~  °'!i~n t ~ n n ~  it: :~!  t ~t~h~idV~[S ~ n ~ P  ~ :  !!rnsm:mna!: i i  ~ h m a  ~a {CoaPi!!tY~nt tyUr ?~ :il  a~;efY: ~ v  s ~ d e t d e ~ ° i s h  e 

meets the reasonableness test of proposed new section 15(d). : The proposed amendments  to section 203(e) of the Advisers Act 
would revise slightly the provisions relative to disciplinary proceedings. 

3. PROPOSED SECTION 207--COMMISSION EXEMPTIVE AUTHORITY One of these revisions would make failure to supervise employees a 
" " " t grotmd for discipline This conforms to the 1964 amendments  to the 

Section" 27 of the, bill would add a new section . . . . . .  207 to the lnves~men. _ Securities Exchange "Act ' 
Advisers Act. I t  would empower the Commission oy rule, regmauon 

nditionall or unconditionally any person 0: or order to exempt :o .Y . . . . . . .  ~ • , h a  a,~-f~nt 2" PROPOSED SECTION 203(d)- -REQUIREMENT FOR JURISDICTIONAL 
transaction from any or all p r o v i s i o n s  Ol ~ne ac~ 1I an(1 uo b . . . . . . . .  PROOF 
such action is necessary or appropriate in the public interest and 
c(;:~:::e::~ ~ l : h g :  e(~u;:POI:3S s~:.lY ~ ;  t:hnrdoedby~hevPu°ll~C~ enddP:°g. ' ASetc:~°~ ~n(;~ °:u ~hect~l  ~'~ .ulTdh~mweodl~e~t:°~f/O~at fathpAdVlSoerS 

. . . . . . .  s 208 through ')23, respectively ) ~, of that  act (other than sec 203(a), the provision tha t  im oses a eneral nattier see:. ~ ~ " tion t) c'. • " ' • P g 
The proposed amendment  w°nld bec-thec°unterl~rt  °f'seC~n whi h ires the uommIss~o br~"C]requ~rement°f regis-trati°n "~anx a c t o r c o n d u c t  if the on investment advisers), which prohibits 

of the Inves tment  Compan5 Act, g " y " e mails or any means or instrumental i ty of 
ion or security flom any pro" power to exempt any person, transact -.. s. . "~ ~ ,_..,~mterstate commerce are used in connection therewith also would pro- 

," " . statute. The flexibility which ~nls amenamen~ ~um~.'~.:- . . . . .  x lSlOn of {,hat" " " . . ~u~  suen ac~ or conduct by a registered investment adviser or by a 
inf.roduae, into the administration of the Advisers Act is appropriate ~i 
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erson actin~ on behalf of such investment adviser whether or not the" P . ~ . . . .  • i mails or any mstrumentahty of interstate commerce are used. (Exlst-,~ 
ing subsee (d) of sec. 203 would be redesignated as subsee. (e) and I 
existing subset. (e) through (g) would be redesignated as subsee. (g)i 
through (i).) 

Various provisions of the act prohibit activities of an investment! 
adviser only if they involve a use of the mails or means or mstrumen-, 
tMity of interstate commerce. The effect of the proposed amendment~ 
would be to prohibit such activities by a re~stered investment advise~! 
under dxe act irrespective of proof that the mails or instrumentaliticst 
of interstate commerce were used in connection with the particular~ 
activity. !: 

The proposed amendment  is comparable to the provisions of sectionl 
15 (b)(4) of the Securities Exchange Act as added in 1964 with respectl 
to registered broker-deMers. Since investment ~dvisers are reqtfired t0i 
register under the act because they use the mails or instrumentMitiesi 
of interstate commerce in their business, judiciM decisions have madei 
it clear that the act of registration furnishes a sufficient basis for', 
Federal regulation of the activities of an investment adviser. The; 
proposed amendment, tlterefore, would eliminate time-consuming~ 
searches for evidence which has no bearing on Ole substance of such a i 
case .  

PART K: EFFECTIVE DATES [ 

SECTION 2 ~ - - E F F E C T I V E  I )ATES OF THE AMENDMENTS PROVIDED F01ti.~ 
IN THE BILL 

Unless otherwise noted, the amendments  in this bill would take i 
effect on the date of its enactment. A delayed effective date of 1 yeal 
is provided for the following provisions of the bill which may requir~i[ 
companies to modify existing arrangements. They .are: 

(1) Section 2(4), amending redesignated section 2(a)(2) of the~ 
Investment  Company  Act, by removing corporQe.trustees fro~ i 
the exception to the definition of investment ad~ lser; 

(2) Sections 5 (a), (b), (c), and (d), amending sections 10', 
(a), (b), (e), and (d) of the Investment Company Act, by replacing! 
the term "affiliated person" with the term "interested person"; 

(3) Sections 8 (a)~(c), and (d), amending sections 15 (a), (c),' 
and (d) of the Investment Company Act, by providing for the: 
statutory standard of reasonableness with respect to advisory, I 
contracts; 

(4) Section 9(a), amending section 17(f) of the Investment 
Comoany Act, by modifying existing provisions of the act relating i 
to custody of m~ estment company assets; 

(5) Section 1I, amending section 19 of the Inves tment  Com.; 
pany A c t  by prohibiting capital gains distributions more often: 
than once a year; and 

(6) Sections 25 and 26, amending sections 203(b) and 205 0[ 
the Investanent Advisers Act, by removing certain exemption i 
for investment advisers to investment companies. 

In addition, section 28 of the bill provides for a delayed effectiv~ 
date of 6 months  for the amendments  to sections 27(a) and 28 (a)(2',' 
and (d) of the Investment  Company Act which would prohibit  th~ 
front-end load in the sale of contractual plans and face-amount 
certificates. 

k 

COMPARATIVE PRINT OF THE BILL S U B M I T T E D  BY THE SECURITIES 
AND EXCHANGE C O M M I S S I O N  

Changes  in existing law made  by the  bill are shown as follows (existing law 
proposed to be omi t ted  is enclosed in black brackets ,  new m a t t e r  is p r in ted  in 
italic, exist ing law in which 11o change is proposed is shown in roman)  : 

A B I L L  To amend  the  Inves tmen t  C o m p a n y  Act of 1940 and the I n v e s t m e n t  Advisers  Aet  of 1940 to define 
the equitable s tandards  governing relationships between inves tmen t  companies  and their  i nves tmen t  
advisers and principal underwriters, and for other purposes. 

Be it enaetea by the Senate an'(~ House of Representalives of the United States of 
of America in Congress assembled, T h a t  this Act  may  be ci ted as the  " I n v e s t m e n t  
Company  A m e n d m e n t s  Act  of 1967". 

SEc. 2. Scetiofi 2(a) of the  I n v e s t m e n t  Company  Act. of 1940 is amended  as 
follows : 

(1) P a r a g r a p h  (5) thereof  is amended  to read as follows: 
"(5) B a n k  means  (A) a bank ing  ins t i tu t ion  organized under  the  laws of the  

Uni ted  States,  (B) a member  b a n k  of the Federal  Reserve  System, (c) any  o ther  
banking  ins t i tu t ion  or t r u s t  company,  whe the r  incorpora ted  or not ,  doing business  
under  the  laws of any S~ate or of the  Uni ted  States ,  :~ substm~tiM por t ion  of the  
business of which  consists of receiving deposits  or exercising fiduciary powers 
similar to those pe rmi t t ed  to na t iona l  banks  under  ~'section 11 (k) of the Federa l  
Reserve Act, as a m e n d e d , ]  the authority of the Comptroller of the Currency, and which 
is supervised and  examined by S ta te  or FederM au thor i ty  hav ing  supervision over 
banks,  and  which is no t  opera ted  for the  purpose of evading  the  provis ions of this  
title, .and (D) a receiver, conservator ,  or o ther  l iqu ida t ing  agen t  of any ins t i tu t ion  
or firm included in cbmses (A), (B), or (C) of th is  pa rag raph  (5)" 

(2) Pa rag raphs  (19) th rough  (42) thereof are rcdes ignated as pa rag raphs  (20) 
th rough (43), respectively.  

(3) A new p.~ragraph (19) is inser ted immedia te ly  after  pa rag raph  ([8) to  read 
as follows: 

"(19) 'Interested person' of another person means (A) when vsed with respeel ' 
to an investment company, (i) any afftlialed person of  sTJch company, (it) any member 
of the immediate f a m i l y  of any nalural person who is an a~l~liated person of such 
company, (iii) any  person who either has, or within the preceding th.ree years has 
had, any direct or indirect material business or professional relat i fnship with such 
investment company or any other investment company with the same adviser, its 
chief executive o~cer, or any of its controlling persons, and (iv) any interested person 
of any investment adviser of or principal  underwriter for such company, and (B) 
when used with respect to an investment adviser, principal  ur, derwriter, regular 
broker, or investment banker, (i) any a~l iated person of such investment adviser, 
principal underwriter, regular broker, or investment banker, (it) any member of the 
immediate fami ly  of any natural person who is an affdiated person of s~tch investment 
adviser, principal  underwriter, regular broker, or investment banker, (iii) a~2y person 
who has any direct or indirect beneficial interest in  or who holds as tr~tstee, exee~ltor, 
or guardian any legal interest in  any security issued either by svch investment adviser, 
principal underwriter, regular broker, or investment banker or by any  controlling 
person of such investment adviser, principal  underwriter, regular broker, or invest- 
ment banker, and (iv) any person who either has, or within the preceding three years 
has had, any direct or indirect material b,~siness or professional relationship with 
such investment adviser, principal  underwriter, reg~dar broker, or investment banker, 
its chief exec,dive o I~cer, or any  of its controlling persons. For p'~rposes of this title 
member of  the immediate fami ly  means any parent, spouse of a parent, child, spo,lse 
of a child, spovse, brother or sister, and inel,ldes step and adoplive rel ' t l ionships." 

(4) Redesigna.ted pa ragraph  (20) thereof is amended  as follows: 
"B'(19)] (20) ' I n v e s t m e n t  adviser '  of an i n v e s t m e n t  company  means  (A) any  
person (other  t h a n  a natural person who is a bona  ii¢[e officer, director, t rustee,  
member  of an  advisory  board,  or employee of such company,  as such) who pur-  
suant  to cont rac t  with  such company  regularly furnished advice  to such company  
with respect  to the  desirabil i ty of invest ing in, purchas ing  or selling securi t ies 

39 
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or  o t h e r  p r o p e r t y ,  or  is e m p o w e r e d  to  d e t e r m i n e  w h a t  secur i t i es  or  o t h e r  p r o p e r t y  
sha l l  be  p u r c h a s e d  or  so ld  b y  s u c h  c o m p a n y ,  a n d  (B) a n y  o t h e r  p e r s o n  w h o  
m t r s u a n t  to c o n t r a c t  w i t h  a p e r s o n  describecl  in c lause  (A) r egu l a r l y  p e r f o r m s  
s u b s t a n t i a l l y  all  of  t h e  d u t i e s  u n d c r t a k c n  by  s u c h  p e r s o n  desc r ibed  in c lause  (A) ; 
b u t  does  n o t  i n c l u d e  (i) a p e r s o n  w h o s e  adv~ice is f u r n i s h e d  solely t h r o u g h  u n i f o r m  
public:- t t ions d i s t r i b u t e d  to s u b s c r i b e r s  t h e r e t o ,  (it) ~* p e r s o n  w h o  f m ' n i s h e s  on ly  

t h i n  f a c t u a l  inform.~t ion ,  a d v i c e  r e g a r d i n g  e c o n o m i c  f ac to r s  a n d  
s t a t i s t i c M  a n d  o ~" ' " • • ~ " ~ "tie~ b u t  w i t h o u t  

~dvice '~s to  occas ionM t r a n s a c t i o n s  m .~pec.lfic ~ c c u n  ~, t r e u d s ,  or , , m M~ice or  m a k i n g  r e c o m m e n d a t i o n s  r e g a r d i n g  t h e  p u r c h a s e  
gqne ra l l y  fu rn i sh"  g,.~.., ' . -- ~ . . . .  ~,~ql ,~ ~uch serv ices  '~t cos t  to one  or m o r e  
or' sa le  of seeuri¢ics,  ~L1L) t~ c o m p a n y  L u r u m m  e~ ~ • ' 
i n v e s t m e n t  cutup:roles ,  i n s u r a n c e  c o m p a n i e s ,  or  o the r  f imumia l  i n s t i t u t i o n s ,  (ix,) 
troy p e r s o n  t h e  c h a r a c t e r  a n d  a m o u n t  of whoso  c o m p e n s a t i o n  for  s u c h  se rv ices  
m u s t  be  a p p r o v e d  b y  a cour t ,  or  (v) s u c h  ot, her  p e r s o n s  as  t h e  C o m m i s s i o n  m a y  
b y  ru l e s  a n d  r e g u l a t i o n s  or  o rde r  d e t e r m i m :  n o t  to  be  w i t h i n  t h e  i n t e n t  of t h i s  

d e f i n i t i o n . "  SF~e. 3. (a) P a r a g r a p h  (2) of sec t ion  3(b) of t he  I n v e s t m e n t  C o m p a n y  Ac t  of 

1 (,)40 is a m e n d e d  to rein.1 an fol lows:  
" (2)  Al ly  i s suer  wh i ch  th[: C o m m i s s i o n ,  u p o n  app l i c a t i on  by s u c h  issuer ,  f inds  

~md b y  order  dec la res  to 1)e n r i m a r i l v  e n g a g e d  in .t b u s i n e s s  or b u s i n e s s e s  o t h e r  
t in * re in \  e s t n g ,  o~;ning hold ing ,  or t r a d i n g  in secur i t i e s  e i the r  

t h a n  t~hat of i n v ' s ,  g" . ' :" • - . . . . . .  : - ~ s  or (B~ t h r o u u h  cont ro l led  
l r O l |  11 i n t t l o r | b y - o w n e c l  S L L O S l { I  , ~ t ~ t ~  \ J ~, . d i n  c t ly  or (A) tI g • . ,"  . . . . . . . . . . . .  se ~ T h e  filin~ of m .~ppllcatm~ 

