
CHAPTER 1'111 

TNVESTMENT ADVISERS OF OPEN-END INVESTMENT 
COMPANIES 

A. SCOPE OF THE CHAPTER 

Tho present chapter is a product of growing conccrn I)p the Secu~ities 
and Exchange Co:lirnission with certain aspects of investmcnt advisw 
relationsl~ips with investment companirs and their shar~lioldcrs, on the 
one hand, and with dealers in investment company shares, on the 
other. With respect to the former, since the L ~ I ~ S I I ~ ~ E P ~ U ~  Conmission 
effort to halt thc qsle of a controlling block oi' sllaiw c!f Tnsurmce 
Securitics, Inc.,* there lias been a consid(~rab1e incrcast~ in sccondary 
offerings of the shares of investrnrnt advist rs and undrrwriters by 
their rcspccitvcx control groups. The poei tion of t h v  Col~iniis~ion, 
and others, has been that sllc.11 sales aic i:lconsistent with the inaintr- 
nance of a true fiduciary relationship hctwcen an inwstmcn! adviser 
and thc invcstmen t company sbsrrc~holdrrs; t 11e scl!inc siiawholdws 
are trading in a fiduciary interest, and the rcsporisii)ilitits ol' the 
adkiscr bccomc divided between the shareholders of' the inwstrnent 
company and the public shareholders of the adviser itself. This iqs~re 
is not dealt with dirwtly in the present chapter., but the discussion 
of de facto relationships between advisers and thcir clicnt invrs t~nmt  
conipanics in section IT, and the analysis of services render~d and Fecis 
chargcd mutual funds by their advisers in scction 111, have an ol)rious 
bewing on the question. 

The tremendous growth in the open-end investment company 
business has also been accompanied by increased controversy over the 
level of management fee rates char ed shareholders and the magni- f tude and character of efforts to sel mutual fund shares. The ques- 
tion of management fee rates is looked a t  from a number of different 
standpoints in sections 111 and IV  of the present chapter: their levels 
in relation to the size of open-end company assets managed; the serv- 
ices rendered by advisers in exchange for these fees; their relationship 
to services provided and fee rates charged other clients by advisers 
who service both; and their justification in the light of a financial 
analysis of advisers' expenses, income, and net worth. The examina- 
tion in section I1 of the affiliations of officers, directors, and trustees 

- ~ 

1 U y  Edward S. Herman and Douglas Vickers. 
1 In late 1958 the U.S. Supreme Court denied the request of the Commission to review tho determination 

ofthe Court of Appeals for the Xinth Circuit that,  among other things. the sale by holders of the controlling 
shares of Insurance Securities, Inc., an adviser and principal underwriter to an investment company, at a 
price snbstantinlly in excess of net book value, did not constitute gross misconduct or a gross abuse or trust 
with respect to the investment company within the meaning of sec. 36 of the Investment Company Act 
,,f 104n 
"& 

3 This has been reflected. in part, in the substantial number of lawsuits instituted in recent years chslleng- 
ing the level of management fees. 
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of open-end investment companies is also relevant to an understanding 
of the level and behavior of management fee rates. 

No investigation of methods used in selling the shares of open-end 
companies has been carried out in the present chapter. However, a 
short section (V) has been devoted to an examination of the use of 
brokerage commissions to reward dealers for the sale of mutual fund 
shares and for other purposes. 

The scope of the present chapter is indicated by the subheadings 
for the five sections which follow this introduction. These are: 

I. General characteristics of investment advisers of open-end investment com- 
panies. 

11. Control and  affiliations of investment advisers. 
111. Advisory services and fee rates t o  open-end companies and other clients. 
IV. Income and expense account analysis. 
V. Brokerage allocations to dealers in open-end company shares and to others. 

R.  BACKGROUND OF THE STUDY OF INVESTMENT ADVISERS 

A small volume entitled "Investment Counsel, Investment Man- 
agement, Investment Supervisory, and Investrnent Advisory Services" 
was included in the Securities and Exchange Commission "Report on 
Investment Trusts and Investment Companies" in the late 1930's. 
This study was based largely on 394 replies to a questionnaire sent 
out to virtually all investment courlseling firms in the country. Of 
this number 50 were submitted by advisers who had investment 
company clients. Thus, the earlier inquiry was directed toward 
investment advisers in general rather than those serving investment 
con:panies. The present chapter deals with 163 advisers who had 
open-end investment company clients at  the end of 1960. Sixty of 
these one hundred and sixty-thrce advisers also had advisory clients 
other than investment companies. For this narrower range of advisers 
the present study builds on the valuable model of the earlier investiga- 
tion, updating the material and dealing inore intensively with affili- 
ations, fees, financial, and other characteristics of investment advisers, 
and breaking new ground on broker-dealer relationships. 

