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lJ EMORANDUM

The Commission

Cr f

Division of Iavestment Management A

Public Hehrings Concerning Appropriateness of Mutual
Fund Assets Being Used to Finance Distribution Expenses

That the Commission determine whether such hearirgs
would be appropriate, and, if so, that it issue the
attached draft release announcing such hearings.

None

Concurrently with the Commission's consideration of the
Division's recommendation concerning draft application of
Investors Diversified Services, Inc., which is on the
Commission's calendar for the week of July 19, 1976. 1/

None

Background and Discussion

During the Commission's discussion on July 8, 1976, of the Division's
recommendation with respect to the acceleration of the registraticn statements

of Mutual Liquid Assets, Inc., and Fiduciaries Fund for Cash Reserves, 2/

a/

Chairman Hills suggested that hearings be held on the subject of mutual funds

1/ Sce the Division's memorandum to the Conmission dated July 8, 1976. That
matter alse relates to the question of whether it is appropriate for
mutual fund assets to be used to finarnceé distribution expenses.,
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i's memorandum to the Commission dated July 2, 1976.
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bearing distribution expenses. Accordingly, he instructed th? Divi;ion
to prepare a draft relcase announcing such hearings, for considcraticn

during the week of July 19, 1976.

The attached draft rclcase announces the commencement of hearings
on October 19, 1976, and requests interected persons to submit written
comments by September 14, 1976. These would appear to be the earliecs
dates feasible, since typically, documents issued by the Commission
appear in-the Tederal Register approximatcly one week after they are
issucd, Thus, if the Cammission issues thic release during the woek
of July 19, 1976, the rclease likely will be published in the Federal
Register necar the end of July. Interested persons thus will have
approximately forty-five days to prepare and submit their written
statementc, which is the length of time commonly allowed for filing
comments with regard to proposed rules. The staff then will study the
written submissions, make recommendations to the Commission as to
the individunls who should be invited to make oral presentations,
and notify those individuals whose presentations the Commission wishes
to hecar. It will be necessary to complete these *tasks within appro:i-
mately three weeks after thie clese of the period for filing written
statements, since it would seem courteous to notify prospective partici-
pants at the oral hearings at least ten days in advancce of their

appearance. 3/

The draft release indicates that both the relevant legal and
policy iscves may be discussed in the written submissions, but requests
that the oral presentations bc confined to discussion of the policy

issues.

Attaechment - Draft relense

. ~7
KGerstein x50233 {/L
GcCurdy  x50223 (Y7L
JGoldberg x50242,7. 7S
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3/ Thic discussion bresupposes that no cxtensions ot time Tor
filing written statements will be rranted. lowever, such
cxtensions frequently are granted with respect to rule
mking procecdings, and it is likely that requests for exten-
sions of time will be made with respect to this matter,
particularly in view of the novelty and complcxity of the
isiues presented.  If any extensions of time are granted for
the filing of written statements, it may be nceessary to
postpone the date of the oral hearings.



SECURITIES. AND EXCHANGE COMMISSION

/Releasc No. IC- ; File No. 7
THE BEARING OF DISTRIBUTION EXPENSES BY MUTUAL TUNDS

Announcement of Hearings

The Securities and Exchange Commission today announced
that it will hold public hearings concerning the appropriate-
ness of arrangements whercby mutual funds would, directly
or indirectly, incur expenses related to the distribution of
their shares, such as the costs of advertising and providing
compcnsation for dealers. The hearings, which will commcnce
on October 19, 1976, are designed to give the Commission the
benefit of the views of interested members of the public with
respect to this matter, in order to assist the Commission
in its current consideration of the legal and policy implica-
tions of such arrangements and its re-cxamination of past
positicns with respect to tﬁis natter.

The Coammission will then be in a better position to
formulate guidance for the mutual fund industry with respect
to the propriety cf using Tund acsets to finance advertising,
dealer compensation, and cther distribution expenses. Such
guidance could be provided by means of a rule-making proceeding

or the publication of guidelines, or by some other means.



