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EXECUTIVE SUMMARY 1

The Commission welcomes the iotrodoction of 8. 1815, which adds momentirm to similar
securities legislation currently under consideration in the House of Representatives. Over the Jast
decade, the U.S. secunties markets bave dramatically increased in size. In addition, about 160 million
Americans today - over half the population — own stocks, either directly or throogh savings or
retirement plans that iovest in stocks, The prowth and transformation of the U.S. secunities markets
challenge the Commission and Congress to re-think the way that we regulate.

The Commission is committed to supporting regulatory change in ways that maintain and
hmprove the protection of investors, and facilitate the formatiop of capital by U.S. businesses, S, 1815
builds on initiatives that the Commission has updertaker ip recent years to; (1) simplify and improve
disclosure requirements; (2) promote capital formation; (3) streamline and coordinate regulatory efforts;
and (4} promote the intermational competitiveness of the 118, spcorities markets.

S. 1815 would help to modernize the securities laws throngh provisions that clarify the
responsibilities shared by federal and state regulators, apd throvgh sigmificant amendmems to the
Investment Company Act of 1940, the primary statute governing mutuzl furds. The Commission
supports the thrust of these amendments, and recommends addinonal provisions and modifications that
would enhance its ability to regulate the securities markets.

een | 5. 5. 1815 would more clearly
define the mles of fedﬁral and state securities regulaturs, a gua.I Ihat wuuld bave seemed mevolutionary
oly a year ago. In doing so, the bill recognizes the key role that state repulators piay in prosecuting
securities fraud and educating investors. At the same time, however, the bill does not address jssues —
ramely, certain securities registration and broker-dealer provisions — that the Commission believes
would be belpfal to address in the context of federal-state secunities regulation. The Commission
supports the additien of such provisions, which the attached testimony describes in greater detzil.

Investrnent Company Act Amendments. The bill would alse heip to modernize the Investment
Company Act, a law that has not been significantly revised for over 25 years. The Commission has
previpusly supported many of the changes proposed in 8. 1815, which include provisions on fund
advertising, deceptive fund names, and investment pools for sophisticated investors. In addition, the
Commission urges that Congress adopt additional ameadments to the Investment Company Act to
aggment the Commission’s authority concerning recordkeeping and inspections, in prder to improve the
Commission’s oversight of the investment company industry.

The Commission hopes that the introduction of S. 1815 will serve to continue the dialogue that
has begun oo the significant issues ratsed by this bill and by H.R. 3005, its counterpart in the House of
Representatives, and that these efforts will culminate in the passage of legislation in this Congress. The
Commission stands ready to assist in these efforts and to participate in the process of crafiing legislation
that zfl may support.



YOFC [ION RECOMMENDA N 1815
L Title I — Investment Advisers Inteprity Act

Section 102 — Funding for Enhanced Enforcement Priority. Section i{2
authorizes an appropriation of 316 million for the enforcement of the Investment Advisers
Act for each of fiscal years 1957 and 1998, The Commission opposes this provision.

Section 103 — Improved Supervision Through State and Federal Cooperation,
Section 103 calls for states to assume a primary role with respest to investment advisers that
are small businesses. The Commission sypports this provision.

Section 104 — Interstate Cooperation. Section 104 would Lmit state regulators to
enforcing (1) books and records and (2) financial responsibility laws of the “home” state of
the investment adviser to ensure uniformity. The Commission recommends that the
Committee consnlt with the states regarding this provision.

Section 105 —~ Disqualification of Convicted Felons. Sectior 105 would allow the
Commission 10 depy or withdraw the registration of any person as an investment adviser who
has been copvicted of a felony, and the registration of any adviser with whom such person is
associated. The Commission supports this provision.

II. Title II ~ Facilitating Investment in Mutual Fupds

Section 202 — Funds of Funds. Sectiop 202 would amend the Investment Company
Act 1o address twe types of arrangements that involve investments by a registered investment

company in another registersd investment company, The Commission supports this
provision.

Section 203 — Flexible Registration of Securities. Section 203 would amend the
Investment Company Act to implement 3 new system pnder whichk mutual funds and certain
other types of investment companies would pay registration fees under the Securities Act.
The Commission supports this provision, with one reservation regarding its effective
date,

Section 204 — Facilitating the Use of Current Information in Advertising. Section
204 would expressly authorize the Commission to permit jovestment COMpanies 1o Use a New
type of "advertising”™ prospectus for purposes of the Securities Act. The Commission
supports this provision.

Section 205 — Variable Insurance Contracts. Section 205 would amend the
Investmept Company Act, as it yelates to the yegulation of varable insurance contracts, io
order 1o provide for different treatment between such contracts and periodic payment plans.
The Commission supports this provision.



Section 206 — Pyohibition oo Deceptive Investment Company Names. Section 206
would amend the Investment Company Act to grant the Commission rulemaking authority to
define mvestment company names, or the title of the securities they issue, as matenally
deceptive or misleading. The Commission supports this provision.

Section 207 — Excepted lovestment Companies, Section 207 would amend the
Investment Company Act by creating a new exception from the Act’s regulation for
investment funds designed for financially sophisticated "qualified” investors. The
Commission generally supports this provision, with certain reservations.

Section 208 — Performance Fee Exemptions. Secbon 208 would amend the
Investment Advisers Act 10 except investment advisory contracts with qualified purchaser
pools from the Act’s prohibition on performance fees, and avthorize the Commission to
exempt from that prohibition investment advisery contracts witk sophishicated ¢lients and
chents that are not U.S. residents, The Commission supports these provisions,

Title Il — Reducing the Cost of Saving and Investment

Section 301 — Exemption for Economic, Business, and Industrial Development
Companies, Secthon 301 would create an axemption under the Iovestment Company Act for
a company whose activities are limited to the promotion of economic, business, or industrial
development of enterprises doing businass in the state in which the company is organized.
The Commission supports this provision.