The special "Questionnaire Concerning Investment Companies and 
Their Investment Advisers and Principal Underwriters," on which the . 
present chapter is largely based, was worked into final form by a 
cooperative effort of the Commission staff and the staff of the Securi- 
ties Research Unit. Some a d j ~ s t ~ n ~ e n t s  in the final questionnaire 
resulted from several conferences between the Commission and its 
staff' on the one hand, and representatives of the mutual fund industry 
on the other. The most significant adjustments of this character 
were those which reduced the amount of financial information to be 
made available in the financial statements of investment advisers. 
These are specifically referred to in section IV of this chapter. 

The investment adviser questionnaire was sent out by the Corn- 
mission in December 1960, wit,h a request that replies be submitted to 
the Wharton School by no later than March 15, 1961. Unfortunately, 
numerous delays kept the number of unworkable returns too large to 
permit major processing until the end of July. However, by August 
1, 196 1, extensive correspondence by the Securities Research Unit 
and sonle followup by the Commission had elicited close to a full 
population response. In most cases members of the industry par- 
ticipated in the inquiry in a highly cooperative way. The serious 
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difficulties in respect to quality of return were again centered mainly 
in the handling of the requested financial statement of the investment 
adviser. I n  particular, in some important instances the requested 
breakdowns were declared to be impractical. These are again referred 
to in section 1V of this chapter. 

C. AN INTRODUCTORY NOTE ON INVESTMENT ADVISERS AND THEIR 
REGULATION 

I n  its broadest sense, an  investment adviser is any individual or 
firm who furnishes advice regarding the purchase or sale af securities. 
A narrower definition used in the 1939 study referred to earlier, con- 
fined advisers to- 
those persons or organizations who were engaged primarily in the business of 
furnishing investment counsel or advice * * *. 

An intermediate-type definition is used in the Investment Advisers 
Act of 1940, where an  investment adviser is- 
any person who, for compensation, engages in the business of advising others, 
either directly or through publications or writings, as to  the advisability of 
investing in, purchasing, or selling securities, or who, for compensation and as 
part of a regular business, issues or promulgates analyses or reports concerning 
securities; * * *. 

As a specialty business investment advising became important only 
with the great expansion of public interest and participation in the 
security markets after the First World War. Of the 394 counseling 
firms included in the 1939 study of advisers, only 10 were organized 
prior to 1919. Surprisingly, only 36 of the 394 were formed between 
1920 and 1928 inclusive-the boom in organization commenced in 1929 
and reached its high points in 1932 and 1936. Of the 394 advisers in 
existence in 1939, only 90 had been organized by the end of 1929. I n  
1960 investment aclvisers registered under the Investment Advisers 
Act of 1940 numbered 1,867. This total excluded broker-dealers not 
separately compensated for investment advice, advisers with fewer 
than 15 clients and not soliciting business from the general public, 
advisers who confined their activities to insurance companies ~ n d  
investment companies, and a wide variety of other exempted indi- 
viduals and firms providing investment advice. 

Investmcnt advisers were not subjtct to Federal regulation before 
1940, although a t  least seven States had brought them under some 
sort of supervision prior to that datc (mainly in the 1 9 3 0 ' ~ ) . ~  Out of 
thc comprehensive inquiry of the 1930's into the problenls of the 
investment company and investment advisory businesses came two 
sets of laws regulating investment adviscrs. The Investment Advisws 
Act of 1940 covered the bulk of investrn~nt advisers providing invest- 
ment advice for compensation; those serving esclueivcly as advisers 
to investment companies were left for regulation under tile Investrrlcnt 
Company Act of 1940. 