( : ompan i e s  cmiduo t i l l g  s l n u l a r  I~ypes Ol | ) l l S l l t C b * . . o .  " 0 " ' 
u n d e r  l, l fis p a r a g r a p h  i1~ good faith by  :m issuer  o the r  t h a n  :~ reg i s te red  i n v e s t m e n t  
( : o m p a u v  sha l l  e x e m p t  t h e  a p p l i c a n t  for a per iod  of s i x ty  d a y s  f r o m  all p r o v i s i o n s  
of th i s  t~'itle .~.pplicable to  i n v e s t m e n t ,  eomp~mi , s  "is such .  'For c ause  s h o w n ,  t h e  
C o m m i s s i o n  b y  o rder  m a y  e x t e n d  s u c h  per iod  of e x e m p t i o n  for a n  add i t i on ;d  

.~ W h e n e v ( ' r  t he  C o m m i s s i o n  u p o n  its own  m o t i o n  or u p o n  
periled or l ) e rmd. .  ' .' " ~.~L' _ , , , (  ris( to t he  i s s u a n c '  of tn 

• s . a t  t h e  o l r c u u | s t ,  a n c e s  " ~ / l l l U t !  ~ - ~ - - ~  ~ ~ . . . .  - - a .pp l i ea tmn ,  find,,, th  ,. , .  . . . . . . . .  ~ -  ~L,i~ n.Lr.v~ra~h no  longer  exist ,  t h e  C o m n u s s m n  
o r d e r  f f r , q , n t ' i l ] ~  i l l 1  a l ) p l l C l 3 , b l O l |  l l l l ~ l t . , t  o t t  ,- | ~ , '  ' I~ ~ g  

slmll  I-~v ol'der" r e v o k e  s u c h  o rde r . "  
Sec t ion  3(el of sa id  Ac t  is a m e n d e d  as fol lows:  

' (c) N o t w i t h s t a n d i n g  s u b s c c t i o n [ s $  (a) [ a n d  ( b ) ] ,  n o n e  of the.. fo l lowing 
s . ".. " ~ v e s t m e n t  c o m p a n y  w i t h i n  t h e  m e a n i n g  of t h i s  it,tie:" . ,~, 

pe r@ns , , i s . an  u ,_. ~,~ ~..A C~ the reo f  a n d  ref lestgna~e p a r a g r a p n s  ~o) 
(2) b't,rlKe paragrapn ,~  v~  ,~,,,~ ~ ' ~  , ~ . 2 , , . h  c13~ r e snec t ive ly .  

t h r o u g h  (15) t he r eo t  as p m - a g r a p n s  ~ )  . . . . . .  s ~ . . . .  - . . . . . . . . . . .  
~ ~ted a r a , r ~  h 15) t he r eo f  is a m e n d e d  to r e a a  as ~onows:  uko).l  

3) R e d e s i g m  . P '  ' g ~ P ' , . . . . . . . . . . . .  ¢ i ~ u i n ~  redeemable seet~rities, 
"( , h e  i s  n o t  el3. age ( l  in the  nusmu~o . . . .  =---4:o " . , ,. (5) A n y  p e r s o n  w . . . . . .  lg,~ ; - o f - n m e n t  t v o e  or p e r i o m c  p a y m e n ~  .plan cer~l- 

f a c e - a m o u n ~  cer~mca~es o t  ~ . . . . . . . . . .  7 . "  ~Z . . . . .  af t h e  fo l lowing b u s i n e s s e s :  
i l m a r i l v  cngageO in 0 1 1 0  O r  t t t t ~ t e  ~ .  f ica tcs ,  a n d  w h o  is p" , . . . . . .  ~, . . . . . .  l a n c e s  onen  a c c o u n t s  

o t h e r w i s e  a c q u i r i n g  no~es, o r m ~ ,  .t~ut, , r . (A) P u r c h a s i n g  or ' . -" ~ . . . . . . . . .  11 of t he  sMes p r m e  of 
the r  o b l i g a t i o n s  r ep resenun~ ,  p~rb u .  ,~ r ece ixab le ,  a n d  o , . " , , , ,  _ ~ . . .  L^~,,~ t~  m,m~ffac tu rc r s ,  whole -  

merch ,q ,nd isc ,  i l l s l u ' a n c c ,  anfl  s e r v m e s ;  kD) LUa~,--,~ -~ . . . . . . . . .  ' ' 
sMers,  a n d  ret, a i lcrs  of, a n d  to  p r o s p e c t i v e  p u r c h a s e r s  of, specif ied m e r c h a n d i s e ,  
i n s u r a n c e ,  a n d  se rv ices ;  a n d  (C) p u r c h a s i n g  or o the rwi se  a c q u i r i n g  m o r t g a g e s  a n d  
o t h e r  l iens  on a n d  i n t e r e s t s  in real  e s t a t e . "  

• t ed  a r e  r a ) h  (8) is a m e n d e d  to  r e ad  as fo l lows:  
(4) R .edemgna  • P g 1 . - . ,  . . . . . . .  ;o+~,t" n in effect  as a ho ld ing  company . ] .  
" l ' ( 1 0 ) ]  (8) A n y  c o m p a n y  LWlu~. : - '~ ;?y ; .7~1°~_~: : .£2  C ~ . m o a n ,  Ac t  of 1.q35." 

sub~ct lo regulation u n d e r  t h e  P ub l i c  u u n ~ y  txo tumo  ,~-  t ,  ~ 
(5) itedesign~tLed p.-m%graoh (9) t h e r e o f  is a m e n d e d  to re-M zas fo l lows:  
, ) r son  who is not engaged in the business of issuing redeemable 
' [ ( 1 l ) ]  (9) A n y  1 .e . . . . . .  ~ ;~o~,~H~,ent tuve or ,periodic plan certificates 

securities faee-amou.n~ eerttjtea~es oj t. . . . . . . . . . . . . . . . . . . . . . . .  
and substant iz~l ly  all of w h o s e  b u s i n e s s  cons i s t s  of o w n i n g  or hoLmng  ou,  gas,  or  
o t h e r  m i n e r a l  r o y a l t i e s  or  leases ,  or  f r a c t i o n a l  i n t e r e s t s  the re in ,  or  ce r t i f i ca tes  of 
i n t e r e s t  or  p a r t i c i p a t i o n  in or  i n v e s t m e n t  c o n t r a c t s  r e l a t i ve  to  s u c h  roya l t i es ,  

leases ,  or  f r a c t i o n M  i n t e r e s t s . "  • a r a s h  11) t h e r e o f  is a m c n d e d  to r e a d  as  fol lows:  
6 R.edcsi n o t e d  p a "  g I . . . (  . " _ , ' t r u s t  w h i c h  m e e t s  

! '~II)  A n y ~ m p l o y e e s '  stocl¢ b o n u s ,  p . ens ,on . , .o rp r°2~ : ih~r~ 'ga )  of t h e  I n t e r n a l  
t h e ' l F c o n d i t i o n s  of s ec t ion  1 6 5 ]  requtremems oJ . . . . . . . . .  . . . 
R e v e n u e  C ode  as  a m e n d e d  of 1954."  

SEt:. 4. (a) Sec t ion  9(a)  of t h e  I n v e s t m e n t  C o m p a n y  Ac t  of 1940 is a m e n d e d  to 

r e ad  ~'ts fo l lows:  " (a)  I t  sha l l  be  u n l a w f u l  for  a u y  of t h e  fo l lowing p e r s o n s  to  s e rve  or a c t  in t he  
c a p a c i t y  of employee, officer, d i rector ,  m e m b e r  of a n  a d v i s o r y  boa rd ,  i n v e s t m e n t  
• ~ dviser ,  or  depos i t o r  of a n y  r eg i s t e red  i n v e s t m e n t  c o m p a n y ,  or  l ) r incipal  u n d e r -  
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wri te r  for  a n y  r eg i s t e r ed  o p e n - e n d  c o m p a n y ,  r eg i s t e red  u n i t  i n v e s t m e n t  t r u s t ,  or  
r eg i s t e red  f a c e - a m o u n t  cer t i f ica te  c o m p a n y :  

"(1)  a n y  p e r s o n  w h o  w i t h i n  t en  y e a r s  h a s  b een  c o n v i c t e d  of a n y  f e lony  
or  m i s d e m e a n o r  i n v o l v i n g  t h e  p u r c h a s e  or  sale of  a n y  s e c u r i t y  m" a r i s ing  o u t  
of s u c h  p e r s o n ' s  c o n d u c t  as  a n  u n d e r w r i t e r ,  b roker ,  dealer ,  or  i n v e s t m e n t  
adviser ,  or  as  a n  af f i l ia ted  pe r son ,  s a l e s m a n ,  or  e m p l o y e e  of a l ly  i n v e s t m e n t  
c o m p a n y ,  b a n k ,  or  i n s u r a n c e  c o m p a n y ;  

"(2)  a n y  p e r s o n  who,  b y  r e a s o n  of a n y  m i s c o n d u c t ,  is p e r m a n e n t l y  o r  
t e m p o r a r i l y  e n j o i n e d  b y  order ,  j u d g m e n t ,  or  decree  of a n y  c o u r t  of c o m p e t e n t  
j u r i s d i c t i o n  f r o m  a c t i n g  as  a n  u n d e r w r i t e r ,  b roker ,  dealer ,  or  i n v e s t m e n t  
adv i se r ,  or  as  a n  aff i l ia ted pe r son ,  s a l e s m a n ,  or  e m p l o y e e  of a n y  i n v e s t m e n t  
c o m p a n y ,  b a n k ,  or  i n s u r a n c e  c o m p a n y ,  or  f r o m  e n g a g i n g  in or  c o n t i n u i n g  
a n y  c o n d u c t  or  p r ac t i c e  in c o n n e c t i o n  w i t h  a n y  s u c h  a c t i v i t y  or  in c o n n e c t i o n  
w i th  t h e  p u r c h a s e  or  sa le  of a n y  s e c u r i t y ;  or  

"(3)  a c o m p a n y  a n y  aff i l ia ted p e r so n  of w h i c h  is ineligible,  b y  r e a s o n  of 
p a r a g r a p h  (1) or  (2), to  s e rv e  or  a c t  in t h e  fo rego ing  capac i t i es .  

For  t h e  p u r p o s e s  of  p a r a g r a p h s  (1), (2), a n d  (3) of  t h i s  s u b s e c t i o n ,  t h e  t e r m  
' i n v e s t m e n t  a d v i s e r '  sha l l  i n c lu d e  a n  i n v e s t m e n t  a d v i s e r  as def ined  in t i t le  I I  
of th i s  A c t . "  

(b) Sec t ion  9 of sa id  A c t  is f u r t h e r  a m e n d e d  b y  r e d e s i g n a t i n g  s u b s e c t i o n  (b) 
the reof  as  s u b s e c t i o n  (c) a n d  i n s e r t i n g  i m m e d i a t e l y  a f t e r  s u b s e c t i o n  (a) a n e w  
s u b s e c t i o n  (b) to  r e a d  as  fo l lows:  

"(b) The Commission may, after notice and opportunity for hearing, by order 
prohibit, conditionally or uncondifi:on'ally, either permanently or for such period of 
time as it in its discretion shall deem appropriate in the public interest, any person. 
from serving or acting as an employee, o~icer, director, member of an advisory board, 
investment adviser or depositor of, or principal underwriter for, a registered invest- 
ment company or a~iliated person of such investment adviser, depositor, or principal 
underwriter i f  such person: 

"(1)  has willfully made .or caused to be made in any registration statement 
application or report filed with the Commission .under this title any statcm.ent 
which was at the time and in the light of the circumstances wader which it was 
made false or misleading with respect to any material fact, or has omitted to state 
in any such registration statement, application or report any material fact which 
was required to be stated therein; or 

"(~) has willfully violated any provision of the Securities Act of 1933, or of 
the Securities Exchange Act of 193~, or of title I I  of this Act, or of this title, or 
of any rule or regulation under any of such statu.tes; or 

"(3) has willfully caused, aided, abetted, cou.nseled, commanded, indu.ced, or 
procured the violation by any other person of the Securities Act of 1933, or of the 
Securities Exchange Act of 193~, or of title I I  of this Act, or of this title, or of any 
rule or regulation under any of such statutes." 

SEc. 5. (a) Sec t ion  10(a) of t h e  I n v e s t m e n t  C o m p a n y  Ac t  of  1940 is a m e n d e d  
to r e ad  as  fo l lows:  

" (a )  N o  reg i s t e red  i n v e s t m e n t  c o m p a n y  sha l l  h a v e  a boa rd  of d i r ec to r s  m o r e  
t h a n  60 pe r  c e n t u m  of t h e  m e m b e r s  of wh ich  are  p e r s o n s  wh o  a rc  r i n v e s t m e n t  
adv i se r s  of, af f i l ia ted p e r s o n s  of a u  i n v e s t m e n t  a d v i s e r  of, or officers or e m p l o y e e s  
of, s u c h  r eg i s t e r ed  c o m p a n y . ]  interested persons of such registered company, except 
that no person shall be deemed an interested person of a registered investment company 
solely because of membership on its board of directors or advisory board or ownership 
of its securikies." 

(b) Sec t i on  10(b) of sa id  A c t  is a m e n d e d  to r e a d  as  fol lows:  
" (b)  N o  r e g i s t e r e d  i n v e s t m e n t  c o m p a n y  s h a l l - -  

" (1)  e m p l o y  as r e g u l a r  b r o k e r  a n y  d i rec tor ,  officer, or e m p l o y e e  of s u c h  
r eg i s t e r ed  c o m p a n y ,  or a n y  p e r s o n  of w h i c h  a n y  s u c h  d i rec tor ,  officer, or  
e m p l o y e e  is a n  [ a f f i l i a t e d ]  interested person ,  u n l e s s  a m a j o r i t y  of  t h e  b o a r d  
of d i r ec to r s  of  s u c h  r eg i s t e red  c o m p a n y  sha l l  be  p e r s o n s  who  a re  n o t  s u c h  
b r o k e r s  or  [ a f f i l i a t e d ]  interested p e r s o n s  of a n y  of s u c h  b ro k e r s ;  

"(2)  u se  as a p r inc ipa l  m M e r w r i t e r  of s ecu r i t i e s  i s s u e d  b y  i t  a n y  d i rec to r ,  
officer, or  e m p l o y e e  of s u c h  r eg i s t e r ed  c o m p a n y  or a n y  pe r son  of w h i c h  a n y  
s u c h  d i rec tor ,  officer, or e m p l o y e e  is an  [ a f f i l i a t e d ]  interested p e r s o n  u n l e s s  
a. m ~ j o r i t y  of  t h e  b o a r d  of d i r ec to r s  of s u c h  regisi .ered c o m p a n y  sha l l  be  
p e r s o n s  who  a re  n o t  s u c h  p r inc ipM u n d e r w r i t e r s  or [ a f f i l i a t , d ]  interested 
p e r s o n s  of a n y  of su ch  p r inc ipa l  u n d e r w r i t e r s ;  or  

"(3)  h a v e  as  d i rec tor ,  officer, or  e m p l o y e e  a n y  i n v e s t m e n t  b a n k e r ,  or a n y  
[ a f f i l i a t e d ]  interested p e r so n  of a n  i n v e s t m e n t  b a n k e r ,  un l e s s  a m a j o r i t y  of  
t h e  b o a r d  of d i rec tors  of  s u c h  r eg i s t e r ed  c o m p a n y  sha l l  be  p e r s o n s  wh o  a.re 
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not inves tmen t  bankers or [af f i l ia ted]  interested persons of any inves tmen t  
banker.  For  the  purposes of this paragraph,  a person shall not be deemed an 
[af f i l ia ted]  interested person of an inves tment  banker solely by reason of 
the fact  that  he is an [af f i l ia ted]  interested person of "~ company of the 
cht~racter described in section 12(d)(3) (A) and (B)." 