Section 302 — Intrastate Closed-end Investment Company Exemption. Section
302 would expand the Commission’s authority to exempt from Investment Company Act
regulation ¢losed-end funds that publicly offer their securities solely within a particular state,
by increasing the apgregate offering amount of securities that could be offered by these
companies from $100,000 to $10,000,000. The Commission supports this provision.

Sections 303-307 ~ Business Development Companies. Sections 303 through 307
would amend certain portions of the Investment Company Act that pertain to business
development compan.ias These amendments would provide business development companies
with more flexibility in a aumber of respects. The Com:mssmn generally supports these
provisions, with certain reservations.

Section 308 — Facilitating National Securities Markets, Section 308 contains
proposed amendments to the federal securities laws that would preempt in specific
circumstances state requirements with respect to securities repistration. The Commission
supports these securities registration preemption provisions, with one request for
clarification and various technical conuments.



Section 309 — Exemptive Authority. Section 309 would amend the Securities Act
and the Exchange Act 10 provide the Commission with a grant of general exemptive authority
under those Acts. The Commission supports these provisions.

Section 310 - Analysis of Economic Effects of Regulation. Section 310 would
authorize appropriations of $6 million for eack of fiscal years 1997 and 1998 {or the
Commission's Economic Analysis Program. It would also require the Chief Economist of
the Commission to prepare a report on ¢ach mle proposed by the Commission. The
Commission opposes this provision.

Section 311 — Privatization of EDGAR. Section 311 would direct the Commission
to submit a report to Congress within 180 days concerning Commission plans for promoting
competition and innovation of the EDGAR system through privatization of all or any parnt of
the system. The Commission supports this provision, with minor amendments.

Section 312 — Improrving Covrdination of Supervision. Section 312 would require
the Commission and the SROs for broker-dealars to eliminate unnecessary duplication in the
examination process. The Commission supports this provision.

Section 313 — Increased Access to Foreign Bosiness Information. Section 313
wonld address the status of offshore press conferences and related materials under the
Securities Act and the Exchange Act. The Commission supports the purposes of these
provisions, but believes they should be addressed through Commission rulemaking.

Section 314 — Short-form Registration. Section 314 would require the Commission
o amend the eligibility criteda for shont-form secunties registration. The Commission
supports the concept of allowing non-voting common stock to be included in determining
short-form registration eligibility, but believes this should be addressed through
Commission rulemaking.

Section 315 — Church Employee Pension Plans. Section 315 would exempt from
most federal secunities regulation church employee pension plans meeting the standards
described in section 414(e) of the Internal Revenue Code of 1986, The Comanission

generally supports the exesnption for church plans and the;r related persons, but has
certain reservations.

Section 316 - Promoting Global Preeminence of American Securities Markets,
Section 316 expresses the sense of the Congress concerming the importance of establishing a
comprehensive set of generally accepted international accounting standards that could be used
in such offerings. The Commission agrees with the sense of Congress on this point and is
prepared to submit the specified progress report.

iv
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Chalrman D' Amato and Members of the Committee:

I appreciate this opporhmity to testify on behalf of the Securities and Exchange
Commission {"Commission” or "SEC™) regarding &. 1815, the "Securities Investment
Promotion Act of 1996.°

Let me begin by congratulating Chairmen I Amato and Gramm for introducing
S. 1815, as well as the other co-sponscrs of the bill, Senaters Dodd, Bryan and Moseley-
Braun. S. IBI35 contains significant provisions that would more clearly define the partnership
of shared responsibilities between federal and state securities regulators. Ounly a year ago,
these changes would have been viewed as revolutionary. The transformation of the debate is
2 testament to the broad, bipartisan support for dramatic legislative changes in this Congress
that would begefit investors, industry and government alike. The bill would alse help 1o
modernize the S56-year old Investment Company Act, a law that bas not been substantially
changed since 1970, in ways that the Commission has supported in the past.

3. 1815 adds momentom 1o sumilar legislation currently ender consideration in the

House of Representatives. Although the Commissicn has endorsed H.R. 3005 and can



support many of the parallel provisions contained in 5. 1815, there are 2 few provisions in
this bill that the Commission would prefer be omitted. At the same time, 5. 1815 contains
additional provisions that would enhance the effectiveness of H.R. 3005 if they were added
to that bill. The Conmission hopes that the introduction of 5. 1815 will serve to continue
the important dizlogue that bas begun oo the significant issues rzised by these bills, and that
these efforts will culminate in the passage of Iegislation in this Congress. The SEC stands
ready to assist in these efforts and to participate in the process of crafting jegislation that we
all ;pay support.

This statement discugses some of the more salient issnes raised by 5. 1815 within the
context of recent developinents in the securities industry and its regulation. An appendix
attached to this statement analyzes the specific provisions of 5. 1815 in detail and discusses

the Commission’s views on each of those provisions.

L Introduction

The 1.5, securities markets play & dual role in the American economy. First,
secturities markets provide investors a means to invest money for refirement, save money for
college education and earn money by participating in the growth of U.8. and foreign
businesses. Today, about 160 million Americans — over half the population — own stocks,
either directly or through savinps or retirement plans that imvest in stocks. Second, the
money provided by investors gives businesses — both small and large — access to capital that
is the lifeblood of corporate operations and expansion. Today, the U.S. securities markets

serve the needs of almost 13,000 public companies,' raising capital 1o suppornt new



industries, finance operations, create jobs, fund research and development, and support
prowth for the futre. In 1995 alone, some $900 billion worth of securities were sold in our
markess,

S. 1815 has been introduced in a period of phenomenal performance in the securities
markets. Between 1980 and 1995, for example, the value of public offerings (including debt
and equity, but not investment company securities) increased more than ten-fold, from $58
billion to $76% billion. Between 1990 and 1995, the dollar voleme of equities traded on
11.S. securities exchanges and NASDAQ grew 182%, with over $5.94 trillion traded in
1895. Volume continues to explode, December 15, 1995 was the heaviest trading day in the
history of the New York Stock Exchange, with over 636 million shares trading hands. Last
month, the Dow Jones Industrial Average, viewed in its 1{){) years by many around the world
as the primary barometer of the stock market, reached record highs. On NASDAQ, record
daily volume was set on May 7, 1996, exceeding 806 million shares. Ower the last few
months, the share volume on all U.S. markets combined has generally exceeded one billion
shartes each day.