About two-thirds of the 60 advisers ol open-end companies included 
in this study who also provided investment advice to other clients 
~ P I . C  registered under the Investment Advisers Act of 1940. Before 
1960 that act was narrowly restrictcd it: substantive content, provid- 
inc mainly for the registration (and, in efbct, licensing and compul~ory 
' Scc Sa3nnt1~s an4 Exchnn:~ Commsslon, Report on Investment Trusts and Investment Compan~es 

"Investnsnt Counsel, Investment Management, Investment Supervisory, and Investment ~dv l so r ;  
Serv~ces," (19391, ch. 7 

85301--62----SO 
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divulgmce of information) of those adrisers covered by its provisions. 
Mr. David Schenker, chief counsel for t'he Securities and Exchange 
Corrlrnission investment company study of the late 19301s, expressed 
the view in Senat,e 11ewings on this legislation that its fundamental 
purpose was to- 
get something which approximated a compulsory census. * * * Aside from tha t  
fundamental approach, the only other provisions in that title are just a few 
broad general provisions which say that  you cannot embezzle your client's funds 
or you cannot he guilty of fraud.5 One other provision relates to  the transfer of 
the contracts which a client makes with investment counsel." 

Tn 1960 t.he Investment Advisers ,4ct ww.s amended in several im- 
portaunt respectas. Most important, advisers were not only proliihitcd 
from enga,ging in fraudulent,, deceptive or ~rlariipulatirc wt.s or prac- 
tices, tlic. Con~rnission was also given t'lle power to issue rules designcd 
to prevent such acts arid practices. A11 these antifraud and anti-  
mauipulat'ive provisions itre now applicable to unregist'ered as well as 
registered investment advisers. 

In  the lnvest'rnent Cornpmy Act of 1940 the definition of invest- 
ment adviser is specially tooled to the rcquirernents of the investment, 
company business. An adviser in t112~t title is- 
(A) any person (other than a bona fide officer, director, t,rustee, member of an 
advisory board, or employee of such cornptiny, as such) who pursuant to  contract 
with such company regularly furnishes advice to such company with respect to  
the desirability of investing in, purchasing or selling securities or other property, 
or is empowered to determine what securities or other property shall be pnr- 
chased or sold by such company, and (B) any other person who pursuant to  con- 
tract with a person described in clause (A) regularly performs substantially all of 
the duties undertaken by such person dcscribed in clause (A) ; * * * 

Excluded from B are: (1) those providing advice through uniform 
publications available to subscribers; (2) t,hose providing inform' ~i t '  ion 
o n  general economic trends; (3) companies providing inforrn2ttion a t  
cost to clients; (4) advisers whose compensation must be approved by 
a court,; ( 5 )  others determined by the Cornmission to be outside the 
int'ended coverage of this legislation. 

Congress utilized four principal devices in the Investment Corllparly 
Act of 1940 for regulating these companies arid their advisers.' First, 
was enforced divulgence of information regarding the control group, 
i ts  proposed policies, its compensation to be paid under t,he advisory 
contract, its affiliations and transactions with affiliated persons. I t  
was declared illegal to falsify or omit information on any of these 
matters, or to change policies without the sanction of the owners of 
a majority of shares. Second, the number of directors affiliated with 
the adviser wits limited to no more than 60 percent of the Board; and 
a related requirement provided tha t  the company cannot employ as 
regular broker or underwriter any officer, director, employee, or 
person affiliated with these individuals, unless a majority of the board 
of directors is not affiliated with the broker or underwriter. Here the 
shareholder was to bc prot,ected by t'he existence of :I substantial 

3 "Fraud" is presumably used by Mr. Schcnker to encompass section 206(3) which makes unlawful 
"acting as principal for his own account, knowingly to sell any security to or purc(hase any s,ecurlty Ir?m a 
client, or acting as broker for any person other t h m  such clirnt, without disclosing to such d l ~ n t  In wrltlUg 
bcfore the completion o f  such transactions the capacity in which he is acting and obtaining the consent of 
the client to such transactions." 

0 Investment Trusts and Investment Companies, 11earin.s before a subcommittee of thc Committee of 
Banking and Currency, on S. 3580, U.S. Senate, 76th con:., 3d sess., pt. 1 (lY40) P. 48. 

These are in addltion to the general sect~on 36 authorlratlon to tllr Commission t o  bring actions against 
"gross misconduct or gross ahuse of trust. * * "' 
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rninority (or majority) of "independent" menlbers of the board of 
directors, who would either actively protect his interests or a t  least 
serve to prevent any gross abuses. 