(c) Section l(~(c) of said Act  is amended to read as follows: 
[Aftec  the effective date of this title, n o ]  "(c) No registered invest, mea t  com- 

pany shall have a major i ty  of its board of directors consisting of persons who arc 
officers, directors, 9r emploqees of any one bank, [Provided, T h a t ]  except that, if 
on March 15, 1941), any registered iuves tmcnt  company shall have had a jnajor i ty  
of it, s directors consisting of persons who arc directors, officers, or employees of 
anv one bank, such registered company may continue to have the same percentage 
of ~it:s board  of directors consisting of persons who are directors, officers, or em- 
ployees of such bank."  

(d) Section 10(d) of said Act is amended  to reads follows: 
"(d) Notwi ths t .mding  subsection (a) and subsection (b)(2) of this section a 

registered inves tment  company may have a board of directors a.ll the members  
of which, except  one, are [affiliated~] interested persons of the inves tment  adviser 
of such company,  or are officers or employees of such company,  i f - -  

"(1) such inves tmen t  company is an open-end company;  
"(2) such inves tmen t  adviser is registered under  title II  of this Act and 

such inves tmen t  adviser is engaged principally in the business of rendering 
inves tmen t  supervisory services as defined in title I I ;  

"(3) no sales load is charged on securities issued by such inves tment  
company ; 

"(4) :my premium over net  asset vMue eha.rgcd by such company upon 
the issuamm of any such secnrit.y, plus any discount from net  asset value 
chaxged on reden~ption thereof, sh~dl not  in the aggregate exceed 2 per 
cen tll in ; 

"(5) no sales or promotion expenses are incurred by such registered 
companyi  bu t  expenses incurred in complying with htws regulating the ismm 
or sale of securities shall not  be deemed sales or promotion expenses; 

"(6) such inves tment  adviser is the only inves tment  adviser to such 
inves tment  company,  and such inves tment  adviser does not  receive a lnau- 
a.getnent fee exceeding 1 per centuln per annum of the value of such com- 
pany ' s  net, assets averaged over the year or t~ken as of a definite date or 
dates within the year; 

"(7) all executive salaries and executive expenses and office rent  of such 
inves tment  company are paid by such inw~stment adviser; and 

"(8) such inves tment  company has only one class of stock outstanding,  
each share of which has equ.~l voting rights with every other  share."  

SEe. 6. Section l l (b )  of the Inw~stment Company Act of 1940 is amended to 
read as fellows: 

"(b) The provisions of this section shall not  apply to any offer made pursuant  
to [ ( 1 ) ]  any plan of reorganization, which is submit ted  to and requires the 
approval  of the holders of a t  least a major i ty  of the outstanding shares of the 
class or serics to which the security owned by the offeree belongs. [ ;  or (2) the 
r ight  of conversion, at  the  option of the holder, from one class or series into ano ther  
class or series of securities issued by the same company upon such terms as are 
specified in the charter,  certificate of incorporation, articles of association, by-laws 
or t rus t  indenture  subject  to which the securities to be converted were issued or 
are to be i ssned. ]  

S~c. 7. Section 12(d) of the Inves tmen t  Company Act of 1940 is amended to 
read as follows: 

" (d ) ( l )  I t  shall be unlawful (A) for any registered inves tment  company and 
any company or companies controlled by such registered inves tment  company 
to purchase or otherwise acquire any security issued by or any other interest  in 
the business of [ (1)~ any other inves tment  company,.  [of  which such regis- 
tered inves tment  company and any company or companies controlled by such 
registered company shall no t  a t  the time of such purchase or acquisition own in 
the aggregate a t  least, 25 per centum of the total outs tanding voting stock, if such 
registered inves tment  company and any company or companies controlled by it; 
own in the  aggregate or as a result  of such purchase or acquisi t ion will own in the 
aggregate more than 5 per  centum of the  total outs tanding voting stock of such 
other  inves tment  companv if the policy of such other inves tment  company is the 
concentrat ion of inves tments  in a part icular  industry  or group of industries, or 
more than 3 per  centum of the total outs tanding voting stock of such other invest-  
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ment company if the policy of such other  inves tment  company is not. the concen- 
tration of inves tments  in a part icular  industry or group of industries,  excep t ]  
(B) for any investment company and any company or companies controlled by such 
investment company to purchase or otherwise acquire any security issued by or any 
other interest in  the business of any registered investment company, and (C) for any 
registered investment campany, any principal  underwriter thereof, or any broker or 
dealer in securities knowingly to sell any security issued by or any other interest in the 
business of any registered investment company to another investment company and any 
company or campanies controlled by such investment company. The provisions of this 
paragraph shall not apply to [ ( A ) ]  (i) a security r e c e i v e d a s  a dividend or as a 
result of an offer of exchange approved pursuant  to section I1 or of a plan of 
reorganization of any company (other than  a plan devised for the purpose of 
evading the foregoing provisions), or r(B)]l  (it) a security purchased with the 
proceeds of paymen t s  on periodic paymen t  plan certificates [ p u r s u a n t  to the terms 
of the t rus t  indenture  under which such certificates are issued ; o r ]  which are issued 
by a uni t  investment trust the depositor of or principal underwriter for which is a 
broker or dealer registered under section 15(b) of the Securities Exchange Act of 193~ 
and the assets of which are the securities of a single registered managem.enl company. 
The Commission, by rules, regulations or, after notice and opportunity for hearing., 
by order may direct that the issuer of any security purchased or otherwise acquired m 
violation of this paragraph (1) cancel the certificates evidencing an interest in such 
~ecurity on such terms and conditions as the Commission f inds necessary or appropriate 
in the public interest and for the protection of investors. 

"(2) I t  shall be unlawful  for any registere,4 investment company and any com- 
pany or companies controlled by such registered investment company to purchase or 
otherwise acquire any security issued by or any other interest in the business of any  
insurance company  of which such registered inves tment  company and any com- 
pany or companies controlled by such registered company shall no t  at  the t ime 
of such purchase or acquisition own in the aggregate a t  least 25 per centum of 
the total  outs tanding voting stock, if such registered company and any company 
or companies controlled by it own in the aggregate or as a result of such purchase  
or acquisit ion will own in the aggregate more than  10 per  centum of the total  
outs tanding vot ing stock of such insurance company, except a security received 
as a dividend or as a result of a plan of reorganization of any company (other than  
a plan devised for the  purpose of evading the foregoing provisions). 

"(3) I t  shall be unlawful  for any registered investment company and any company 
or companies controlled by such registered investment company to purchase or otherwise 
acquire any security issued by or any other interest in the business of any person who 
is a broker, a dealer, is engaged in the  business of underwrit ing,  or is ei ther an 
inves tment  adviser  of an inves tment  company or an inves tment  adviser registered 
under t i t le I I  of this Act, unless (A) such person is a corporation all the  ou ts tand-  
ing securities of which (other t han  shor t - term paper,  securities represent ing bank 
loans and directors '  qualifying shares) are, or af ter  such acquisition will be, owned 
by one or more registered inves tment  companies;  and (B) such person is primarily 
engaged in the  business of underwri t ing and distr ibuting securities issued by o ther  
persons, selling securities to customers, or any one or more of such or related 
activities, and the  gross income of such person normally is derived principally 
from such business or related activi t ies."  

SEc. 8. (a) Section 15(a) of the  Inves tmen t  Company Act of 1940 is amended  
to read as follows: 

"(u) [Af te r  one year from the  effective date of this t i t le  i t ]  I t  shall be unlawful 
for any person to serve or act  as inves tment  adviser of a registered inves tment  
company, except pursuant  to a wri t ten contract ,  which contract,  whether  with 
such registered company or with an inves tment  adviser of such registered company,  
[unless  in effect prior to March 15, 1940,] has been approved by the  vote of a 
majori ty of the  outs tanding voting securities of such registered company a n d - -  

"(1) precisely and separately describes all compensat ion to be paid there-  
under  for (A) investment advisory services and (B) for all other services; 

"(2) shall continue in effect for a period more than  two years from the 
date of its execution, only so long as such cmitinuance is specifically approved 
at  le~/st annually by the board of directors or by vote of ,~ majori ty of the 
outs tanding vot ing securities of such company;  

"(3) provides,  in substance,  t ha t  it may be terminated at  any time, wi th-  
out the p a y m e n t  of any penalty,  by the board of directors of such registered 
company or by vote of a majori ty of the outs tanding voting securities of 
such company on not  more than  sixty days'  wri t ten notice to the invest- 
ment  adviser; and 



44 INVESTMENT COM-PANY AMENDMENTS OF 1967 

"(4) provides,  in  substance,  for its au tomat ic  t e rmina t ion  in the even t  
of i ts  ass ignment .  [[by the  i n v e s t m e n t  a d v i s e r . ] "  

(b) Section 15(b) of said Act  is am ended  to read as follows: 
" b After  OnE year  f rom the  effective date  of this  titlE, i t ]  It shall be unlawful 

( ) [[ - : , : -~^rwr i t :a r  for a regis tered ot)en-end company  to offer for sale, ior art rlB.clpaa uuut; . . . . . . . . .  ~ . - . . .  - . 
sell o f  2e~liver af ter  sale any  SECUrity of wh,ch such corn.party ,s ?~ets~.uer, ~ExeeiPn ~ 
p u r s u a n t  to a wr i t t en  con t r ac t  wi th  such company,  wmcn corn ...... L . . . . . . .  
effect pr ior  to M a r c h  15, 1 9 4 0 ] - -  

"(1) shall  cont inue in effect for a period more t h a n  two years from the  date  
of i ts  execution, only so long as such cont inuance  is specifically approved at  
least  annua l ly  by  the  board  of directors or by vote  of a major i ty  of the  out-  
sta,1,lding vo t ing  securit ies of such company ;  and 

(2) provides,  in substance,  for i ts  au tomat i e  t e rmina t ion  in the  even t  of 
i ts  ass ignment .  [ b y  such  u n d e r w r i t e r . ] "  

(c) Section 15(e) of said Act  is amended  to read as follows: 
"(c) In  addi t ion  to the  requ i rements  of subsect ions (a) and  (b) of this section it 

shall  be unhtwful  for any  registered i n v e s t m c u t  company having  a board  of direc- 
tors  to  en te r  into,  renew, or perform any  con t rac t  or agreement ,  wr i t t en  or oral,  
[ excep t  a wr i t ten  agreement  which was in effect prior to March  15, 1940,]  whereby  
a person under t akes  regularly to  serve or act  as i nves tmen t  adviser of or principal  
undewr i r te r  for such company,  unless the  t e rms  of such con t rac t  or agreement  
and  any  renewal  thereof  h a v e  been approved  [ ( 1 ) ]  by the  vote  of a major i ty  of 
the  directors  who are no t  par t ies  to  such con t rac t  or agreement  or [[affiliated] 
interested persons of any such par ty ,  [[, or (2) by the vote  of a major i ty  of the 
ou t s t and ing  vot ing securit ies of such c o m p a n y . ]  cast in person at a meeting called 
for the purpose of voting on such approval. It shall be the d~ty of the directors of a 
registered investmcnt company to re~uest and evaluate, and the duty of an investment 
adviser to such company to furnish, such information as may be reasonably necessary 
to determine the reasonableness of compensation provided for in any contract whzreby 
a person undertakes regularly to serve or act as investment adviser of such company." 

(d) Section 15 of said Act  is fu r the r  amended  by s t r ik ing subsect ion (d) thereof 
and inser t ing immedia te ly  af ter  subsect ion (c) a new subsect ion (d) to read as 
follows: 

r (d )  I t  shall  be un lawful  for any  p e r s o n - -  
(1) to  serve or act  as i n v e s t m e n t  adviser  of a registered i n v e s t m e n t  corn- 

p u r s u a n t  to  a wr i t t en  con t rac t  which  was in effect prior to  March  15, 
pony,  a f te r  M a r c h  15, 1945, or the  da te  of t e rmina t ion  p rov ided  for in such 1940, 
cont rac t ,  whichever  is the  pr ior  date,  or af ter  ass ignment  thereof  subsequen t  

M a r c h  15, 1940, by the  person ac t ing as i n v e s t m e n t  adviser  t he reunde r ;  or to , • (2) as princip~l un 'derwri ter  for a registered open:end inves tmen t  company  
to offer for sale, sell, or deliver af ter  sale any  securi ty of which such company  
is the  iSSUEr, p u r s u a n t  to a wr i t t en  cont rac t  which was in EffeCt prior to 
March  15, 1940, a f te r  March  15, 1945, or the  date  of t e rmina t ion  provided 
for in  such cont rac t ,  whichever  is the  prior date,  or af ter  a ss ignment  thereof 
subsequen t  to M a r c h  15, 1940, hy the  person act ing as pr incipal  underwr i te r  

the reunder :  " • 
Provided, however, T h a t  the  l imi ta t ion  to M a r c h  15, 1945, shall no t  apply  in (tither 
case if pr ior  ~o t h a t  da te  such con t rac t  is renewed in such form t h a t  i t  complies 
wi th  ~he requ i rements  of subsect ion (a) or (b) of th is  section, as the  case may  be, 
• rod is approved  in the  m a n n e r  required by th i s  section in respect  of a con t rac t  of 
the  same charac te r  made  af ter  M a r c h  15, 1940.]  