Dramatic growth also bas occurred in the mutual fund and investment adviser sectors
of the securities industry. In 1970, investors could choose from among 361 mutual funds,
Today, over 5,500 aotual funds (almest twice the number of stocks trading on the New
York and American Stock Exchanges) and over 300 closed-end funds are available 10
invesiors. Mutual funds, which in 1970 held approximately $48 billion in assets, pow hold
over $3 trillion ip assets. Similarly, the aumber of investment advisers registered with the

Commission has swelled to 22,500. The assels they manage bave also increased: since



1980, assets managed by registered investment advisers {excluding assets of registered
investmen! companies) have rissp from $203 billion to almost $8 trillion, an increase of over
3,600%.

The dramatic growth and transformation of the U.5. seconibes markets present new
challenges for regulators and Congress. Today the U.S, securities markets are widely
regarded as the deepest, most lignid and fairest markets in the world. But just as the need to
constantly update, revise and innovate products and services in order o remain competitive is
the driving force behind American enterprise, the crucial task for federal and state regulators
is to revise and re-think the way that we as mepnlastors do business - so that B1.5. businesses
may maintain their competitive edge in 2 changing world economy. Businesses compete best
in an arens whers the roiss promote honesty, intellizence and bard work, and the securities
markets are 0o exception. Accordinply, investor protection and market integrity need ¢ be
the touchstones in this important effort 1o effect dramatic, meaningful changes in securities

regulztions, an effort that S, 1815 admirbly undertakes to accomplish.

I1. Recent Cominission Achievements and Ongoing Initiatives: Selected Highlights
The provisions of 8. 1815 build or initiatives that the Commission has undertaken in

the recent past. Over the past two years, the Conunission has attempted to design new

means to promote the efficiency and faimess of the 1.8, securities markets, with minimal

regulatory burden. A sampling of these initiatives includes the following:

Simplification and Improvement of Disclosyre Requirements

L The SEC has worked with the Investment company mdustry and state securitieg
regulators to develop a "fund profile,” 4 standardized, shotri-form summary of
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2 fupd’s full prospectus. The profile is designed to be more understandable to
investors, and initial imvestor reaction has been very positive. In a related
area, a similar profile program for vanable annoities was angoupced
yesterday.

» Last July, the Commissicn proposed improved disclosure requiremnents for
money market funds to siruplify money market fund prospactuses, making
them less costly to prepare and more understandable to nvestors.

L In the area of derivatives, the Commission late last year proposed rule
amendments that are designed 1o help investors assess the market risks of
derivatives investmments by public companies.

. The Commission is facilitating public access to corporate filings on the
Commission’s Electronic Data Gatbering, Anpalysis and Reirieval ("EDGAR")
system, and reevaluating and updating EDGAR to take advantage of new
technology. The Commission has also approved the issuance of two
interpretive releases designed to encourage issuers to use electronic mediz o
provide prospectuses and other disclosure documents to itvestors, and to allow
broker-dealers, investment advisers and transfer agents to deliver information
o their customers and clients.

Promotion_of Capital Formation

e In March 1956, an internal Commission Task Force on Disclosure
Simplification released a report proposing revisions to modernize and
streamnline the regulatory framework that governs corporate finance and
accounting. ‘The report recommends the elimination of 81 rules and 22 forms
and schedules, as well as the modification of dozens of other rules, forms and
schedules, related 10 corporate finance. The Commission has acted on many
of the proposals already and expects to take further action soon.

. The Advisory Committee 0n the Capital Formation and Regulatory Processes,
headed by Commissioper Steven Wallman, is expected shortly to recommend
further reforms of the repistration and disclosure process — perhaps including
z shift from a securitics registration Systém tp 4 cOmMPany Iegistration system.

Streamlining and Coordipation of Regulatory Efforts
* The SEC has eliminated the nesd for prior review of certain rule filings by

self-regulatory organizations ("SROs") such as the NASD and secunties
exChangss.



» The Comm.ission bas reallocated existing resources to establish a new Office of
Compliance Inspections and Examinations to condvct and coordinate
examinations of brokers, dealers, securities exchanges, investizent companies
and advisers, and transfer agents.

. The Commission has entered intc a memorandum of understanding with state
sacurities regulators and SROs to share information, coordinate examanations,
create a computerized tracking system, and hoid regular planning summits.

® The Commission has streamlined the registration, reporting and reconciliation
requirements for foreign companies.

L The SEC has permitted, in cross-border offerings, the use of cerain

international accounting standards in portions of financial statements filed with
the Commission.

. The Commission has actively supported, through the International Organization
of Secunties Commissions ("IOSCQO"), the efforts of the International
Accounting Standards Committes to develop bigh quality, comprehensive
internarional accounting standards.

These Initiatives are but 2 sample of the Commission’s efforts to reduce regulatory
burdens. At the same time, the Commission is aware that as an administrative agency, it
must operate within the boundaries set by the securities laws. Accordingly, it welcomes
efforts, such as those contained in S. 1813, that would provide the SEC with the tools to
respond more flexibly to a changing market egvironment. It is in this context thit the

Commission tums, telow, to a discussion of some of the most salient issnes raised by

S. 1815.



ITI.  Significant Issues Raised by 8. 1815

A, Rethinking the Federal-State Regulatory Partnership

Overview. Several provisions of S, 1815 would amend the federal securities laws to
preempt state requirsments in the areas of investment adviser regulation and the registration
of specified securities offerings, including offerings by investment companies and offerings
of natiopally listed securities. The bil! does not, however, preempt state regulation in the
broker-dealer area.