Third, the Investment Company Act of 1940 gave investment com- 
pany shareholders certain legal rights to participate in decisions per- 
taining to the initiation and continuance of investment management 
and underwriting contracts. All investment advisory contracts en- 
tered into after March 15, 1940, must be approved by the owners of a 
majority of shares and must exactly describe the compensation to be 
paid under the contract; and investment advisory and underwriting 
contracts may be continued beyond 2 years only if approved annually 
by the board of directors or the owners of a majority of shares of the 
company. If a vote of a majority of shares is not obtained for re- 
newal of an investment advisory or underwriting contract, then i t  
must be approved by a majority of the directors who are not parties 
to or affiliated with parties holding such contract. In  addition, all 
written irivestnlent advisory contracts, unless in effect prior to March 
15, 1940, ~ l ius t  provide that  the board or the vote of a majority of 
shares of an investment company may terminate such contracts on 
not more than 60 days written notice. All investment advisory and 
underwriting contracts must terminate automatically in the event of 
assignment. As regards tlgreements in effect prior to its enactment, 
t t ~ ~  act of 1940 provided a period of grace extending to March 15, 
1945, during which time investment advisory and underwriting con- 
tracts either had to be brought into conformity with section 15(a) and 
(b) or terminated. 

Thus, shareholders are to be protected against the initiation of 
abusive advisory contract arrangements by the obligation that they 
approve them by majority vote. Subsequently, contracts must be 
approved regularly by a nlajority of shareholder votes or by a majority 
of urlaffiliated members of the board of directors. 

Fourth, the lnvestnlent Company Act of 1940 directly prohibits 
principal transactions hetween affiliated persons and the investment 
company, with certain minor esceptions, and with some provision for 
exceptions to be made upon application to and evaluation by the 
Commission. Here reliance on the protections of corporate democ- 
racy, as irnproved upon by  previous!^ mentioned provisions, was felt 
to be inadequate in the light of the experience with and possibilities 
of abuse. The effectiveness of these various protections is taken up 
a t  several points in the text that  follows. 

A .  TYPES O F  INVESTMENT A D V I S E R S  O F  OPEN-EKD INVESTMENT COM- 
PAXIES A N D  THEIR PRINCIPAL ACTIVITIES 

One of the most striking features of the 163 investment advisers of 
open-end investment cornpanies that  are the subject of the present 
inquiry is their great vttritlbility in activities, size, and other charac- 
teristics. For some advisers, the advising of open-end investment 
cornpanies is an exclusive function; for others i t  is one among a number 
of i~nportant  activities; and for a number of advisers i t  is a fringe 
activity of minor importance. The 28 snlallest advisers each had a 
net worth of less than $10,000 a t  the end of 1960; the 30 advisers a t  
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the u per end of the size spectrum each had a net worth in excess of S $1 m' lion. The variation in size of these advisers reflects in part the 
considerable differences in the character and diversity of activities of 
these enterprises. 

Table VIII-1 presents a classification of 163 investment advisers 
according to their activities carried out on behalf of the advised open- 
end companies. This classification is based on a broad set of func- 
tional categories, the first of which is investment advising and man- 
agement.s We can see in table VIII-1 that 91, or 55.8 percent, of 
the 163 advisers function solely as investment advisers and managers 
in their relations with open-end companies which they supervise. 
This includes 29 advisers who manage no-load companies, and who 
consequently may and frequently do carry out some selling activities. 
These are placed in this category on the dual ground that these ac- 
tivities are usually modest, and because no income is derived directly 
from them. If these advisers were shifted to category 3, the number 
of "pure" advisers would fall from 91 to 62 (from 55.8 to 38.0 percent). 

TABLE VIII-1.-Classification o f  163 investment advisers. bu function ~er formed for , - 7  

open-end companies, 1960 

Function I Number Percent 

1 Includes 29 advisers supervising no-load companies. These receive no income directly from their dis- 
tribution activities, but might plausibly be included under 3 from a functional standpoint. 