"(d)(1) All compensalion for services to a registered investmenl company received 
by an inveslulcnt adviser, oJfi.cer, director, or controlling person o.f or principal under- 
writer for s'ueh eompanq and any a filiated person of s~zch investment adviser, o O~eer, 

• ecto'i" controlli~o ~)erson, or .'principal underwriter shall be reasonable. This sub- 
d~,r,,. ' ." ,,' = "," . , , -~ ¢,~, th~ aenuisition of anq securitg issued b!/ a 
section shatt not apply to sates loans .. . . . . . .  ~ ' - 
registered inveslmenl company. 

"(2) In determining whelher the compensation prow:ded for in a conlrac! wherebp 
an!/ person ?~ndertakes lo seJ've or act as inveslment adviser o.f a regislered investmeul 
company is reasonable, the factors considered shall incl.ude but not be limited lo the 

following: "(A) The ualure and exlenl of the services to be provided pursuanl Io such 
contract, including separate evaluations o.f the compensation to be received for 
investment advisory .services and of the compensalion to be received for other 

soft, ice.s; " ( h )  The quality of the services theretofore rendered to ~uch investment com- 
pany by the person un.der~aking to serve or act. as investment a4viser, or, i f  no 
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such services have been theretofore rendered, the quality of the services rendered 
to other investment clients, i f  any, by such. person; 

"(C) The extent to which the compensation provided for in such contract takes 
into account economies attributable to the growth and size of such investment 
company and any such economies attributable to the operation of other investment 
companies under common management with such company, giving due considera- 
tion to the extent to which such economies are reflected in the charges made or 
compensation received for investment advisory services and other services pro~ided 
to investment companies having no investment adviser, other clients of investment 
advisers and other financial institutions, but with due allowance for any relevant 
differences in the nature and extent of the services provided; 

"(D) The value of all benefits, in addition to compensation provided for in 
such contract, directly or indirectly received or receivable by the person undertaking 
to serve or act as investment adviser by reason of his relationship to such investment 
company; 

" (E)  Such other factors as are appropriate and material. 
"(3) In  any action pursuant to this subsection, no finding shall be made that any 

compensation provided for in a contract or other arrangement approved or otherwise 
authorized in compliance with the provisions of this title (other than the requirement 
of reasonableness in paragraph (1) of this subsection (d)) is unreasonable unless the 
party seeking such finding sustains the burden of proving by a preponderance of 
evidence that such compensation is unreasonable. 

"(4) No action shall be maintained pursuant to this subsection to recover com- 
pensation paid more than two years prior to the date on which such action was 
instituted. 

"(5) No person .shall be held liable in any action pursuant to this subsection for 
damages in excess of the difference between the amount of compensation actually 
received by such person and the amount determined to be reasonable compensation 
for the period for which the action is brought and the interest on the difference between 
such amounts. 

"(6) A finding that any compensation subject to the provisions of this subsection 
is unreasonable shall not be deemed to be a finding of a violation of this title for 
purposes of sections 9 and ~9 of this title, section 15 of the Securities Exchange Act 
of 193~, and section 202 of title I I  of this Act." 

(e) Section 15 of said Act  is fu r the r  amended  by  adding  a new subsect ion (g) 
to read as follows: 

"(g) It shall be unlawful for any investment adviser of a registered investment com- 
pany or any affdiated person of such investment adviser to sell any assets of or any 
securities issued by such investment adviser or a controlling person of such investment 
adviser, or otherwise to receive any benefit, in connection with a transaction by which 
another person obtains control of such investment adviser or succeeds to any relation- 
ship between such investment adviser and a registered investment company, i f  any 
terms, conditions, or understandings, express or implied, in connection with such 
transaction are likely to impose additional burdens on the inveslment company or 
limit its freedom of f~tture action or otherwise is inequitable to such investment 
company. 

S~.c. 9.(a) Section 17(f) of the I n v e s t m e n t  Company  Act  of 1940 is amended  
to read as follows: 

" ( f )  Evm'y  regis tered  m a n a g e m e n t  company  shall  place and  ma in t a in  i ts  
securities and s imilar  inves tments  in the  custody of (1) a hank  or banks  hav ing  
the qualif icat ions prescr ibed in pa rag raph  (1) of Section 26(a) of th is  t i t le  for 
the t rus tees  of un i t  i n v e s t m e n t  t rus t s ;  or (2) a company which is a m e m b e r  of a 
nat ional  securit ies exchange as defined in the  Securities Exchange  Act of 1934, 
subject  to such rules and  regulat ions as the  Commission may  from t ime to t ime  
prescribe for the  protect ion of investors ;  or (3) such registered company,  b u t  
only in accordance with such rules and  regulat ions or orders as the Comn:Assion 
may f~0m t ime to t ime  prescribe for the protec t ion  of investors.  Rules, regula t ions  
and orders of the Commission unde r  th is  subsection, among other  things,  m a y  
make appropr ia te  provision wi th  respect  to such ma t t e r s  as the  ea rmark ing ,  
segregation, and  hypo theca t i on  of such securities and  investments ,  and  m a y  
provide for or require  periodic or o ther  inspections by any  or all of the  following: 
Independen t  publ ic  accountants ,  employees and  agents  of the  Commission,  a n d  
such o t h e r  persons  as t h e  Commlssion may  designate.  No such m e m b e r  which  
tradesi2n securities for its own account  may  act  as custodian except in accordance  
with rules and  regulat ions prescribed by the Commission for the  p ro tec t ion  of 
investors. I f  a registered company maintains its securities and similar investments 
in the custody of a qualified bank or banks, the cash proceeds from the sale of such 
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securities and similar investments and other cash assets of the company shall likewise 
be kept in the custody of suet~ a bantc or banks or in  accordance with such rules and 
regulations or orders as the Commission may from time to time prescribe for the 
protection of investors, except that such a registered company may maintain a checking 
necounl in a bank or banh:s having the qualifications prescribe[l in  paragraph (1) of 
section 26(a) of lhis lille for the trustees of unit  investment trusts with the balance of 
such account or the aggregate balances of such accounts at no time in excess of the 
amount of the fidelity bon{l maintained pursuant  to section 17(g) of this title, covering 

o~cers or employees a.uthorized lo draw on such account or accounts." 
the(b) Section 17 of said Act is fur ther  amended by adding a new subsection (j) to 
read as follows: 

"( j )  It  shall be unlawful  in contravention of such rules and regulations as the 
Commission may prescribe as necessarg or appropriate in the public interest or for the 
protection of investors, for any a.~liated person of or principal underwriter for 
a registered-investment compa~y, or any aj~liated person of an investment adviser 
of or principal underwriter for a registered investment campany, to purchase or sell 
securities of any .iss~er whose securities are owned bg such registered investment 
company or to p~rchase or sell securities of any issuer the securities of which such 
investment company is contemplating purchasing." 

SEc. 10. Section 18(f)(2) of the Inves tmen t  Company Act of 1940 is amended 
to read as follows: 

"(2) 'Seuior securi ty '  shall not,  in the case of a registered open-end company 
include a class or classes o," a nnmber  of series of preferred or special stock each of 
which is preferred over all other classes or series in respect of assets specifically 
Mlocated to t h a t  class or series and which was issued and outstanding prior to 
December 31, 1967: Provided, CA) T h a t  such company has outs tanding no class or 
series of stock which is no t  so preferred over all other  class.us or series; or (B) tha t  
the only other  outs tanding class of the issuer's stock conmsts of a common stock 
upon which no dividend (other than  a l iquidating dividend) is pe rmi t t ed  to be 
paid and which in the  aggregate represents  no t  more than  one-half of 1 per centum 
of the  issuer's out~tanding voting securities." 

S~c. 11. Section 19 of the  Inves tmen t  Company Act of 1940 is amended to 
read as follows: 

"SEe. 19(a) I t  shall be unlawful for any registered inves tment  company to pay 
any  dividend,  or to make any distr ibution in the  nature  of a dividend payment ,  
wholly or par t ly  f rom any source other  t h a n - -  

"(1) such company ' s  accumulated undis t r ibuted  ne t  income, d e t e r m i n e d  
in ,~ecordance with good accounting pract ice and not  including profits or losses 
realized upon the  sale of securities or other  propert ies;  or 

(2) such company 's  net  income so determined for the current  or preced- : 

ing fiscal year;  
unless such paymen t  is accompanied by a wri t ten s t a t emen t  which adequately 
discloses the  source or sourdes of such payment .  The Commission may prescribe 
the form of such s t a t emen t  by rules and regulations in the  public interest  and for ' 
the  protect ion of investors.  

"(b) I t  shall be unlawful  in contravention of such rules, regulations, or orders as 
lhe Commission may prescribe as necessary or appropriate in the public interest or 

the rotection of investors for any registered investment company to distribute long-: 
for p.. , . ,  . , , ,v .~ _.7 : ,  th~ Internal Revenue Code of 195~, more often than 
term capua~ gains, as aejvnvt~ t,~ . . . . . . . . .  
once every twelve months." 

S~c. 12.(a) Section 22 of the Inves tmen t  Company Act of 1940 is amended  by ! 
str iking subsection (b) thereof a n d  redesignating subsection (c) thereof as (b). : 

(b) Redesignated section 22(b) of said Act  is amencled to read as follows: 
J[(b) Such a securities association may also, by rules adopted  and in effect in '  

accordance with said sectio]~ 15A, and subject  to all provisions of said section 
applicable to the rules of such an association, prohibi t  its members  from pur- '  
chasing, in connection with n pr imary distr ibution of redeemable securities of'. 
which any registered inves tment  company is the issuer, any such security from. 

e lssm r or from any orincipal underwri ter  except at  a price equal to the price 
t h .  :~ ~. : - " " a commission discount.; 

t which such security is then offered to the pubhc l e s s  _ , , . . . . .  . -  
ar  spread which is computed  in conformity with a me thoa  or metl~ous, ano w~mu.  
such l imitations as to the relation thereof to said public offering price as such' 
rules rr,~y prescribe, in order tha t  the price at  which such security is offered or' 
sold to the public shall no t  include an unconscionable or grossly excessive sales 

load . ]  "(b) r(c) After one 5,ear from the effective date of this Act, t h e ]  The Com-i 
mission may make rules and regulations applicable to principal underwri ters  of,[ 
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and dealers in, the redeemable securities of any registered inves tment  company,  
whether or not  members  of any securities association, to the same extent,  covering 
the same subject  mat te r  and for the  accomplishment  of the same ends as are 
prescribed in s u b s e c t i o n [ s t  Ca) [ a n d  (b ) ]  of this section in respect  of the rules 
which may be made  bv a registered securities association governing its members,  
and any rules and regulations so made by the Commission, to the ex tent  tha t  they  
may be inconsis tent  with the rules of any such association, shall so long as they 
remain in force supersede the rules of the association and be binding upon its 
members as well as all other underwri ters  and dealers to whom they may  be 
applicable." 

(c) Section 22 of said Act is fur ther  amended by inserting immediately after 
redesignated subsection (b) a new subsection (c) to read as follows: 

"(c) (1) No registered investment company, except an investment company operating 
under the Small Business Investment Company Act  of 1958, shall offer or sell, through. 
a principal underwriler or otherwise, any security issued by it at a public offering 
price which includes a sales load of more than 5 per centum of that portion of the 
proceeds from the sale of the security which is received and invested or held for invest- 
ment by the issuer (or in the case of a uni t  trust by the depositor or trustee). 

"(2) The Commission, by rules and re¢ulations or by or~ler, may conditionally 
or unconditionally exempt any  person, security, or transaction, or any class or classes 
of persons, securities, or transactions, from the provisions of paragraph (1) of this 
subsection (c), i f  and to the extent that such exemption is necessary or appropriate 
in the public interest and consistent with the protection of inveslors and the purposes 
fairly intended by the policy and provisions of this title." 

"(3) The Commission is authorized to adopt rules and regulations to prohibit or 
restrict sales loads in transactions where the imposition of such charges would be 
inequitable to investors, including transactions where dividends declared by issuers 
of redeemable securities are applied to the purchase pr&e of additional securities 
issued by such companies." 

(d) Section 22(d) of said Act is amended to read as follows: 
"(d) No registered inves tment  company shall sell any redeemable security 

issued by it to any person except either to or through a principal underwri ter  
for distr ibution or a t  a current  public offering price described in the  prospectus,  
and, if such class of security is being currently offered to the public by or th rough 
-m underwriter ,  no principal underwri ter  of such security and no dealer shall 
sell any such security to any person except  a dealer, a principal underwri ter  or 
the issuer, except a t  a current  public offering price described in the prospectus.  
Nothing in this subsection shall p revent  a sale made (i) pursuan t  to an offer 
of exchange permi t ted  by section 11 hereof including any offer made pursuan t  
to [clause (1) or (2) of]sect ion l l ( b ) ;  (it) pursuan t  t,o an offer made solely to 
all registered holders of the securities, or of a part icular  class or series of securities 
issued by the company proport ionate  to their  holdings or propor t ionate  to any 
cash distr ibution made to them by the company (subject to appropr ia te  quali- 
fications designed solely to avoid issuance of fractional securities); or (iii) in 
accordance wi th  rules and regulations of the Commission made pursuan t  to 
subsection (b) of section 12." 