The current system of dual federal-state repulation is not the systém that Copgress -
cr the Commission — would create today if we were designing a new systern, ‘While
securities markets today are global, issuers and securities firms still must register many
securities offerings in 52 separate junisdictions; satisfy a multitude of separate books and
records requitements; and bear the substantial costs of compliance with the overlapping
requirements. The current scheme of federal-state regulation is particulasty onerous fos
investment companies, which are extensively regulated by the Commassion, and whose
business 15 fundamentally nationzl in natore.

At the same time, however, state securities authorites play an essential role in the
regulation of the U.8, secunties industry. State regulators are often the front line of defense
against developing problems; they are the “local cops” on the beat who can guickly detect
and respond 0 violations of law. Further, the states have been apgressive in seeking to
publicize mstances of possible fraud and abuse as a means of better educating investors.

It appears that an appropriate balance can be attzined in the federal-state arena that

better allocates responsibilities, reduces compliages costs and facilitates capital formation,



while contimuing to provide for the protection of investors. The bill's approach to the
division of responsibilities in the investment adviser and investment company areas
exemplifies such 2 balance.

Additional Amendments Sugpested for S. 1§13, The Commission has endorsed

H.R, 3005, which would preempt state law requirements, particolarly in the areas of
securities repistration and broker-dealer regulation, that are not preempted in S, 18153, These
other provisions alse achieve the goals of regulatory simplification and protecting investors.
While §. 1815 takes important steps in the right direction, a combination of the approaches
in 5. 1815 and H.R. 3005 would provide 2 more comprehensive rationalization of our
federal-state system.

Securities Registration. 5. 1815 includes significant securities presinption
provisicns with respect to investment companies, and would codify existing state Iaw
exemptions for issuers whose securities are "nationally traded,” that is, listed on the New
York Stock Exchanpe, American Stock Exchange, or on the NASDAQ) National Market
System. However, other securities preemption provisions ¢ould be included that would
enhance the utility of the securnities preempton provisions without sacrificing investor
protection. For example, H.R. 3005 provides relief for smaller businessas that are not
"nationally traded” by preempting federally registered offerings by companies that bave two
years of avdited financial statements and at Jeast $10 million in assets.

H.R. 3005 also provides helpful simplification by presmpting state regulation of
secondary market trading transactions, and of cemain exemptad securities (such as

commercial paper) and municipal securities (except in the state where issued). Most of these



transactions afready are exempt in the states through differing formulations; codification of
the exemptions could reduce "blue sky" expensas considerably.

The Commission sopports these provisions and believes it would be wornthwhile for
the Committee to consider each of these provisions as possible additions o 8, 1815.

Broker-Dealers. S. 1815 would not preempt state involvement in broker-
dealer regulation. The Commission has supponted a number of [imited provisions in this area
contained in H.R. 3005, which are worthy of the Committee’s consideration.

As a geperal matier, the Commission recogmizes that state repuniators have a
compelling interest in determining who may do business within their borders, and in how
such business is conducted. The Cﬂmmissim; alse recognizes, bowever, that businesses
trying to compete in today’s changing financial world are hindered by the potentially
conflicting requirements of 32 jurisdictions, and that, for this reason, securities firms have a
compelling interest in a centralized and predictable regulatory system.

Balancing these two concerns, the Commission believes that states should contimpe 1o
license broker-dealers that do business within thelr respective jurisdictions, and to receive
fees for licensing such broker-dealers. States already have begun to create greater uniformity
by developing a central registration depository system for broker-dealer registation. The
Commission also believes, however, that states shouid not impose books and mecords and
capital requirements that exceed applicable SEC and SRC standards. H.E. 3005 wonld
preesopt state laws that impose books and records requirements, as well as financial

Tesponsibility and reporting requirements, that are incopsistent with or that exceed



requirements established wnder the Exchange Act. The Commission supports state
preemption in this area.

Broker-Dealer Margin. In a relzted area, 5. 1815 does pot include
amendments that appear in H.E. 3005 cooceming margin requirements for broksr-dealers.
The Commission and representatives from the securities industry recommended these
provisions, which wounld remove legislative restrictions on the sources from which broker-
dealers may obtain financing. These provisions also would exempt from the Federal Reserve
Board’s margin requireoents the extension, maintenance or arrangement of credit for a
broker-dealer or a member of a national securites exchange if {1} a substantial portion of the
broker-dealer’s or exchangs member’s business ¢onsists of transactions with persons cther
than broker-dealers or (2) such credit is used to finance the broker-dealer’s or exchange
member’s securities actiﬁtics.as a market maker or woderwriter. The Comynission suppxrts
these margin changes. |

B. Issues Raised by Amendments {o the Investment Compaoy Act

Overview. A substantial portion of §, 1815 would effect important changes to the
Iovestment Company Act of 1940, the primary statute that poverns mutual funds and other
pooled investment vehicles. Many of these chanpes were proposed in the Commission staff
study on the Investnent Company Act.* These changss in the Investment Company Act are
proposed at an appropriate fime -~ over a quarter of a century has passed since the Act was
last significantly revised by the Congpress. The changes in the ibvestment company industry
since 1970 have been dramatic. Nearly one-third of all U.S. households own investment

company shares, 2 fact that attests to the enormous significance of the industry to our
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country's economy and its ¢itizens. The trust in investment companies is based in no small
part on the strong framework for investment company regulation provided by the Investment
Company Act, a law which the fund industry’s leading trade association has termed "a model
of effective legislation. ™

S. 1815 would improve, and help bring into the 215t century, many aspects of
investment company operation and regulation. The bill would accomplish the followinp
objsctives:

- allow the Commission to make its advertising rules more fiexible;

. anthorize the Commission o adopt rules to address deceptive and rmisleading
fund names;

. make wore flexible the Iovestment Company Act’s provisions concerning
"funds of funds” and certain types of insurance prodicts that are regulated as
investment companies;

. improve the system under which mutuzl funds pay their registration fees under
the Securjtiss Act,

. simplify the existing exception from Investment Company Act regulation for
“private” investmnent ¢ompanies with no more than 100 investors;

. create a new exception for investment pools whese oaly sharehelders are
highly scphisticated investors; and

o create greater flexibility for investment companies that tovest primarily in
small businesszes.