Thirty-four advisers (20.9 percent) engage in and derive income 
from advisory and underwriting activities. Twenty-one additional 
advisers (12.9 percent) advise mutual funds and sell their shares (with 
a positive sales charge) a t  both wholesale and retail. Nine advisers 
(5.5 percent) do advising, the wholesaling and retailing of investment ' 

company shares, and brokerage work in connection with portfolio 
transactions. Four advisers (2.5 percent) do advising and brokerage 
work only, and four engage in advising, underwriting, and brokerage 
work for their supervised mutual funds. 

I t  should be noted immediately that table VIII-1 refers to the 
activities of the included investment advisers as legal entities, thus 
disregarding the activities of the numerous brokers, dealers, and 
underwriters affiliated with these advisers. If affiliated organizations 
are brought into the picture-which is of course essential for a com- 
plete picture of the complex of interests of controlIing management 
groups in the activities of open-end companies-we must make the 
following adjustments: In  10 cases underwriting only is done by a 
subsidiary of an investment adviser; in 3 instances it is done by a 
p ~ r c n t  firm of the adviser; and in 14 cases i t  is done by an otherwise 

8 All but 16 of the 163 advisprs carry out one or more administrative, managrmmt, or "housekeeping" 
functions for supervised investment companies, in addition to simply providing invtrstmrnt advice. For 
brevity, in the discussion that follows, investment advisory functions will be assumed to encompass man- 
agement activities. These matters will be discussed In more detail in sec. 111. 
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closely affiliated organization.' In 13 cases the underwriting and 
retailing of open-end company shares is done through an affiliated 
organization, and in a single instance they are carried out by a parent 
firm. In  one case a subsidiary of the adviser is an important retailer 
of the shares of its supervised investment company; in three cases the 
parent of the adviser is a substantial retailer, and in three other 
instances retailing is carried out by closely affiliated retailers. In 
three cases underwriting, retailing, and brokerage are all done for 
the relevant investment companies by the parent of the adviser; 
and in six instances all three activities are carried out by an otherwise 
affiliated organization. In a single instance a parent firm of the 
adviser does only retailing and brokerage. 

To summarize: in addition to direct participation by the investment 
adviser in the distribution of open-end company shares and brokerage, 
in many cases advisers and open-end company control groups partici- 
pate in these activities indirectly, through parents, subsidiaries, or 
otherwise affiliated organizations. Specifically, in 50 instances the 
underwriting of investment company shares was done through 1 of 
these indirect agencies; in 31 cases substantial retailing of mutual fund 
shares was carrled out by an affiliated person; and in 10 cases sub- 
stantial brokerage work was done by an agency affiliated with the 
investment adviser. 

A second classification of investment advisers is described in table 
VITI-2, which is based partly on function and partly on the external 
control relationships of the adviser. The 27 "independent" advisers 
are not subject to the control of any external organization or affiliated 
group and are engaged largely in advising. The second category, 
m t h  34 members, also includes advisers not subject to external con- 
trol, but who also obtain direct remuneration for underwriting the 
shares of the underlying investment companies. Thcse 2 categories 
of independent advisers encompass 61, or 37.5 percent, of the 163 
advisers of open-end companies. The third category includes all 
investment advisers who are members of systems of closely affiliated 
advisers, which are not subject to external control or classified else- 
where by function.1° There are 12 advisers who are members of such 
independent multiple-adviser svstems. 

Usually the aeliated underwriter is either majority-owned by an individual or group who controls the 
adviser. or the underwriter has a common nnrent with the adviser. ~~~. .... - - . ~  ~ 

1: . t robbi ; . i i ,n~rj )rO~,~rm~ k this c l i s s f i h ~ o r ~  wlwmr wws tbc locution of :~riviscra aflil~:,trd with other 
ndvwrs \tho fit under other cntrnorier. 111 dtnlinl: wit 1 1  :I ronlp;iily such a? l.oc,mis Suylw .t C o .  (C:rrl;nl~) 
I.td., :I suh?idi.~ry of the Invesrment coun~elmy firnl I.oon~is Sayles 6; Co., thr nlfili:~t? i.; included under 5 ,  
:I.; R subs1111w). of :III invrstme~~t cnunst41ng firin, ultl~miph bntl~ advisers could rensonal)ly have been put 
undvr :i. 'I'his n11' Ins that category :l t'wludes ;I  I I I I I I I I ~ ~  of multiplr-ndvis~r systeins, not suhject to extermll 
control, but included elsewhere in the classification. 
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TABLE VIII-2.-Classijkation of types of investment advisers of open-end 
investment companies 