SEC. 13. Sectiorr 24(d) of the Inves tmen t  Company Act of 1940 is amended to 
read as follows: 

"(d) The exemption provided by paragraph (8) of section 3Ca) of the Securities 
Act of 1933 shall no t  apply to any security of which an inves tment  company is 
the issuer. The exemption provided by paragraph (11) of said section 3Ca) shall 
not apply to any security of which a registered inves tment  company is the issuer, 
except a security sold or disposed of by the issuer or bona fide offered to the public 
prior to the effective date of this title, and with respect  to a security so sold, 
disposed of, or offered, shall not  apply to any new offering thereof on or after the 
effective (late of this title. The exemption provided by ~the third clause of sec- 
tion 40 )  ] section ~(8) of the Securities Act of 1933, shall not  appty to ~ny t rans-  
action in a security issued by a face-amount  certificate company or in a redeem- 
able security issued by an open-end management  company or uni t  i nves tmen t  
trust, if any other  security of the same class is currently being offered or sold 
by the issuer or by or through an underwri ter  in a distribution which is no t  
exempted from section 5 of said Act, except to such extent  and subject  to such 
terms and conditions as the Commission, having due regard for the public interest  
and the protection of investors, may prescribe by rules or regulations with respect  
to any class of persons, securities, or t ransactions."  
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SEC. 14. Section 25(c) of the  Inves tmen t  Company Act of 1940 is amended to 
read as follows: 

"(c) Any distr ict  court  of the  United States  in the State of incorporat ion of a 
registered inves tment  company or any such court  for the  district  in which such 
company mainta ins  its principal place of business is authorized to enjoin the  con- 
summat ion  of any plan of reorganization of such registered inves tment  company 
upon proceedings ins t i tu ted  by the Commission (which is authorized so to  proceed 
upon behalf  of security holders of such registered company,  or any class thereof),  
~if such court  shall determine any such plan to be grossly unfair or to const i tu te  
gross misconduc t  or gross abuse of t rus t  on 'the par t  of the  officers, directors, or 
inves tmen t  advisers  of such registered company  or other  sponsors of such p l an . ]  
i f  such court shall determine that any such plan is not fair and equitable to all security 
holders." 

SEc. 15. (a) Section 26 of the  Inves tmen t  Company Act  of 1940 is amended by 
redesignat ing subsections (b) and  (c) thereof  as subsections (c) and (d), respec- 
tively, and insert ing immediate ly  after subsection (a) a new subsection (b) to 
read as follows: 

"(b) It shall be unlawful for any depositor or trustee of a registered unit investment 
tr~Lst to substitute a security for another secu.rity in which the security holders of such 
unit investment trust have ~ndivided interests unless the Commission shall have 
approved such subslitution. The Commission. shall issue an order approving such 
substitution i f  the evidence establishes that .it is consistent with the protection of in- 
vestors and the p~lrposes fairly intended by the policy and provisions of this title." 

(b) Redesignated section 26(c) of said Act is amended to read as follows: 
" [ ( b ) ]  (e) In the event  t ha t  a t rus t  indenture,  agreement  of custodianship,  or 

other  ins t rument  pursuant  to which securities of a registered unit  inves tment  
t rus t  are issued does no t  [ a t  the effective date of this t i t l e ]  comply with the 
requi rements  of subsection (a) of this section 26, such ins t rument  will be deemed 
to meet  such requi rements  ff a wri t tem contract  or agreement  binding on the 
part ies and  embodying  such requirements  has been executed by the depositor  on 
the one par t  and the t rustee or custodian on the other part ,  and three copies of 
such cont rac t  or agreement  have been filed with the Commission."  

SEc. 16. (a) Section 27(a) of the Inves tmen t  Company ,Act of 1940 is amended 
to read as follows: 

"(a) I t  shall be unlawful for any registered inves tment  company issuing 
periodic p a y m e n t  plan certificates, or for any depositor  of or underwri ter  for 
such company,  to sell any such certificate, i f - -  

[(1) the sales load on such certificate exceeds 9 per eentum of the total  
paymen t s  to be made thereon;  

(2) more than one-half of any of the first twelve monthly  paymen t s  thereon, 
or their  equivalent,  is deducted for sales load; 

(3) the a m m m t  of sales load deducted  from any one of such first paymen t s  
exceeds propnrt ionatc ly  the amount  deducted from any other  such payment ,  
or the amount  deducted from any subsequent  p ay men t  exceeds proport ion-  
at,ely the amount  deducted from any o ther  subsequent  p a y m e n t ; ]  

(1) the amount of sales load deducted from any one payment exceeds pro- 
portionately the amount deducted from any other payment; 

" [ ( 4 ) ]  (2) the first paymen t  on such certificates is less than  $20, or any 
sul)sequent paymen t  is less than $10; 

" [ ( 5 ) ]  (3) "if such registered company is a management  company,  the 
proceeds of such certificate or the securities in which such proceeds are 
invested are subject  to management  fees (other than  fees for adminis t ra t ive  
services of the character  described in clause (C), paragraph (2), of s e c t i o n  
26(a)) exceeding such reasonable amo u n t  as the Commission may prescribe, 
whether  such fees are payable to such company or to inves tment  advisers 
thereof;  or 

" [ ( 6 ) ]  (]~) if such registered company is -L unit  inves tment  t rus t  the 
assets of which are securities issued by a management  company,  the depositor 
of or principal underwri ter  for such trust ,  or any affiliated person of such 
depositor  or underwriter,  is to receive from such management  company or 
any affiliated person thereof -my fee or p a y m e n t  on account  of payments  on 
such certificate exceeding such reasonable amount  as the Commission m a y  

i e "  prescr b .. 
(b) Section 27 of said Act is ~urther amended  by striking subsection (b) thereof  

and rcdesignating subsection (c) thereof as subsection (b). 
[ (b)  If it  appears to the Commission, upon application or otherwise, tha t  

smaller companies are subjected to relatively higher operating costs and t h a t  i n  
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order to make due allowance therefor it  is necessary or appropr ia te  in the public 
interest and consistent  with the protection of investors t ha t  a provision or pro-  
visions of paragraph (1), (2), or (3) of subsection (a) relative to sales load be re- 
laxed in the case of certain registered inves tment  companies issuing periodic p a y -  
ment plan certificates, or certain specified classes of such companies, the Com- 
tmsmon is authorized by rules and regulations or order to  grant  any such company  
or class of companies appropriate, qualified exemptions from the provisions of said 
paragraphs. ] 

SEC. 17. (a) Section 28(a)(2) of the Inves tmen t  Company Act of 1940 is 
amended to read as follows: 

"(2) such company maintains at  all t imes minimum certificate reserves 
on all its outs tanding face-amount  certificates in an aggregate amount  
-~cu la t ed  and adjusted as follows: 

"(A) the  reserves for each certificate of the insta l lment  type  shall be 
based on assumed annual, semiannual,  quarterly,  or monthly  reserve 
payments  according to the manner  in which gross payments  for any 
certificate year are made by the holder, which reserve payments  shaU be 
sufficient in amount,  as and when accumulated at  a rate  not  to exceed 3~ 
per centum per annum compounded annually, to provide the min imum 
matur i ty  or face amount  of the certificate when due. [Such  reserve 
payments  may be graduated according to certificate years so tha t  the  
reserve paymen t  or payments  for the  first certificate year shall amoun t  
to at  least 50 per centum of the required gross annual paymen t  for such 
year  and the  reserve paymen t  or payments  for each of the second to  
fifth certificate years inclusive shall amount  to at  least 93 per centum of 
each such year 's  required gross annual paymen t  and for the sixth and  
each subsequent  certificate year  the reserve paymen t  or paymen t s  shall 
amount  to at  least 96 per centum of each such year 's  required gross 
annual  paymen t :  Provided, That  such aggregate reserve paymen t s  shall  
amount  to  at  least 93 per centum of the aggregate gross annual paymen t s  
required to  be made by the holder to obtain the matur i ty  of the certifi- 
c a t e . ]  Such reserve payments shall amount to at least 95.24 per centum of the 
required gross payment during each certificate year. The company may  
a t  its option take as loading from the gross paymen t  or payments  for 
a certificate year, as and when made by the certificate holder, an amoun t  
or amounts  equal in the aggregate for such year to no t  more than the 
excess, if any, of the gross paymen t  or payments  required to be made  
by the holder for such year, over and above the percentage of the 6ross 
annual  paymen t  required herein for such year for reserve purposes.  Such 
loading may be taken by the, company prior to or after the sett ing up 
of the reserve payment  or payments  for such year and the reserve 
paymen t  or payments  for such yea!' may be graduated and adjus ted  
to correspond with the amoun t  of the gross payment  or payments  made  
by the certificate holder for each year  less the loading so taken;  

"(B) if the  foregoing minimum percentages of the gross almual pay-  
ments  required under  the provisions of such certificate should produce  
reserve payments  larger than  are necessary at  3~ per centum per annum 
compounded annually to provide the min imum matur i ty  or face a m o u n t  
of the certificate when due, the reserve shall be based upon reserve pay-  
m e n t s a c e u m u l a t e d  as provided under  preceding subparagraph  (A) of 
this subsection except t ha t  in lieu of the  3}~ per centum rate  specified 
therein, such rate shall be lowered to the min imum rate, expressed in 
mult iples of one-eighth of 1 per celltum, which will accumulate  such 
reserve payments  to the matur i ty  value when due; 

"(C) if the actual annual  gross paymen t  to be made by the certificate 
holder on..any certificate issued prior to or af ter  the effective date of this  
Act is less than the amoun t  of any assumed reserve paymen t  or p a y m e n t s  
for a certificate year, such company shall mainta in  as a pa r t  of such 
minimum certificate reserves a deficiency reserve equal to the total pres- 
ent  value of future deficiencies in the gross payments ,  calculated at  a 
rate  no t  to exceed 3~ per centum per annum compounded a~muallv; 

" (D)  for each certificate of the inst: t l lmcnt type the amoun t  of the 
reserve shall at any t ime be a t  least equal to [ ( 1 ) ]  (i) the then amoun t  
of the reserve payments  set up under section 28(a) (2) (A) or (B); [(2)'m 
(it) the accumulations on such reserve payments  as computed  under  
subparagraphs  (A) or (B) of this paragraph (2); [ ( 3 ) ]  (iii) the amoun t  
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of any deficiency reserve required under subparagraph (C) hereof; 
and ~'(4):] (iv) such amount  as shall have been credited to the account 
of each certificate holder in the form of any credit, or any dividend, or 
any interest  in addit ion to the minimum matur i ty  amount  specified 
in such certificate, plus any accumulations on any amount  or amounts  
so credited, at  a ra te  no t  exceeding 3}.~ per centum per annum com- 
pounded annually;  

" (E)  for each certificate which is fully paid, including any fully paid 
obligations resulting from or effected upon the matur i ty  of the pre- 
viously issued certificate, and for each paid-up certificate issued as 
provided in subsection (f) of this section prior to maturi ty ,  the  amount  
of the reserve shall ke at  least 9 5 . ~  per centum of the gross consideration 
paid by the purchaser of such fu l ly  paid certificate and at any time be at 
least equal to B'(1)] (~) such amount  as and when accumulated at  any 
ra te  not  to exceed 3~ per centum per annum compounded annually, will 
provide the amount  or amounts  payable when due and [ ( 2 ) ]  (ii) such 
amount  as shall have been credited to the account of each such certificate 
holder in the form of any credit, or any dividend, or any interest  in addi- 
tion to the minimum matur i ty  amount  specified in the certificate, plus 
any accumulations on any anmunt  or amounts  so credited, at  a rate not 
exceeding 3~ oer centum per annum compounded annu,~ly. . . . 

"(F)  for c~ch certificate of the instal lment  type under wmcn gross 
paymen t s  have been made by or credited to the holder t~ereor covermg 
a p a y m e n t  period or periods or any par t  thereof beyond the then cur- 
ren t  paymen t  period .as defined by the terms of such certificate, and 
for which period or periods no reserve has been set up under  subpara-  
graph (A) or (B) hereof, an advance paymen t  reserve shall be set up and 
main ta ined  in the amount  of the present  value of any such unapplied 
advance  gross payments ,  computed  at  a rate  not  to exceed 3~ per 
cen tum per annum compounded annually;  

"(G) such appropr ia te  contingency reserves for death and disability 
benefits and for re ins ta tement  rights on any such certificate providing 
for such benefit.s or r ights as the Commission shall prescribe by rule, 
regulation, or order based upon the experience of face-amount  companies 
in relation to such contingencies. 

" A t  no t ime shall the aggregate certificate reserves herein required by subpara-  
graphs (A) to (F), inclusive, be less than the aggregate surrender  values and 
other  amoun t s  to which all certificate holders may be then  enti t led.  

"For  the  purpose of this subsection (a), no certificate of the instaUment  type 
shall be deemed to be ou ts tanding  ff before a surrender  value has been a t ta ined 
the holder thereof has been in continuous default  in making his paymen t s  thereon 
for a period of one year ."  

(b) Section 28(d) of said Act is amended  to read as follows: 
"(d) I t  shall be unlawful for any registered face-amount  certificate company 

to issue or sell any face-amount  certificate, or to collect or accept  any pay- 
men t  on any such certificate issued by such company on or af ter  the effective 
date of this title, unless such certificate contains a provision or provisions to 
the e f fec t - -  

[.(1) tlmt, in respect  of any certificate of the insta l lment  type,  during 
the first certificate year  the holder of the certificate, upon surrender 
thercof, shall bc ent'itled to a value payable in cash no t  less than  the 
reserve payments  as specified in subparagraph  (A) or (B) of paragraph 
(2) of subsection (a) and  at  the  end of such certificate year, a value,  
payable in cash at  least  equal to 50 per centum of the amo u n t  of the i 
gross annual  paymen t  required thereby for such year  ;] 

" [ ( 2 ) ]  (I) that ,  in respect  of any certificate of the ins ta l lment  type,  a t ,  
any t ime [a f te r  the expiration of the  first certificate year a n d ]  prior to 
matur i ty ,  the holder of the  certificate, upon surrender thereof, shall be I 
ent i t led to a value payable in cash no t  less than the then amount  of the 
reserve for such certificate required by items [ ( 1 ) ]  (i) and [ ( 2 ) ]  (ii) 
of subparagraph (D) of paragraph (2) of subsection (a) hereof[ ,  less. 
a surrender charge tha t  shall no t  exceed 2 percentum of the face or 
matur i ty  amount  of the certificate, or 15 pereentum of the  amount  of 
such reserve, whichever is the  lesser, bu t  in no event  shall such value 
be less than  50 per centum of the amount  of such reserve . ]  
The amount  of the surrender value for the end of each year  shall be 
set  out in the  certificate; 
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" ] ' (3 ) ]  (2) that,  in respect of any certificate of the inst~llment type,  
the holder of the certificate, upon surrender thereof for cash dr upon 
receipt  of a paid-up certificate as provided in subsection (f) hereof, shall 
be ent i t led to a v~lue payable in cash equal to the then ~mount  of any 
advance paymen t  reserve under such certificate required by subpara-  
graph (F) of paragraph (2) of subsection (a) hereof in addition to any  
other amounts  due the holder hereunder;  

" [ ( 4 ) ]  (3) tha t  at  any t ime prior to maturi ty,  in respect of any-certifi- 
cate which is fuUy paid, the holder  of the certificate, upon surrender  
thereof, shM1 be enti t led to a vMue payable in cash not  less than  the then 
amount  of the reserve for such certificate required by item | ' ( 1 ) ]  (i) of 
subparagraph (E) of paragraph (2) of subsection (a) hereof [ , ] .  [ less  a 
surrender charge tha t  shall not  exceed 2 per centum of the face or matur -  
i ty amount  of the certificate or 15 per centum of the amount  of such re- 
serve whichever is the lesser: Provided, however, That  such surrender  
charge shMl not apply as to any obligations of a fully paid type resulting 
from the matur i ty  of a previously issued cert if icate.]  The amount  of the 
surrender value for the end of each certificate year shall be set  out in the  
certificate; 

" [ ( 5 ) ]  (4) tha t  in respect  of any certificate, the  holder of the certifi- 
cate, upon matur i ty ,  upon surrender thereof for cash or upon receipt  of 
a paid-up certificate as provided in subsection (f) hereof, shall be ent i t led 
to  a value payable in cash equal to the then amount  of the  reserve, 
if any, for such certificate required by i tem [ ( 4 ) ]  (iv) of subparagraph 
(D) of paragraph (2) of subsection (a) hereof or i tem [ ( 2 ) ]  (iz) of 
subparagraph  (E) of paragraph (2) of subsection (a) hereof in addi t ion 
to  any other  amounts  due the  holder hereunder.  