Additional Amendments Suggested for 8. I815. While the Commission supports the

changes proposed in S. 1815, the Commission also believes that further changes to the
Investment Company Act arg needed in order to improve the Commission’s oversight of the
investment company industry., H.R. 3003 contzins additional amendments to the Investment

Company Act that would provide the Commission the toels it needs to function effectively in
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todzay’s complex market environment. The Commission urges that these provisions — which
inciude increased authority with respect to recordkeeping, inspections, and shareholder
reports — be incloded in §. 1815.*

Eecordkeeping and Inspections. The fund industry and the Commission agree
that the success of the investment company industry depends greatly on public trust, and also
agrea that public trust is furthered by an effective Commission inspections program.® The
continued success of this program depends oo the Commission’s access to all documents
needed to determine whether funds are meeting regulatory requirsments, The Commission’s
existing statutery basis for fund recordkeeping and imspections, however, is relatively
narrow, The Investment Company Act currently permits the Commission to inspect records
that funds are required to maintzin by Commission rule.® The Act, in turn, limits the
Commission's rulemaking authority to records that relate to the fund’s financial statements.’
Although most funds voluntarily provide all materials that the Commission staff requests,
voluntarisio is no basis for effective oversight.

H._E. 3005 contains provisions that would enable the Commission to specify, by rule,
the information that must be reflected in investment company records. This approach
would strengthen the inspections program and elevate it to the standards that currently apply
to inspections of broker-dealers and investment advisers.® The Commissiozn could use this
rulervaking authornty to facilitate examinations of fund transactions that present novel investor
protection issues. For example, the use of derivative investments, which often involves
complex strategies, can oaly be nnderstood by reviewing records unrelated to the financial

staternents. A complementary provision would clarify the Commission’s authority to receive
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more frequent reports about material events concerning an investment company (such as a
tbanpe in control}.'® This provision would enable the Commission, upon leaming of such
events, to take appropriate action, if necessary, to protect and preserve fund assets.

Shareholder Reports. Finally, H.R. 3005 would broaden the Commission’s
authority to prescribe the content of semi-annual reports to fund shareholders.” With this
augmented anthority, the Commission would be able to require that such reports contain
certain imporant information, such as 2 fund’s investment activities underlying its recent
performance results.? This information may also belp reduce the length and complexity of
fund prospactuses. The Commission supports this enhanced authority.

" . .

Collectively, these provisions could significantly improve investment company
regulation. They are pmﬁmia:l}f important to the Commission’s ability, in the face of
limited resources, to oversee 2 growing industry. In addition, these provisions reflect the
Commission’s sensitivity to imposing unnecessary burdens on investment companies, as well
as its recognition that investment company isternal compliance programs ¢an operate most
effectively in an atmosphere that promotes candor, These provisions would complement the

other Investment Company Act amendments of §. 1815 discussed in the attached appendix.

IV. Conclusion
The Commission is pleased that S. 1815 continues the dialogue o develop securities
legislation that would update and modemize the laws that govern this nation’s vibrant

secunties industry. The Commission takes very seriously the directive to "reinvent™

13



government, and 1t has already bepun to take important steps to reduce bureaucracy,
steamhine regulatory requirements and eliminate repulatory burdens.

The Commission strongly supports the thrust of S. 1815 and its counterparn bill in the
House of Representatives, H.R. 3005. The Commissien also appreciates the provisions of
S. 18135 that break new ground in improving securities regulation. As this Congress draws to
a close, it is constructive to focus efforts on achieving legislation this session that larpely
achieves results we all ideptify as importanst. The Commission is enthisiastic about working
with the Commitiee, as well as other interested parties, on the many significant issues rzised
by these bills. Qur svccess will be measured by the efforts we share to enhance capital
formation, while preserving the invastor protections that are so ¢rucial to our ficancial

markets.
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ENDNOTES

This figure does not include the roughly 5,000 registered investment companies
{represeoting over 23,000 separate portfolios) that alse raise capital in the 1.5,
markets,

See T1.5. SECURITIES AND EXCHANGE COMMISSION, DIVISION OF INVESTMENT
MANAGEMENT, PROTECTING INVESTORS: A HALF CENTURY OF INVESTMENT
COMPANY REGULATION (May 1992),

Oversight Hearings on the Mutual Fund Industry: Hearings Before the Subcomm. on
Securities of the Senate Comm. on Banking, Housing, and Urban Affairs, 103d Cong.,
1st Sess. 94 (1993} (prepared statement of Matthew P. Fink, President, Investment
Company Instinite).

In his floor statement on 5. 1815, Senator Bryan characterized these sections as "key
provisions™ of H.R. 3003, 142 ConNg. REC. 83598 (dally ed. May 23, 1996).

See, &.g., Mutual Fund Indusiry: Hearings Before the Subcomm. on
Telecommunications and Finance of the House Comm. on Energy cnd Commerce,
103d Cong., ist Sess. 99-100 (fuly 22, 1993) (statement of Matthew P. Fink,
President, Iovestment Company Institute).

Investment Company Act section 31(b), 15 U.8.C. § 80a-30(d).

Investment Company Act section 31z}, 15 U.5.C. § 80a-3({z}; Investment Compan}'
Act rule 31a-1, 17 CFR § 270.31a-1.

Section 207 of H.R. 3005 (2mending Investrnent Company Act section 31{a), 15
U.5.C. § 80a-30{a}, to require investment companies to keep such records as the
Commission may prescribe as necessary or appropriate ig the public interest or for the
protection of investors). H.R. 3005 also would amend section 31(b) of the Investment
Company Act to allow exariners to obtain copies of fund reconds without seeking a
formal order.

Se¢e Securities Exchange Act sectons 17(a) and (b}, 15 U.8.C. $§ 78q(a)-(b)
{requiring broker-dealers to produce such records as the Commission may prescribe
by ruie); Investment Advisers Act section 204, 15 U.5.C. § 80b4 (inyposiog a sumilar
requirement on investment advisers}.