Types of advisers 

1. Independent investment adviser ............................................. 27 
2. Independent investment adviser-underwriter- ............................... 34 
3. Member of independent investment adviser system .......................... 12 
4. Investment counsel .......................................................... 32 
5. Subsidiary of investment counsel-.- ......................................... 4 
6. Broker-dealer or otherwise engaged primarily in selling securities ............. 16 
7. Subsidiary of security dealer ................................................. 11 
8. Subsidiarv of underwriter of investment c o m ~ a n v  shares ..................... 5 1 
9. Bank or t k t  company ....................................................... 4 2. 5 

............................................... 10. Insurance company subsidiary 2 .5  
11. Subsidiary of diversified holding company ................................... 2 . 5  
12. Subsidiary of company designed to hold investment adviser shares ........... 3 1.8 

........................................................................ 13. Other 17 4 . 3  

Total. ................................................................. 100.0 

I These 7 advisers include the following: (1) Subsidiary to closedend investment company; (2) savings 
bank subsidiary; (3) joint subsidiary of investment counsel, investment bank, and bank and trust com- 
pany; (4) subsidiary of sales finance company; (5) joint subsidiary of investment counsel and a brokerage 
firm; (6) subsidiary of oil exploration and production firm; (7) subsidiary of real estate and pcrsonal holding 
company. 

I t  should be noted that 32 advisers fall into the category of invest- 
ment counseling firms, and 4 more advisers are subsidiaries of invest- 
ment  counselor^.^^ Thus counseling firms and their subsidiaries 
account for 22.1 percent of the total number of open-end investment 
company advisers. Security dealers and their subsidiaries account 
for another 27 advisers, or 16.5 percent of the total nu~nber of advisers. 
Underwriters of mutual fund shares are the parent firms of five 
advisers, including two of the five advisers managing open-end com- 
pany assets in excess of $600 rnillion (Continental Research Corp. 
(Waddell & Reed) and Investors Management Co. (Hugh Long)). 

The balance of table VIII-2 includes a miscellany of advisers, 
among which are four banks and trust companies, four subsidiaries 
of ir~surance cwmpanies, four subsicli~~ries of diversified holding com- 
panies, three subsidiaries of companies designed to hold adviser 
shares, and seven other diverse cases described in footnotes to the 
table. The group of banks and trust companies, which includes 
Morgan Guaranty, the (former) Hanover Bank, and State Street 
Bank & Trust Co., affords the most extreme instances of advisers 
for whom advice to open-end investment companies is a fringe 
activity; and for several purposes we exclude these institutions as 
nonllonlogeneous members of the universe of inr7estment advisers. 

The variety of investment advisers of open-end companies has been 
increasing as a consequence of the changing patter11 of entry into this 
business. In  the 1920's and 1930's security dealers and investment 
counselors were of prime importance as organizers of open-end com- 
panies and their advisers. In  the 1940's and 1950's the control groups 
of preexisting open-end company sj-stems became of major importance 
in organizing new open-end companies, usually under the lnanagerncnt 
of an already existing adviser, but increasingly in the 1950's and early 
1960's by means of n new adviser established for the special purpose 
" "Subsidiary" is u?cd m table VIII-2 to d e s c ~ ~ b e  mstanres of cont~ol by means of a very sizable sll~lc- 

holding interest, rather t h m  over 50 percent stock onnership. Investor? Diversified Serv~ces 1s mcluded 
here under category 11 rather than as an "lndependent" nnwtment ad>lser-dirtrlbutor 
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of supervising the affairs of the new investment cornpany.12 Security 
dealers, counseling firms, and preexisting investment company control 
groups are still of primary importance in the promotion of new open- 
end companies and advisers, but an increasing variety of groups of 
individuals and companies have joined them in this field. Promoters 
other than preexisting investment company control groups, investment 
counselors, and security dealers accounted for 17.5 percent of new 
open-end company entrants between 1946 and September 30, 1958. 
As shown in table VIII-3, such '(other" promoters accounted for 
36 percent of advisers of mutual funds established 1956 to 1960 in- 
clusive. I n  addition to the 4 new advisers promoted by insurance 
companies and their e~ecut ives '~  14 other advisers were organized by 
a varied group of individuals and companies. Of these 14, 4 were 
promoted by lawyers, 2 were organized by private investors, 1 was 
organized by a trio of scientists, 1 by 2 former bank executives, 1 by 
an oil exploration and production firm, and 5 by other individuals. 