"The  term 'certificate year '  as used in this section in respect  of any certificate 
of the ins ta l lment  type  meal,s a period or periods for which o n e  yeaPs  p a y m e n t  
or payments  as provided by the certificate have been made thereon by the holder 
and the certificate maintained in force by such paymen t s  for the  t ime for which 
the same have been made, and in respect  of any certificate which is fully paid 
or paid-up means any  year ending on the anniversary of the  date  of issuance of 
the certificate. 

"Any certificate may provide for loans or advances by the company to the  
certificate holder on the security of such certificate upon terms prescribed therein. 
but at  an interest  rate not. exceeding 6 per centum per annum. The amoun t  
of the required reserves, deposits, and the surrender values thereof available to 
the holder may be adjusted to take into account ~ny unpaid balance on such 
loans or advances and interest  thereon, for the purposes of this subsection and 
subsections (b) and (e) hereof. 

"Any certificate may provide tba t  the company at  its option may, prior to 
the matur i ty  thereof, defer any p a y m e n t  or paymen t s  to the  certificate holder 
to which he may be entitled under this subsection (d), for a period of not  more  
than th i r ty  days. In the event  such option is exercised by the company,  in teres t  
shall accrue on any paymen t  or payments  due to the holder, for the period of 
such deferment  a t  a rate equal to tha t  used in accumulating the reserves for so, oh 
certificate. The Commission may, by rules and regulations or orders in the public 
interest or for the protection of investors, make provision for any other defer- 
meat  upon such terms and conditions as it  shall prescribe." 

SEc. 18. Section 32(a) of the Inves tmen t  Company Act, of 1.940 is amended to 
read as follows: 

"(a) I t  shall be unlawfnl for any registered management  company or registered 
face-amount certificate company to file with the Commission ~my financial s ta te-  
ment  signed or certified by an independent  public accountant ,  u n l e s s -  

"(1) such accountant  shall have been selected at  a meeting held within 
th i r ty  days before or after the beginning of the fiscal year or before the 
annual  meet ing of stockholders in tha t  year by the vote, cast in  person, of a 
majori ty  of those members  of the  board of directors who are not ~ inves tment  
advisers of, or affiliated persons of an inves tment  adviser of, or officers or 
employees of , ]  interested persons of such registered company;  

"(2) such selection shall have been submit ted for ratification or rejection 
at  the  next  succeeding anmml meeting of stockholders if such meeting be 
held, except tha t  any vacancy occurring between annual mecl;ings, due tn the  
death or resignation of the accountant ,  may be filled by the vote of a majori ty  
of those members of the board of directors who are not il~terested persons of such 
registered company, cast in person at a meeting called for the p~rpose of voting 
on such action; 
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"(3)  t he  e m p l o y m e n t  of s u c h  a c c o u n t a n t  sha l l  h a v e  b e e n  cond i t ioned  u p o n  
b v o t e  of a m a j o r i t y  of t h e  o u t s t a n d i n g  v o t i n g  

t h e  right,  of t h e  com p . a n y  Y ~_ t e r m i n a t e  s u c h  e m p l ° y m e n t  
secur i t i e s  a t  a n y  m e e t i n g  ~alled fuL t h e  p u r p o s e  to  
f o r t h w i t h  w i t h o u t  -my  p e n a l t y ;  a n d  

"(4)  s u c h  cer t i f i ca te  or  r e p o r t  of s u c h  a c c o u n t a n t  sha l l  be  a d d r e s s e d  b o t h  
t o  t h e  b o a r d  of d i r ec to r s  of  s u c h  r eg i s t e r ed  c o m p a n y  a n d  to  t h e  s ecu r i t y  

h o l d e r s  t h e r e o f :  . . . . . . . . .  ~ .  h a s  been  r e i ec t ed  p u r s u a n t  to 
[Provided,  T h a t  i f ]  I f  t i m s e m c ~ m n  oI a n  a c c o u - ~  . . . . . .  " ,m lo m e a t  t e r m i n a t e d  p u r s u a n t  to  p a r a g r a p h  (3) t h e  va -  
p a r a g r a p h  (2) or  h m  c P ~Y . . . . . . . .  * ,  n¢ n. i r i t e  of t h e  o u t s t a n d i n g  v o t i n g  
c a n c y  so  o c c u r r i n g  m a y  be  llile(t Dy ~ vu~ . . . .  m a . 0  _ t e r m i n a t i o n  occu r r ed  or 
secur i t i e s ,  e i t he r  a t  t h e  m e e t i n g  a t  w h i c h  t h e  r e j ec t i on  or 

. a t  a s u b s e q u e n t  m e e t i n g  w h i c h  sha l l  be  cal led for  t h e  pu rpose .  
if n o t  so f i l led  t h e n  h a r a c t e r  de sc r i bed  in  s ec t i on  16(b) no 
I n  t h e  case  ot  a c o m m o n - l a w  t r u s t  of t h e  c . 
r a t i f i c a t i o n  of t h e  e m p l o y m e n t  of s u c h  a c c o u n t a n t  sh~ll  be  r e q u i r e d  b u t  s u c h  em-  
p l o y m e n t  m a y  be  t e r m i n a t e d  a n d  s u c h  a c c o u n t a n t  r e m o v e d  b y  a c t i o n  of t h e  ho lde r s  

• . - - , u t s t a n d i n g  s h a r e s  of benef ic ia l  i n t e r e s t  in  s u c h  t r u s t  
of  r e co rd  of a m a j o r i t y . o f  the .o_ . ,  :_ ~.=n =~o¢.ion 16(b) in  r e s p e c t  of t h e  r e m o v a l  of  a 
irt t h e  sal l le  m a n n e r  as is p rovlaeU nx ~ t~ ,  o, . . . . .  " 
t r u s t e e ,  a n d  all t h e  p r o v i s i o n s  t h e r e i n  c o n t a i n e d  as  to t h e  ca l l ing  of a m e e t i n g  s n a n  
be  app l icab le .  I n  t h e  e v e n t  of  s u c h  t e r m i n a t i o n  a n d  r e m o v a l  t h e  v a c a n c y  so occur-  

f t h e  ho lde r s  of r ecord  of a m a j o r i t y  of  t h e  s h a r e s  of 
r i ng  m a y  be  filled b y  actio~x o . . . .  ~ . . . .  n.t w h i c h  s u c h  t e r m i n a t i o n  a n d  
benef ic ia l  i n t e r e s t  e i t he r  a t  ~ne m c e u n g , ;  . . . . .  -., - -  
r e m o v a l  occurs ,  or  by  i n s t r u m e n t s  in wr i t i ng  filed w i t h  t h e  c u s t o d i a n ,  or  if n o t  so 

• . ' e t h e n  a t  a s u b s e q u e n t  m e e t i n g  wh ich  sha l l  be  called 
filled w i t h i n  ~ r e a s o n a b l e  tm~ • ~ .  - • f ) a r a - r a ~ h  r ( 4 0 ) ]  (~I) of sec t ion  
by  t h e  t r u s t e e s  for  t h e  pu rpose .  ~ n e  p r o w s m n s  o 1 ~ ~, L 
2[a)  as to  a m a j o r i t y  sha l l  be  app l i cab l e  to  t h e  v o t e  c a s t  a t  a n y  m e e t i n g  of t h e  sha re -  
h o l d e r s  of  s u c h  a t r u s t  he l d  p u r s u a n t  to  t h i s  s u b s e c t i o n . "  

SEe. 19. Sec t ion  33 of t h e  I n v e s t m e n t  C o m p a n y  A c t  of 1940 is a m e n d e d  to  read  

as  fo l lows:  . . . . .  o r e - a n -  w h i c h  is a p a r t y  a n d  every  
"SEe.  33. E v e r y  regis~erea  inv(,sun.cnb c V ~ . . an  w h o  ~s a p a r t y  d e f e n d a n t  to  a n y  a c t i o n  or c la im 

aff i l ia ted  person).of s u c h  co~n~ Y m  - or  a s ecu r i t y  ho lde r  t he r eo f  m a de r i va t i ve  
b y  "t r eg i s t e red  i n v e s t m e n t .  - .cfmP'mst anYomcer,~ a~rec~-'" -*~r, i n v e s t m e n t  ad~ i s e r , .  , ~rusu~e, 
or representative c a p a c i t y  aga  . . . . .  ,^~ ~- . . . .  h of official d u t y ,  w h i c h  such  
or  depos i t o r  of s u c h  c o m p a n y ,  Ltor an  a m : g c u  ~ . ~ -  r a s s e r t e d  a f t e r  t he  effect ive  d a t e  of th i s  t i t le ,  shal l  
a c t i o n  or c l aun  ~s c o m m e n c e d  o . . . . . . .  ~.^ ~ ^ ~ ¢ ; n n  ¢.h • do i m e n t s  s tiffed 
t r a n s m i t ,  un l e s s  a l r e a d y  b r a n s l n l I J ; e u  t o  ~ n ~  ~ . . u -  . . . . . . . . . . .  ~ _ (: c [  P ~  

in  s u b s e c t i o n  (b) hcreo.f i f - -  • . . . . . .  t i ed  a n d  s u c h  s e t t l e m e n t  or  corn- 
in romlse(1 or ~tst, 1 s u c h  a c t i o n  h a s  been  c o .  p . _  • • _:_A:~,;~,~ ~ ,  .~nnro~ e s u c h  se t t l e  

pr(ol:ise• hxs-., had. the. approval ,  ot .a c o u r t  h a v i n g  ]ur  . . . . . . . . . . . . . . .  ' . "t 

me},~t or  eon~.Prto~:sel~or r e n d e r e d  or finM judgment e n t e r e d  on  t he  m e r i t s  m such  i 
ac i ,n , vcru,c  

r s u c h  s e t t l e m e n t  or  c o m p r o m i s e ,  v e r d i c t  or  final 1 
W i t h i n  t h i r t y  ( lays af.~: - d m a d e  in s u c h  ac t i on , ,  ( I )  - " • " ~ a n d  an  w r i t t e n  ro to r  . . 

j u d g m e n t ,  copras of al l  t) le~dmg~ . . . .  ~ ~ l e m e n t  or  c o m p r o m i s e ,  if s u c h  t e rms!  
• • ement ,  0[ ~ue ~ , ~ [ ' I I I D  ',.)l o ~ v u  "1 " " n a n ( ] .  a n  h t o g e t h e r  w i t h  a s t ~ , .  . . . . . .  u ~o ÷ . . . .  m i t r e d  to  t h e  C o m m t s s l o I  ; . Y~ 

be  n o t  i n c l u d e d  in t h e  record,  um . . . . . .  "~7:7  . . . . . .  ) , -  u s e d  by  t he  (Aommisslonl  
mforln '~t ,  o n "  ~ • toni,meal:" m ,any s u c h  docuwml~;c~" r ~ ' l ~ j * d ~ w (  y b~emade, , tS-) t h e  C o m m i s s i o n t  
in c o n n e c t i o n  w i t h  a n y  r epo r t  or s t~  3 -_ . . . .  om~,.~nies ~ene ra l l y '  Pro-: 
ef l a wsu i t s  w h e t h e r  of inves~,ment  compan le~  u~ . r ,  o , . • , all  n o t  be  d i s c l o s e d . ]  shall file w~thl 
vided, q 'ha~ t h e  namc, s of p c r s o n s ~ n v o l v c d  s h  . . . . .  ~ ~ l  ~leadin~s, verdicts or ~udg-! 
the C;ommission, unless alreadY~veaSO j~.ea,zn connec~zonkZt~ t~ yvt,~,.~.~tc£to~,o o, action" or claim, (B)  a,[ 
meats filed with the court or se : , " . . . .  discontinuance of such acbion, ana~ 
copy oJ any proposed s e.ttlnesmteja.:,scri~Pt~ ' or other documents filed zn or zssi~.ed b;Jl~hn * " 
(C) a copy oj s~,:n mowo , ' . .' ~ . .  _~_z~ ,o ~-~v be reoues~ea zn w .~ 
court or served in  connection wztl~ suca ac:wn or ~.~-,o ~o -o~,  ~. 
bq the Commiss ion - -  • "(1)  i f  delivered to such company or party defendant, wi th in  five days o] 
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any act or practice constituting a breach of f iduciary d~ty in r e s p e c t  of a n y  r eg i s t e red  
i n v e s t m e n t  c o m p a n y  for w h i c h  su ch  p e r so n  so s e rv e s  or ac t s :  

(1) as  officer, d i rec tor ,  m e m b e r  of a n y  a d v i s o r y  boa rd ,  i n v e s t m e n t  adv i se r ,  
or  depos i to r ;  or  

(2) as  p r i nc ip a l  u n d e r w r i t e r ,  if s u c h  r eg i s t e r ed  c o m p a n y  is a n  o p e n - e n d  
c o m p a n y ,  u n i t  i n v e s t m e n t  t r u s t ,  or  f a c e - a m o u n t  cer t i f i ca te  c o m p a n y .  