Section 206 of H.R. 3005 (amending Investment Company Act section 30(b), 15
T.5.C. & 80a-290b)).
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12,

Section 206 of H.R. 3005 (amending Investment Company Act section 30(d), 15
U.8.C. § 80a-25(d), which currently limits the Commission’s authority to prescribing
the content of financial statements containad in annual reports).

Such mulemaking would be particularly beneficial for the shareholders of closed-end

funds who, unlike their mutnal fund counterparts, receive updates on fund activities
only in the form of anmzal reports.
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APPENDIX
SEC ANALYSIS AND RECOMMENDATIONS ON S, 1815
1. Title I — Investment Advisers Integrity Act
A section 102 — Funding for Enhanced Enforcement Priority

Section 102 authonzes an appropriation of $16 million for the enforcement of the
Investment Advisers Act of 1940 ("Eovestment Advisers Act™) for each of fiscal years 1997
and 1998.

Commission Recommendation. The Conmnission opposes this provision

The Commission strongly supports full and adsquate funding for its investment
adviser regulatory program, and has testified strongly in favor of increased funding for this
prograrn.’ However, the Commission believes that the amount specified in this provision
for enforcement of the Investment Advisers Act appears to be based on 2 set of assumptions
that may not exist if S, 1815 is passed (and the states assume the responsibility for the bulk
of the adviser population). Moreover, as 2 general matter, the Commission believes that
funding for its adviser program needs to be viewed and examined in the context of al} the
Commission’s programs -- particularly at a ime when the Comimtssion’s responsibilities to
the rapidly-expanding sscurities markets are increasing, and overall governmental resources
are decreasing.

The SEC is a small zgency with an extremely large mission — overseeing the fast-
moving U.S. capital markets, worth trillions of dollars, that fuel the UI.8. ecopomy. The
Commission does 50 with modest staff and limited resources, operating in panpership with
the private sector self-regulatory orgamzations ("SROs"), rather than through pervasive
regulation. In recent years, recognizing the need for fiscal restraint throughout goveroment,
the agency has kept its budget essentially "flat, " while the industry and the investing :
populatzon have grown dramatically. The Commission is willing to contigue to take on that
challenge, but the Commission needs stability in our overall funding and flexibility in
allocating our overall resources to meet that goal.

Thus, the Commission would strongly support reanthorization for the agency for all of
its programs. Towards that end, the Commission has supported H.R. 2972, which
reauthorizes the Commission for fiscal year 1997 for a total amount of $317 million. That
bill also contzing provisions designed to stabilize the Commission’s fees and funding stucture
— which have been the subject of controversy in recent years. We understand that the
related issues of the Commission’s fees and funding structure continue to raise questions.
However, in the absence of 2 more comprehensive approack to SEC funding, the
Commission does not support dealing with reauthorizing its programs in a piecemeal manner,



B. Section 103 — Inproved Supervision Through State and Federal
Cooperation

Section 103 of 5. 1815 calls for states to assume 2 primary role with respect to those
advisers that are small businesses.’ Larger advisers — those with over $25 million under
manapement —~ would remain registered with the Commission and would be relieved from
state repistration and repulation. The Commission would contioue to repulate smaller
advisers that are based in the few states that do not regulate investment advisers and could
continue to bring anti-fraud actions against investment advisars that are registered with the
states.

Commission Recommendation. The Comumission supports this provision.

Today, there are approximately 22,500 investment advisers registered with the
Commission. The ranks of registered investinent advisers Rave increased by over 500%
since 1980, far outstripping the prowth in the Commission’s examination resources. As a
result, smaller investment advisers are now examined, on aveérage, once every 44 years -
which means that they are not inspectad at all.

There is clearly rocm — and a pressing need - for states 10 pley an importangt role
with respect to the regulation of small investment advisers. The Commission supports the
approach taken in S. 1815, a system of jurisdiction sharing, under which state regulators
would assume primary responsibility for examining small advisers that are primarily local
businesses. Larger advisers, with national businesses, would remain registered with the
Commission and would be relieved from state registration aad regulation,

The Commission supports 8, 1815's innovative approach to one of our major
concerns — assuring adequate oversight of the growing investment adviser and fonancial
planner professions.’ Today, many advisers hold themselves out o the public as
"REGISTERED WITH THE SEC," 2 phrase likely to invoke the image of respectability and
of Commission oversight. In light of the existing practical realities of inspections,
confidence placed in an adviser based solely on registraticn with the Commission 15
misplaced.

The approach taken in 5. 1815 recognizes the Limited resonrces of the Commission
and the states and that those resources can best be utilized to protect clients of investment
adwvisers if overlapping regulatory responsibilites are eliminated. Based upoa data filed with
the Commission, states would assume primary responsibibity for over 16,000 wvestment
advisers {or almost 72% of Commission registrantsy. We estimate that the approximately
6,300 investment advisers that would remain under Commission supervision manage
approximately 95% of the almost $8 trillion currently overseen by investment advisers.*
Thus, under S. 1815's approach, the Commission could concentrate its resources on those
advisers that typically have national businessas that can have significant effects on the
nation’s capital markets. '



Section 103 would preempt state regulation {except the enforcement of anti-fraud
laws) with respect to Commission-registered advisers as well as advisers that are specifically
excepted from the definition of investment adviser. The section would also preempt state
regniation of persons who are employed by Commisston-registered advisers, i.e., persons
associated with investment advisers. The effect of this provision is that these persons will
pot be subject to state testing and competency requirements. This raises the question whether
federal standards for competency ougpht to be established. We intend to study this issue and
will report back 1o you on our coaciasions.