The diversity of function of investment advisers of open-end invest- 
ment companies is also illuminated by consideration of their principal 
sources of income. In one of the questions in t,he adviser question- 
naire, all respondents were requested to list ('the three niost important 
activities of the investment adviser in order of their importance meas- 
ured by relative gross income from the various activities." Table 
VIII-4 is based on replies to this question, adjusted for inconsisten- 
cies with the income statements submitted by the ttdvisers. 

TABLE VIII-3.-Afilialions of promoters of investment advisers, organized 1956-60 

Affiliation of promoter 1 Number I Percent 
-- I-- 

It, may be seen in table W I T 4  that for 77 advisers, 47.2 percent of 
the t'otal number, income from the advising and management of open- 
end companies was the litrgest source of gross income, and that for 
anot'her 60 (36.8 percent) it was the second most important income 
source. Since it ranks t,hird for another 7 advisers, the last 2 columns 
of the table show tha,t it is 1 of the 3 largest sources of gross income 
for 144, or 85.3 percent, of the 163 advisers included in this survey. 
Underwriting open-end company shares is the primary source of 
income for 31, or 19 percent, of the 163 advisers; the second most 

12 Among the advisers included in t,liis study wcrc 18 a h o  were subject to com~non control with a t  least 
1 other adviser amons the 163. The most e1:ihornte of tliesr ~nultiple-adviser systems was the l'elnpleton 
group, which included 5 different advisers each advising n single open-end company, with conlplex owner- 
ship and functional rclationsliil~c r~ i s t i nc  :tmong the 5 advis~m and v;brions security dealers and holding 
companies affiliated with this systenr. The E. W. 4 a c  system included 3 scparate investment advisers, 
and dual adviser systems werc maint,~incrl hp  the Putn:m, Scudder. Loolllis S.tSles, Waddell & Reed, and 
Keystone groups. T h c  2d and Sd advisers in these multiadviser systems werc. with 1 exception, organized 
in the IR50's, and 5 of them wrre formed in 1959 or 1960. 

The Wellington and Van Strum and Townc groups are also dual adviscr systems, but for various technical 
reasons their srcon(lary advisers u7ere not included in our study. WP ha\-? :also excluded from the rrlultiple- 
adviser category, perhaps unjnstifiahly, S e w  York Capitzl Management Co. and Babson Management 
Corp., both of which were joint ~ubsidiiries of srvrrl l  other firms that fonction as investment advisers. 

la At least 1 open-mtl irivest~ncnt rompany without an invcstment adviser ails also promotctl hy an  
insurarice cornpmy group. Variable Stock Fund was organized in l95Y by Fidelity U:~nkers Life Insurance 
Corp., which owns all of the stock of thc principnl underwriter and (:omi~~alr,s the management of the 
invcstment company. 

1. Preenistina control cronp ................................................. 
2. Investn~cnt counseling f i rm  ............................................. 
3, Scc~irity tlmler ............................................................ 
4. Insilrnncc conlpany.~ .................................................... 
5. A~lisccllmeous individuals m d  comp.lnies ................................. 

Tota lL  ............................................................... 

I 
18 ::I ;; 

1: 1 8 
28 

50 / 100 
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important source for 22 advisers (13.5 percent); and 1 of the 3 most 
important income sources for over a third of the advisers. Advising 
other clients is the primary source of income for 28 (17.2 percent) of 
the advisers of open-end companies; it is second in importance for 17 
advisers (10.4 percent); and it is 1 of the 3 largest income sources for 
52, or 31.9 percent, of the 163 advisers. 

The only other major primary source of income to this group of 
163 advisers was brokerage, which was first in importance for 11 
advisers. Four advisers reported investment income as the largest 
source of gross income, three reported the publication of financial 
advice as the main source, two received their largest part of income 
from general underwriting, and one obtained it by retailing the shares 
of open-end companies. Two advisers had no income in 1960. The 
four remaining advisers received their largest flow of income from 
commercial loans (three) and trust management (one). 