If [ t h e  C o m m i s s i o n ' s ]  such a l l ega t ions  [ o f  s u c h  g ro s s  m i s c o n d u c t  o r  g ross  a b u s e  
of t r u s t ]  a re  e s t ab l i s h ed ,  t h e  co u r t  [ s h a l l ]  m~'Ty en jo in  s u c h  pe r son  f r o m  ~c t ing  in 
any or all s u c h  [ c a p a c i t y  o r ]  capac i t i e s  e i t he r  p e r m a n e n t l y  or [ f o r  s u c h  per iod  of 
t i m e ]  temporarily and award .each injunctive or other relief against .~uch person as  it  in 
its d i sc re t ion  [ s h a l l ]  d e e m s  a p p r o p r i a t e  in  the circumstances, having due regard lo 
the protection of  investors and to the effectuation of  the policies declared in  section 
1(b) of  this title." 

SEc. 21. Sec t ion  38(a) of  t h e  I n v e s t m e n t  C o m p a n y  Ac t  of 1940 is a m e n d e d  
to r e ad  as  fo l lows:  

"(a)  T h e  C o m m i s s i o n  sha l l  h a v e  a u t h o r i t y  f r o m  t i m e  to  t i m e  to  m a k e ,  i ssue ,  
a m e n d ,  a n d  r e sc ind  s u c h  ru les  a n d  r e g u l a t i o n s  a n d  s u c h  o rde r s  as [ a r e ]  it may 
deem n e c e s s a r y  or a p p r o p r i a t e  to  [ t h e  exerc ise  of t h d  p o wer s  con fe r r ed  u p o n  t h e  
C o m m i s s i o n  e l sewhere  i n ]  carry out the provisions of t h i s  t i t le,  i n c l u d i n g  r u l e s a n d  
r egu la t i ons  de f in ing  a c c o u n t i n g ,  t echn ica l ,  a n d  t r a d e  t e r m s  u s e d  in t h i s  t i t le  a n d  
p resc r ib ing  t he  f o r m  or f o r m s  in  w h i c h  i n f o r m a t i o n  r e q u i r e d  in r e g i s t r a t i o n  s t a t e -  
ments ,  app l i ca t i ons ,  a n d  r e p o r t s  to t h e  C o m m i s s i o n  sha l l  be  s e t  fo r th .  Fo r  t h e  p u r -  
poses of  i t s  ru les  or  r e g u l a t i o n s  t h e  C o m m i s s i o n  m a y  c lass i fy  pe r sons ,  secur i t ies ,  a n d  
o ther  m a t t e r s  w i t h i n  i ts  j u r i s d i c t i o n  a n d  p resc r ibe  d i f fe ren t  r e q u i r e m e n t s  for  
d i f ferent  c lasses  of  pe r sons ,  secur i t ies ,  or  m a t t e r s . "  

S~c. 22. Sec t ion  43(a) of  t h e  I n v e s t m e n t  C o m p a n y  A c t  of  1940 is a m e n d e d  to  
read  as  fol lows:  

" (a)  A n y  p e r s o n  or  p a r t y  a g g r i e v e d  b y  a n  o rder  i s su ed  b y  t h e  C o m m i s s i o n  u n d e r  
this  t i t le  m a y  o b t a i n  a r ev i ew of s u c h  o rde r  in t h e  c o u r t  of a p p e a l s  of t h e  U n i t e d  
S ta tes  w i t h i n  a n y  c i rcu i t  w h e r e i n  s u c h  p e r s o n  res ides  or  h a s  his  p r inc ipa l  p l ace  of 
bus iness ,  or  in t h e  U n i t e d  S t a t e s  C o u r t s  of A p p e a l s  for  t h e  D i s t r i c t  of C o l u m b i a ,  
by  fi l ing in s u c h  cour t ,  w i t h h l  s i x t y  d a y s  a f t e r  t h e  e n t r y  of s u c h  order ,  a w r i t t e n  
pe t i t ion  p r a y i n g  t h a t  t h e  o rde r  of  t h e  C o m m i s s i o n  be  mod i f i ed  or se t  a s ide  in who le  
or in pa r t .  A copy.  of  s u c h  p e t i t i o n  sha l l  be  f o r t h w i t h  t r a n s m i t t e d  b y  t h e  clerk of 
the  c o u r t  to  a n y  m e m b e r  of t h e  C o m m i s s i o n ,  or  a n y  officer t h e r eo f  d e s i g n a t e d  b y  
the  C o m m i s s i o n  for  t h a t  p u r p o s e  a n d  t h e r e u p o n  t h e  C o m m i s s i o n  sha l l  file in  t h e  
cour t  t h e  r eco rd  u p o n  w h i c h  t h e  o rde r  c o m p l a i n e d  of was  e n t e r e d ,  as  p r o v i d e d  in  
sect ion 2112 of t i t le  28, U n i t e d  S t a t e s  Code.  U p o n  t h e  f i l ing of s u c h  p e t i t i o n  s u c h  
cour t  sha l l  h a v e  j u r i sd i c t i on ,  w h i c h  u p o n  t h e  fi l ing of t h e  r eco rd  shal l  be  exc lus ive ,  
to aff irm, mod i fy ,  or  se t  a s ide  s u c h  order ,  in  who le  or  in p a r t .  N o  ob jec t ion  to  t h e  
order of t he  C o m m i s s i o n  sha l l  be  co n s id e r ed  b y  t h e  c o u r t  un le s s  s u c h  o b j ec t i o n  
shall h '~ve been  u r g e d  before  t h e  C o m m i s s i o n  or u n l e s s  t h e r e  were  r e a s o n a b l e  
g rounds  for  fa i lure  to do so. T h e  f ind ings  of t h e  C o m m i s s i o n  as to  t h e  fac t s ,  if 
s u p p o r t e d  b y  s u b s t a n t i a l  ev idence ,  s h a l l  be  conclus ive•  I f  a p p l i c a t i o n  is m a d e  to  
the  c o u r t  for  l eave  to  a d d u c e  a d d i t i o n a l  ev idence ,  a n d  i t  is s h o w n  to  t h e  s a t i s f a c -  
tion of t h e  c o u r t  t h a t  s u c h  a d d i t i o n a l  ev id en ce  is m a t e r i a l  an d  t h a t  t h e r e  were  
reasonab le  g r o u n d s  for fa i lure  to a d d u c e  s u c h  a d d i t i o n a l  ev id en ce  in  t h e  p ro ceed -  
ing before  t h e  C o m m i s s i o n ,  t h e  c o u r t  m a y  o rde r  s u c h  a d d i t i o n a l  e v i d e n c e  to  be  
t aken  be fore  t h e  C o m m i s s i o n  a n d  to be  a d d u c e d  u p o n  t h e  h e a r i n g  in s u c h  m a n n e r  
and  u p o n  such  t e r m s  a n d  c o n d i t i o n s  as  to t h e  c o u r t  m a y  s e e m  proper .  T h e  C o m -  
miss ion  m a y  m o d i f y  i ts  f ind ings  as  to  t h e  f ac t s  b y  r e a s o n  of t h e  a d d i t i o n M  e v i d e n c e  
so t a k e n ,  a n d  i t  sha l l  file w i t h  t h e  c o u r t  s u c h  mod i f i ed  or n e w  f ind ings ,  which ,  if 
s u p p o r t e d  by  s u b s t a n t i a l  ev idence ,  shal l  be  conc lus ive ,  a n d  i ts  reconamendation,  
if any ,  for t h e  mod i f i ca t i on  or s e t t i n g  as ide  of t h e  or ig inal  order .  T h e  j u d g m e n t  a n d  
decree of t h e  cour~ a f f i rming ,  m o d i f y i n g ,  or  s e t t i n g  a~ide, in who le  or in  pa r t ,  a n y  
such order  of t h e  C o m m i s s i o n  shal l  be  final,  s u b j e c t  to  r ev i ew by  t h e  S u p r e m e  
Cour t  of t h e  U n i t e d  S t a t e s  u p o n  cer t iorar i  or ce r t i f i ca t ion  as  p r o \ i d e d  in [ s e c t i o n s  
239 a n d  240 of t h e  Jud ic ia l  Code,  a s  a m e n d e d ]  section 1254 of  title 28, United 

receipt;(2) if°rf:dcd zn such court, or delivered, ~" r~ "bY such company or party defendant, States Code. 
wi th in  two days of such filing or aeLwe y. an  SEC. 23. Sec t ion  44 of t h e  I n v e s t m e n t  C o m p a n y  Ac t  of 1940 is a m e n d e d  to  

SP, c. 20. Sec t ion  36 of t h e  I n v e s t m e n t  C o m p  y A c t  of  1940 is a m e n d e d  t~ read as  fol lows:  
r ead  as  fo l lows:  _ • -"  " J fo b r in  ~ a n  a c t i o n  in  t h e  p r o p e r  dis-! "SEe. 44. T h e  district ,  c o u r t s  of t h e  U n i t e d  S t a t e s  a n d  t h e  U n i t e d  S t a t e s  c o u r t s  

"SEe.  36. T h e  C o m m i s s i o n  is a u t n o r l z e u  . . S t a t e s  c o u r t  of a n y  T e r r i t o r y  or otheri of a n y  T e r r i t o r y  or  o t h e r  p lace  s u b j e c t  to  t h e  j u r i s d i c t i o n  of t h e  U n i t e d  S t a t e s  
• court, of t he  U n i t e d  S t a t e s  or  U m t e d  , in t h a t  a p e r s o n  sere-; shall h a v e  j u r i s d i c t i o n  of v io l a t i ons  of th i s  t i t le  or  t h e  rules ,  r eg lda t ions ,  or o rde r s  

t r ie r  . ' ." " ion  of r ne  U n i t e d  S ta t e s ,  al leg g - • the: t he reunde r ,  and ,  c o n c u r r e n t l y  w i t h  S t a t e  a n d  Te r r i to r i a l  cour t s ,  of all s u i t s  in 
l)lace sul~].ect.to t h e  imps(t ier  f O~e fol lowin~ capac i t i e s  h a s  ~.been gu i l ty ,  ~ f t c r ,  ~}~ equ i ty  a n d  ac t i ons  a t  law b r o u g h t  to  elfforce a n y  l iabi l i ty  or d u t y  c r e a t e d  by ,  or  
~ :g  °,r,:~e~l,!~ofn~l°ncti~:;:~nd i '  er~ga.ged w i t h i n  f ive y e a r s  .of thco  cO~2un~etnCeenn~age ~! to en jo in  a n y  v~olat ion of, t h i s  t i t le  or t h e  rules ,  r egu la t ions ,  or orciers t h e r e u n d e r .  
~ e ,  ,.:,c~?J;~ [ o f  g ross  m i s c o n d u c t  or  gross  a o u s e  o! crus~.l  . . . .  [ 

[ 
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Any criminal proceeding may be brought  in the district  wherein any act or trans- 
a (ion consti tuting the violation occurred. A criminal proceeding 'based  upon a 

.c. . ~ - - • " file a re err or other document  reqmred wola tmn of sectmn 34, el upon a failure to " P " t 
to be filed under this title, may be brought  in the district wherein the defendan 
is an inhabi tant  or mainta ins  his principal office or place of business. Any suit 
or action to enforce any liability or duty  created by, or to enjoin any violation of, 
this title or rules, regulation.% or orde.rs thereunder,  may be brought  in any such 
district  or in t.he district  wherein tlie defendant  is an" inhabitantdistrict of°rwhichtransacts t t h e  [ 
business, and process in such cases may bc served in any t~ 
defendant  is an inhabi tan t  or t ransacts  business or wherever the defendant 
may  be found. Judgment s  and decrees so rendered, shM1 be subject to review, as i 
provided in sections [128 and 240 of the Judiem] Code, as amended, and sectmn t 

~ c of the ~ct enti t led '"An Act to establish a court of appeals  for 
7, ~s a m e n l e  t, ; • . " 4 1291 1292, and 
the District  of Columbia,"  approved Feb ru a ry  9 ,  1893] !254 ,  . . . .  ' ~ - - : - o t  the 
1293 of ti t le 28, Uni ted States Code. No cos.ts snan co asse~seo I O ~ : ~ ' . ~ . ~ . , m "  ! 
Commission in any proceeding under this t~tle t)rougn~ oy or agmuo . . . . . . . . .  
mission in .my court. The Commiss ion  m a y  intervene as a par ty  7.n any  action or ~ 
su i t  to enforce any  l iabil i ty or dut. created by, or to en jo in  any  non-compl iance with, f 
sections 15(d) ancl (g) of  this titleYor .rules, regulations,  or orders thereunder brought [ 
by or on behalf  of  a registered investment company  at any  stage of such action or suit I 

r 'or to nal  ]udoment  therein."  P ~ /  fiJ ~2m.lhn 20O(a~ of the  Inves tmen t  Advisers Act of 1940 is.~me~}ded by t 
,.o22C;n£ti£;~r)ara~ra'~;hs (17) Oarough (20) thereof as para,gr~pns ( lb)_~nroug~ 
(27i'.respect.~vely, ~ ld ' inser t ing  immediately after paragraph (1o) a new p~r.~.--~-..[ 
(17) to read as follows: . . . . . . . . . . .  s - n v  ~artner [ 

,, ,,, '~.r.~o~ associated with  an  7.nvesvmen~ aavzser , t t~t~ t.. ,3 ~. . ., ,t 
(17) Th3i~:rcior re, s u c h  investment  adviser (or any  person per fo rm 'n f l . s 'mua[ i  

o3zccr, o. " ~ ' - , - ~ * ~  . . . .  ;~direc t l ,  controlling or controttea oy such: 
func t ions ) ,  or any  person a~rv.~,a v ,  ~,~ ~ . . . . . . _ ~  ~ 
"n estment adviser,  i nc lud ing  any  employee of  such ~nvestment aav~ser, excvl,~ ~,~,, 
~nv ~.~ ~.,; -uses of section 203 of this title, (other than subsection (f. ) ,thereof). p.ers_o..n_s 
j . . . . . .  v~-.r • ;" " . '" '. • - a , ; ~  ~,,hose func t ions  are cter*ca~ or m~nzs~er'm~ 
associated wztn an ,nvestmen~ t ~ w ~  . . . . . .  . . 
shall  not be included i n  lhe mean i ng  of such term. The Commiss ion  m a y  by rules 
and  regulations classi fy ,  for  the purposes  of any  port ion or port ions of this title, 
• ersons,  inc lud ing  employees  controlled by an  investment  adviser.:' . . . .  
P SEc. 25. (a) Section 203(b) of the  Inves tmen t  Advisers Act oi 194o is amended 

to read as follows: 
"(b) The provisions of subsection (ai shall not  apply t o - -  