Section 103 also contzins a provision allowing the Commission to grant exemptions
from the prohibition apainst registration with the Commission.® This authority could be an
important source of flexibility, permitting advisers that have national businesses, but that do
sot have $25 million vader management, to nopetheless register with the Commission (and
not with the states). This authority would cosble the Commission, for example, to address
gircumstances in which an adviser temporarily does not have $25 million under management.
In this ¢ase, it would be burdensome for the adviser to register with the stat=s only to
derggister a short time [ater and re-register with the Commission. In addition, the
Commission could use the authority 10 smooth the transition process after the passage of 5.
1815 (for example, by allowing advisers in & particular state, at the request of that state, to
temain registered with the Commission while that state upgrades its adviser registration
laws).

Finally, Section 103 would facilitate the creation of a national filing repository for
investment adviser registrations.® Even under the regulatory scheme contemplated by S,
1815, many advisers would continue to make filings with the states as well as with the
Commission. Advisers and regulators could realize substantial efficiencies in a one-stop
filing system. A similar system 35 operated by the National Association of Securites
Dealers, Inc. for registered representatives of broker-dealers and has been very successful in
reducing paperwork fer the industry and the regulators.

C. Section 104 -- Interstate Cooperation

Section 104 would limit states to enforciog (1) books and records and (2) financial
responsibility laws of the "home"” state of the investment adviser to ensure uniformity.

Commission Recomipepdation. The Cornmission recommends that the Commitiee
consult with the states regarding this provision.

Altheugh this provision does not involve the Commission ditectly, we do note that
limitations on state recordkeeping might impair efforts by some states to regulate within their
borders. For example, the "home" state may not require the adviser to keep records of its
employees by location. Therefore, a particular state mipht pot be able to get a list of
employess doing business in that state from an adviser whose bome state does not require
that the adviser keep that information in that format. The Commission suggests that the



Commintee consult closely with the states regarding any practical issues raised by this
provision.’

D. Section 105 - Disqualification of Convicted Felons

This provision would allow the Commission to deny or withdraw the registration of
any person convicted of a felony (or of any adviser associated with such a person).’

Commission Recommendation. The Commission supports this provision.

The Investment Advisers Act now identifies only specific crimes primarily mvolving
financial matters or theft. Thus, an embezzler could be barred from the advisory industry,
but not a convicted murderer, In a few cases, the Commission bas had some difficulty in
keeping an obviously unfit felon from regisisxing. This new authority would ¢liminate this
problem.

II.  Title IT - Facilitating Investinent in Mutual Funds
A.  Section 202 — Funds of Funds

Section 202 would amend section 12{d) of the Investment Company Act of 1940
{("Investment Company Act™) to address two types of arrangements that involve investments
by & registered investment company in anotber registered investent company. Section 12(d)
currently fimits the extent to which one investment company {"acquinng fund™) may invest in
another investment company ("acquired fund™). Section 202 would exempt from this
provision fund of funds arrangements that involve funds that are part of the same "group” of
mvestment companies. This section also would give the Commission additional exemptive
authority to address new types of fund of funds aryangements,

Section 202 zlso amends section 12(d)(1WE), which addresses situations in which an
acquiring fund invests all of its assets in a single acquired fund. The amendment would
clarify the application of centain sharebelder voting procedures specified in section 12{d)(1)
to acquiring funds that are registered with the Commission.

Commission Recommendation. The Commission supports this provision.

In 1970, the Investment Company Act was amended to restrict fund of funds
arrangements in regponss to concerns that arrangements of this sort prevalent at that time had
resulted in excessive layering of fees and abuses of control arising from the concentration of
voting power in the acquiring fund.’

A new type of fund of funds, involving a fund that invests in other funds in the same

group or "family” of funds, has been popular with Investors recently. These arrangements
appear to be attractive because they offer investors a way to diversify their fund mvestments
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through a single, professionally managed portfolio.’ The Commission has recently granted
individual exemptions from the Investment Company Act’s restrictions to several similar fund
of fonds arrangements, subject to conditions desighed to address the concerns upon which the
restrictions were premised {f.e., overly complex corporate structures and excessive
distribution fees). ™

The Commission Supports this amendment to section 12(d) of the Investment
Comparcy Act. S. 1815 would incorporate certain of the conditions in the Commission's
orders into a statutory exemption from section [2(d)(1) and would enable fund of funds
armangements involvieg a group of investment companies to be offered without obtaming
prior exemptive relief from the Commission.? The provision also would give the
Commissiop authority to adept rules {0 fill any gaps in investor protection or to address any
abuses arising in connection with the new fund-of-funds exemption. In addition, the
Cormmissiop would be able to use its authority under the Securities Act of 1933 ("Securities
Act") to require full disclosure of the acquiring fund’s expense structure (for example, by
requiring an acquiring fund to disclose in the prospectus fee table the cumulative advisory
fees paid by the acquiring and acquired funds).

S. 1815 also would pive the Commission greater authority to exempt other types of
fund of fonds zrrangements from the Iovestment Company Act’s restrictions. Toe
Commission, for example, could use this avthority to issue a rule exempting arrangements
that involve funds that are not part of the same fund family or that otherwise do not fall
within the pew exemptive provision.

The Commission zlso supports the amepdment in 5. 1815 that addresses shareholder
voting procedures for funds that rely on section 12{d}(1}E). Section 12{d)}{1}E) is used in
arrangements (such as "master-feeder™ fund arrangements) designed to facilitate the acquired
fund’s access to alternative distribution channels to sell its shaves. In a master-feeder
arrangement, one or more funds ("feader” funds) invest solely in the shares of another fund
{"master* fund}. Whea 4 matter is submitted, generally by the master fund’s directors, for
approval by the master fund’s shareholders, the Investpent Company Act, in cenain
instances, requires feeder funds to seek voling instructions from their shareholders and vote
accordingly ("pass-through voting™),® This provision secks to place coptrol of matters that
fundamentally affect the master fund's operations and mvesunents in the hands of the feeder
finds” shareholders, *

Because the master-feeder voting provision initially was enacted to address concerns
about unregistered foreign funds investing in and exercising control over 1J.8. funds, it
appliss only 10 unregistered feeder funds.”® S. 1815 would recognize that feeder funds’

shareholders should have a voice in the fundamental decisions affecting the master fund in all
CHSGS.“



B.  Section 203 -- Flexible Registration of Securities

Section 203 of §. 1815 would amend section 24 of the Investment Company Act,
which relates to the registration of investroent company securities under the Secorities Act.
The amendmests would implement s new system under which mutoal fonds and certain other
types of investment companies would pay registration fees under the Securitiss Act. A fund
would be required to pay its repistration fees to the Commission within 90 days after the end
of its fiscal year based upon the net sales of the fund for that fiscal year, A fund tha! missed
the filing deadline would be required to pay interest on the amount due, at the rate
established by the Secretary of Treasury under the Debt Collection Act of 1982.