BACKGROUND

In the pasi, the Commission and its staff generally have
questioned the propricty of arrangements under which open-end
investment companies would bear the cests of distribution l/
although, in certain unusual circwastances, the Commiscion

or its staff has not objected to such arrangements. 2/

1/ See, e.g., letter to counsel for the Axe-lloughton Funds,
November 15, 1973, from the Division of Investment Manage-
ment Regulation. It might be noted also that, with
reference to rcciprocal sales practices, the Commission

has stated:

"Z:7he cost of selling and purchasing mutual fund
shares zhould Le borne by the investors who purihase
them and thus presumably receive the benefits of the
investment, and not, even in part, by the existing
sharcholders of the fund who often devive little or no
benefit from the sale of new shares, To impose a
portion of the selling cost upon the exzisting share-
holders of the fund mz2y violate principles of fair-
ness which are at least implicit in the Investment
Coupany Act." SEC, Statement on the Future Struc-
ture of the Securities larkets (Teb. 1972) in Bili
Sec. Reg. & L. kep. Mo. 137, pt. II, at 7.

aivter of Fread Street Investing Corvera-
tion, et al., Investment Comcany Acl Felease Ho. 7llﬁ4¥
(April 4, 1972); letter to counnel for egasus fund.
Inc., et al., Moy 21, 1975, from the Division of Invest-
ment lanagement Fegulation.
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However, recently the staff has taken a qualified no-
action position under the Investment Company Act of 19L0 /15
U.Ss.C. 80a-1 et seq. -with respect to a proposed arrangcment
whereby 509, of the management fee paid by a newly-organized
"méney market" matual fund would be reallocated by the manager-
distributor to decalers who sold shares of the fund (letter to
counsel for Mutval Liquid Assets, Inc., June 15, 1976, from
the Division of Investment Management). In that letter, the
staff alluded to the uncertain legal status of such arrange-

that it was in the process of analyzing a

ments and stvated
number of issues rclated to the distribution of investment
company shares, including the question of whether any portion
of the asscts of an open-end Tund properly may be used, directly
or indircctly, to pay distribution expenses.
FPROCETURES

In ordcr to facilitate conszideration of the relevant
issues, the Commission requesis thnt all interested persons
submit written statemwents, in the manner described below,
sctting forth views and information with respect to the
issues cnumcrated below, or cther relevant issues. All such

submissions will be made available for public inspection.
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After thc Commission has had an opportunity to review the
written submiszions, brief ofal statements will be invited from
among those persons wh6 have made such ;ubmissions and have
requested to be heard orally. Percons making oral presenta-
tiogs should be prepared to respond to inquiries from the
Comrission and its staff,

It appearé that the issues relating to this matter fall
into two broad categories. TFirst, there are issues relating to
the legal question of whether, and to what extent, the Commis-
sion presently has authorivy to permit, prohibit, or limit the
use of mutual fund asscets to finance various costs of distribu-
tion. Second, there are issues relating to the policy question
of whethcr such use of Tund assets would be in the public
interest, asswiing this is, or cculd be made, legal. Commenta-
tors may address issucs relating to both the legal and policy
guestions in their writtcn submissions. However, the Commission
vill request that all oral presentations be confined to the
issues relating to the policy gquestion.

Interested persons are requested to submit relevant views
and information, in triplicate, to Annc P. Jones, Dircctor,
Division of Investment Management, Wachington, D.C. 20549,
not later than September 1h, 1976. All such material should
be designated "Hearings on Mutual Fund Distribution Expenses,"
File No. . . Persons'making such submissions who wish to

mike oral presentations should so indicate in their written



statements.

ISSUES TO RE CONSIDERED

A. Policy Issues

1. Can it be demonstrated that additional sales
of "shares benefit the shareholders of a mutual fund under some
or all circumstances? What is the naturé and extent of any
such benefit?  Would the benefit depend upon the present size
of the fund?

2. Would it be more economical for irnvestors to
pay for selling services by means of periodic charges against
ascets of the fund aficyr they inveszt, rather than by means of
a s2les load paid at the time of purchacse? Would the institu-
tion of guch charges against assets be inegquitable with respect

eady paid an initial sales load?

(“)

[

to existing shareholders who 2l
If so, how could such incgrity be wllcviated?

3. Would the us- of mutual fund assets to finance
distrivation cipences hove cignificunt effects upon competition

within the motuzd fund indusirzy? 11 5o, what would be the
nature of fhose effects?

L. If it be concluded that the use of mutual fund
assets to {inunce distribution would roenlt in certain bene-
fite to new or existing fund sharcholders, under what circum-
ctanccs should such usc o1 assets be permitted?  Should it be

confined to fundcs which are newly orpanized?  Should it be

permitted ondy as a substitute for a sales load paid at the
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time of purchase, or should it also be pexmitted in addition
to an initial sales 1laad?

B. Legal Jssues

1. VWhat, if any, provisions of law prohibit or
1imit the use of fund assets to pay distribution cxpenses in
the absence cf any relevant rules?

2. Does the Ccmmizsion have authority to adopt
rules which would permit, prohibit, or limit the use of fund

assets to pay distribution expenses?

By the Commission.

George A. Fitzsimmons
Secretary

Date