"(1) any inves tment  adviser all of whose clients are residents  of the State] 
within which such inves tment  adviser mainta ins  his or its principal office 
and place of business, and who does not  furnish advice or issue analyses or 
reports  with respect  to securities listed or admi t ted  to unlisted t rading priv- 
ileges on any national securities exchange; 

"(2) any inves tment  adviser whose only clients are [ i n v e s t m e n t  companies!: 
a n d ]  insurance companies;  or 

" an inves tment  .~dviser who during the course of the preceding twelve[ 
(3) , y " ~ , ' '~ . . . . . . . . . . .  liont~ and who [does  not  h o l d ]  neither f lag le'c2er bn~n lltb v . . . . . . . . . . .  monbnS has ~. ' ' ~." • ,- ~ ..~ ; . . . . .  tmont  .tdv~ser nor acts! 

holds himself out generally to the puonc a~ ,~ . . . . . . . . . . .  
investment  adviser to any  in.vestment company  registered under  title I el i 

(1,8 a n  

this Ac t . "  
• 3 c of ~'fid Act, i~ amended to read as follows: 

(b) Sectmn 20 (.() : '  ~ . . . .  ~ ~ ^r an . . . .  erson who present ly  eontempla.te~ I 
"(e~ Any inves~men~ auvi~et, u a .v  ~ • ~),-~ ~o+;-n  ) , -  filin~ wi~n~ 

becolning ;'~n investment.adv.. 'serL mayreg:s~+er_yn~,erhunDD~lg~[tl;n'shall e;ntaill I 
he Commission an appncauon  tot  regtbu-~ . . . . . . . .  "~" ' ~-- - -  ~ mmissioff 

~uch of the ' fo l lowing information,  in such form ano dctau, as ~ne wo 
rtflcs or regulations prescribe as necessary or appropriate  in the publi I 

may by 
interest  or for the  protect ion of investors:  | 

" ( l )  information in respect  o f - -  
"(A) the name and form of organization under which the investment! 

adviser en=aues or intends to engage in business; the  name of the  Sta~ i 
or other sovereign power under which such inves tment  ffdviser is or.i 
ganized; the location of his or it~ principal business office and brancl~ 
offices, if any;  the names and addresses of his or its partners,  officerg 

-~rson~ erforminu ~imitar functions or, if such an in-! 
directors, and p~ ~ P." . . . ~  "~ ~- . . . .  ~. ~..~.,;a,ml- and the numbe~ 
ves tment  adviser be an l n U l V l U U a [ ~  O l  ~ t l u~ t  * ~ * u * * ~ .  , [ 

~is or its employees; 
°f '~(g)  the education, the business affiliations f o r 2 h e , p a 2 ~ i : : r  ~n%ar~ 
and the present  business affiliations ot suen mves~,-~**o . . . . .  t 
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his or its partners,  officers, directors, and persons performing similar 
functions and of any controlling person thereof; 

"(C) the nature  of the business of such inves tment  adviser, including 
the manner  of giving advice and rendering analyses or reports ;  

"(Dr the  nature  and scope of the authori ty  of such inves tment  adviser 
with respect  to clients'  funds and accounts;  

" (E)  the  basis or bases upon which such inves tment  adviser is com- 
pensated;  and 

"(F)  whether  such inves tment  adviser or any [par tner ,  officer, 
director thereof, or any person performing similar functions, or any 
person directly or indirectly controlling or controlled b y ]  person directly 
or indirect ly  associated wi th  such inves tment  adviser; is subject  to any 
disqualification which would be a basis for denial, suspension, or revoca- 
tion of registrat ion of such inves tment  adviser under the  provisions of 
subsection [ d ]  (e), and 

"(2)  a s ta tement  as to whether  the principal business of such inves tment  
adviser consists or is to consist of acting as inves tment  adviser and a s ta te-  
ment  as to whether  a substant ial  pa r t  of the business of such inves tment  
adviser consists or is to  consist of rendering inves tment  supervisory services. 
Except  as hereinaf ter  provided, such registration shall become effective 
th i r ty  days after  receipt of such application by the Commission, or within 
such shorter  period of t ime as the  Commission may determine. Any amend-  
ment  of an application filed not  more than  fifteen days after the filing of 
such application shall be deemed to have been filed with and as a pa r t  of 
such application. Any amendmen t  of an application filed more than  fifteen 
days after  the filing of such application becomes effective shall be deemed a 
new application incorporating by reference the  unamended  i tems of the  
earlier application. Any amendmen t  filed aster the  application has become 
effect ive shall become effective th i r ty  days after  the filing thereof, or at such 
earlier date  as the Commission may order."  

(c) Section 203 of said Act is fur ther  amended  by redesignating subsection (dr 
thereof as subsection (e) and redesignating subsection (e) as subsection (g) and 
inserting a new subsection (dr to read as follows: 

"(dr A n y  prov is ion  of this title (other than subsect ion (a) of  this section) which  
prohibits any  act, practice, or course of  business  i f  the mai ls  or a n y  means  or ins t ru-  
mentali ty of  interstate commerce are used in  connection therewith shall  also prohibi t  
any such act, practice, or course of  business  by a n y  investment  adviser registered 
pursuant  to this section or any  person acting on behalf  of  such an inves tment  adviser,  
irrespective of  any  use of the mai ls  or a n y  means  or ins t rumenta l i t y  of  interstate 
commerce in  connection therewith."  

(dr Redesignated section 203(e) of said Act is amended to read as follows: 
" [ d ] ( e )  The Commission shall, af ter  appropria te  notice and oppor tuni ty  for 

hearing, by order censure, deny registrat ion to, or suspend for a period no t  exceed- 
ing twelve months ,  or revoke the  registration of, an inves tment  adviser, if i t  
finds tha t  such censure,  denial, suspension, or revocat ion is in the public in teres t  
and t h a t  [ ( 1 ) ]  such inves tment  adviser or a n y  person associated w i th  such invest-  
ment adviser, whether  prior to or subsequent  to  becoming such, [o r  (2) any 
partner, officer or director thereof, or any person peffocming similar functions,  
or (3) any person directly or indirectly controlling or controlled by such inves t -  
ment adviser, whether  prior to  or subsequent  to becoming such , ]  

[ ( A ) ]  "(1) has willfully made or caused to be mad.e in any applicat ion for 
registration or report  filed with the Commission under this title, or in any  
proceeding before the Commission with respect  to registration, any s t a t e m e n t  
which was a t  the time and in the light of the circumstances under  which i t  
was made  false or misleading with respect  to any material fact,  or who has 
omit ted  to s ta te  in any  such application or report  any material f a c t  which is 
required to be stated therin;  or 

[ ( B ) ]  "(3) has been convicted within ten years preceding the filing of the  
application or a t  any t ime thereaf ter  of any felony or misdemeanor  which the 
Commission finds [ ( i ) ]  (A) involves the purchase or sale of any  security,  
[ ( i i ) ]  (B) arises put of the conduct  of the business of a broker, dealer, or 
inves tment  adviser, [ ( i i i ) ]  (C) involves embezzlement,  f raudulent  conver- 
sion, or misappropriat ion of funds or securities, or [ ( i v ) ]  (Dr involves the  

• violation of section 1341, 1342, or 1343 of title 18, Uni ted States Code [ a s  
heretofore or hereafter  a m e n d e d ] ;  or 

[ ( C ) ]  "(3)  is permanent ly  or temporari ly  enjoined by order, judgment ,  or 
decree of any court of competent  jurisdiction from acting as an inves tmen t  
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adviser, undewrir ter ,  broker, or dealer, .or as an affiliated person or emplo.yee 
of any inves tment  company,  bank,  or insurance company,  or f rom engaging 
in or continuing any conduct  or pract ice in connection with any such activity, 
or in connection wi th  the purchase or sale of any security; or 

" [ ( D ) ]  (4) has willfully violated any provision of the  Securities Act of 
1933, or of the  Securities Exchange Act  of 1934, or of title I of this Act, or of 
this title, [ as  any of such s ta tu tes  heretofore have been or hereaf ter  may  be 
.~mcnded] or of any rule or regulat ion under  any of such s ta tu tes ;  or 

" [ ( E ) ]  45) has aided, abet ted ,  counseled, commanded,  induced, or 
procured the  violation by any other  person of the Securities Act of 1933, or 
the Securities Exchange Act of 1934, or of title I of this Act, or of this title, [:as 
any of such s ta tu tes  heretofore have been or hereafter man be amended] or of any 
rule or regulation uunder  any ol such s ta tu tes  or has failed reasonably to super- 
vise, with a view to preventing violations of such statutes, rules, and regulationsj 
another person who commits such a violation, i f  such other person is subject to 
his supervision. For the purposes of this paragraph (5) no person shall be 
deemed to have failed reasonably to supervise any person, i f - -  

"(A) there have been established procedures, and a system for applyino 
such procedures, which would reasonably be expected to prevent and detect, 
insofar as practicable, any such violation by such other person, and 

"(B) such person has reasonably discharged the duties and obligations 
incumbent upon him by reason of such procedures and system without 
reasonable cause to believe that such procedures and system were not being 
complied with. 

"(6) is subject to an order of the Commission entered pursuant to subsection 
(f) of this section barring or suspending the right of such person to be associated 
with an investment adviser, which order is in effect with respect to such person." 

(e) Section 203 of said Act  is fu r ther  amended by redesignating subsections 
(f) and (g) thereof as subsection (h) and (i), respectively, and insert ing a new 
subsection (f) to read as follows: 

"(f) The Commission may, after appropriate notice and opportunity for hearing, 
by order censure any person or bar or suspend for a period not exceedin~ twelve 
months any person from being associated with an investment adviser, i f  the uarnmis- 
sion finds that such censure, barring, or suspension is in the public interest and 
that such person has committed or omitted any act or omission enumerated in para- 
graphs (1), (J) or (5) of subsection (e) of this section or has been convicted of any 
offense specified in paragraph (2) of said subsection (e) within ten years of the com- 
mencement of the proceedings under this subsection or is enjoined from any action, 
conduct or practice specified in paragraph (3) of said subsection (e). It  shall be 
unlawful for any person as to whom such an order barring or suspending him from 
being associated with an investment adviser is in effect willfully to become, or to be, 
associated with an investment adviser, without the consent of the Commission, and it 
shall be unlawful for any investment adviser to permit such a person to became, or 
remain, a person associated with such investment adviser without the consent of the 
C(nnmission, i f  such investment adviser knew, or in the exercise of reasonable care 
should have known of such order." 

S~c. 26. Section 205 of the I n v e s t m e n t  Advisers Act of 1940 is amended  to 
read as follows: 

"SEe. 205. No inves tment  adviser,  unless exempt  from regis trat ion pursuant  
to section 203(b), shall make use of the mails or any means or ins t rumenta l i ty  of 
in ters ta te  commerce, directly or indirectly,  to enter  into, extend, or renew any 
inves tmen t  advisory contract ,  or in any way to perform any inves tment  advisory 
cont rac t  entered into, extended,  or renewed on or af ter  the effective date of this 
title, if such c o n t r a c t - -  

"(1) provides for compensat ion to the inves tment  adviser on the basis of 
a share  of capital  gains upon or capital  apprecia t ion of the funds or any 
port ion of the funds of the client; 

"(2) fails to provide, in substance,  t h a t  no ass ignment  of such contract  
shall be made by the inves tment  adviser  wi thout  the consent  of the other 
par ty  to the contract ;  or 

"(3) fails to provide, in substance,  t h a t  the inves tmen t  adviser,  if a part- 
nership, will notify the other  par ty  to the  cont rac t  of any change in the 
membership  of such par tnersh ip  within a reasonable t ime after  such change. '~ 
[ A s  used m this seetmn inves tmen t  advLsory cont rac t  means  any eontract  l 
or agreement  whereby a person agrees to act  as inves tment  adviser or to '  
manage any inves tment  or t rading account  for a person other  than  an invest- 
ment  c o m p a n y . ]  Paragraph  (1) of this  section shall not  be construed to 
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prohibi t  an inves tment  advisory contract  which provides for corapensation 
based upon the  total  value of a fund averaged over a definite period, or as 
of definite dates,  or taken as of a definite date. As used in paragraphs (2) and 
(3) of this section, 'investment advisory contract' means any contract or agreement 
whereby a person agrees to act as investment adviser or to manage any inwstment 
or trading account for another person." 

SEC. 207. The Inves tmen t  Advisers Act  of 1940 is fur ther  amended  by redesig- 
noting sections 208 through 222 thereof  as sections 209 to 223, respectively, and 
inserting immediate ly  after section 206 a new section 207 to read as follows: 

"SEv. 207. The Commission, by rules and regulations Upon its own motion, or 
by order upon application, may conditionally or unconditionally exempt any person 
or transaction~ or any class or classes of person, or transaction.s, from any prow.'sion 
or provisions of this title or of any rule or regulation thereunder, i f  and to the extent 
that such exemption is necessary or appropriate in the public interest and consistent 
with the protection of investors and the purposes fairly intended by the policy and 
provisions of this title." 

Sv, c. 28. The amendmen t s  made by  this Act  shall take effect as follows: 
"(I) The amendments to redesignated section 2(a)(20), and sections lO(a), (b), (c) 

and (d), 15~a), (c) and (d), 17(f), 19 and 32(a) of the Investment Company Act of 
1940 and sections 203(b) and 205 of the Investment Advisers Act of 1940, contained 
in Sections 2(~), 5(a), (b), (c) and (d), 8(a), (c), and (d), 9(a), 11, 18, 25 and 26 
of this Act  shall take effect one year from the date of its enactment. 

"(~) The amendments to sections ~7(a) and 28(a)(2) and (d) of the Investment 
Company Act of 19~0, contained in sections 16~a) and 17(a) and (b) of this Act  
shall take effect 6 months from the date of its enactment. 

"(3) All other amendments in this Act shall take effect on the date of its enactment. 