TABLE VIII-4.-Major sources of income to 163 investment advisers of open-end 
investment companies, 1960 

Income sources 

1. Advising and managing openend in- 
vcstmcnt companies ................. 

2. Underwriting the sale of shares of open- 
....................... end comnanics 

9. Other .................................. 

Total ............................ 

Primary source Second most inl- 
of income portant source of in- 

come 

I I 
Number Perccnt Number Percent 
---- I l l  

1 of 3 most im- 
portant income 

sources 

Number Percent 
-- 

1 Includes 2 cases where adviser received no income, plus 3 commercial banks aud 1 trust company. 
3 Percentages are based on 163. Many advisers did not have 2dor 3d sources of income. Consequently 

percentages do not add to 100. 
3 Multiple answers permit total to exceed 1M). 

I n  sum, for alrnost ha.ll of the 163 investment advisers the manage- 
ment iee frorn open-end companies was the single largest source of 
income; lor alrnost one-fifth the principal income source was the selling 
of open-end company shares; for about one-sixth i t  was advising 
other clients; for almost 7 percent i t  was brokerage; and for the 
remaining 10 percent there were a number of different sources of 
income. 

It was noted earlier that i t  would be somewhat misleading to ana- 
lyze the functions performed by investment advisers without regard 
to the activities of organizations affiliated with these advisers. The 
same point, of course, has equal force for the analysis of the relative 
importance of various types of income. If brokerage income is ob- 
tained through a parent or subsidiary organization, this is just as  
important to the controlling management group as if the income were 
obtained by the adviser itself. And i t  is equally important to an 
observer attempting to ascertain the interests of a control group in 
the affairs of open-end companies. 

I t  would be extremely difficult to determine all of the major sources 
of income of organizations affiliated with all 163 investment advisers. 
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However, this is not essential to our purposes. What  is important 
here is the identification of the incomes derived by affiliated organiza- 
tions from activities in which they deal with controlled open-end 
investment companies. An attempt has therefore been made to esti- 
mate the incomes obtained by such affiliated organizations from the 
distribution of open-end company shares and from brokerage arising 
out of portfolio transactions for these companies. 

Of the 163 advisers discussed here, 59 had parent firms, subsidi- 
aries, or otherwise closely affiliated organizations that performed 
selling or brokers' functions for controlled open-end companies. If 
we order the sources of income to controlling management groups for  
these 59 advisers, according to size, among management fees, incomes 
from distributing open-end company shares, and brokerage income 
from open-end company portfolio transactions, we find that  the dis- 
tribution is similar to that in table V I I I 4 .  In 34 of these 59 cases 
the management fee was still the largest source of gross income; in 
20 cases distribution of open-end company shares was the largest 
source of income; in 4 cases brokerage was the largest income source; 
and in 1 case a newly organized system had not as yet received income 
from any source. I t  is worth noting that  17 of these 20 cases in which 
sellins shares provided the largest source of income were to be found 
among the systems with assets of less than $50 million; and all four 
instances where brokerage provided the most important source of 
income were among advisers with open-end assets of less than $50 
million. On the other hand, of the 16 systems among the 59 with 
closely affiliated distributors or brokers which had open-end assets 
exceeding $50 million, 13 derived the largest portion of their gross 
incornes from advisory fees and 3 from selling open-end company 
shares. The evidence both here and in a breakdown of table VIII-5 
according to size of adviser indicates that  increases in the size of in- 
vestment company assets managed are associated with an increase in 
the relative importance of advisory fees and n diminution in the 
relative importance of clistrihution and brokerqe. 

TABLE VII I -5 . -An  estimate of the major source of income to the control groups of 
163 investment advisers of open-end investment companies ,  1960 

Primary source of income Number of Percent 
advisers ! I 

4. Brokerage activity ........................................................ 15 
5. Investments owned ....................................................... 
6. General underwriting ..................................................... 
7. Publication of financial advice ............................................ 1 $ 1  

..................................................................... 8. Other 3.7 

Total- .............................................................. I 100.0 

How does the income of closely affiliated organizations alter the 
distribution of major sources of income as described in table VIII-4? 
Table VITI-5 shows the adjusted numbers and percentages for the 
primary sources of income. It should be remembered that  the 
adjustment takes into account only the inconle of affiliated organiza- 
tions from selling shares and doing brokerage work for the controlled 