Commission Recommendation. The Comnmission supports this provision, with
one reservation regarding its effective date.

Mutuzl funds and ceriain other types of investment companies sell and redeem their
shares on a continuous hasis. The Commission has adopted rules that permit funds to offset
(or "net"} sales against redemptions for purposes of calculating the registration fees that must
be paid oo these shares vader the Securities Act, While this approach can substantially
teduce fees, the Investment Company Act contains provisions that require the Commission's
rules to impese rather severe consequences if cerfain filing deadlines are not mef.  Failure to
pay these fees within 60 days preciudes a fisnd's petting of sales against redemptions for
purposes of fee calculations, resulting in significantly higher registration fees.” Failure to
pay the fees within 180 days could result in the fund’s being deemed to have sold
unregistered securities.” These penaltiss are ot designed to protect the interests of fund
shareholders; rather, they reflect a mismatch of the fee payment stacmre of the Securities
Act and the reality of fund operations.

5. 1815 would implement & new, simpler system for the payment of registration fees.
This system wonid insure that muneal funds would not be desmed to have sold unregisiered
securities or lost the ability to net redemptions apainst sales simply because the registration
fee was paid late. The provision requiring that interest be paid on late filings should
encourage timely filing and would compensate the TS, Treasury for any delay m the receipt
of revenues,

The Commission’s one reservation concerning the provision relates to its effective
date. The provision would become effective 180 days after the date of enactment of 8, 1815,
Toe Commission believes this would not be a sufficient amount of time for the Commission
to review its nules and reprogramn its systems to accommodate the changes. We request,
tberefore, that the effective date be extended to one year or upon such earlier date as the
Commission may specify by rule.



C.  Section 204 — Facilitating the Use of Current Information in Advertising

Section 204 would add subsection (g) to section 24 of the Investment Company Act to
expressly anthorize the Commission to permit imvestment companies to use 2 new type of
"advertising" prospectus for purposes of section 5(b)(1} of the Securities Act.

Commission Recommendstion. The Commission supports this provision.

Advertising 1s particularly important to mutual funds because they continuousiy offer
and sell their shares to the public. Like other public issuers of securities, funds are subject
to the advertising requirements of the Securities Act. That regulatory scheme, bowever, has
proved to be problematic when applied to fund advertising,

Cumently, funds may advertise performance data and other information, s Jong as
the "substance of™ that information is contained in the fund’s prospectus. As a result of the
"substance of " requirement, funds often cannot advertise matters of investor interest, such as
policies that a fund will not hold particufar instruments, such as derivatives, for example, or
the effect of economic conditions on the fund’s investment policies, since these matters may
not have been addressed in the fund’s prospectus and related statement of additional
information.” Funds often attempt 10 aveid this result by cluttering their prospectuses {or
related statements of additional information) with information they may later want to inglude
in advertisements. :

This provision of 5. 1815 would improve fund advertisiog by giving the Commission
express authority to create 2 new investment company "advertising prospectus.” The
amendment would enable funds to use such 2 prospectus to show performance data and other
information unrestricted by the "substance of” requirement. The advertising prospectus
generally would be subject to the liahility provisions of the Securities Act applicable 1o
prospectuses.” This provisicn should further the Commission’s efforts to develop shorter,
more "investor-friendly” disclosure documents, since advertisements would no longer be tied
to the contents of a fund's prospectus. The provision also may increase the amount of
information about funds that reaches investors, which should, in tum, benefit investors and
funds.

D. Rection 205 — ¥Yariable Insurance Contracts -

Section 205 would amend sections 26 and 27 of the Investment Company Act as they
refate to the regulation of variabie insurance contracts. These investment products generally
must meet the provisions of the Lyvestment Cotpany Act governing periodic payment
plans.” 5. 1815 would recognize that variable insurance contracts fundamentally differ

from periodic payment plans and should not be treated identically under the Investment
Company Act.

LCommission Recommendatign, The Comemission supports this provision.
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Variable insurance contrarts, deveioped well after the adoption of the Investment
Company Act, have experienced exponential growth in recent years, The application of the
Investinent Company Act’s provisions governing periodic payment plans to these products
has been difficult, resulting in the regulatory equivalent of fitting a square pep into a round
kole.

With respect to variable insurance contracts, S. 1815 would replace the specific
limits on the amount, type, and timing of charges that apply to periodic payment plans with
more general prohibitions agaiest excessive fees similar to those applied to mutual funds
under the Investment Company Act.® Aggregate charpes under variable insurance contracts
would bave to be "reascnable.*® S, 1815 alse would give the Commission explicit
rulemakicg authority that could be used to address any potential abusive practices.

E. Section 206 — Prohibition on Deceptive Investment Company Names

Section 206 would amend section 35(d) of the Investment Company Act to grant the
Commission rulemaking authority to define investment company names or the title of the
sacurities they issue as materially deceptive or misleading.

Commission Recommendation. The Commission supports this provision.

In selecting muiual funds, investors often focus on fund names as a way of
determining the fund's investment objective and level of risk, often to their detriment. Food
names, for example, that include the word "government,” “puzranteed,” or “insured” may in
$Ome cases cause mvestors to cooclude, mcormectly, that their investments are puarantesd by
state or federal governmental authorities.

Although the Investment Company Act currently prohibits funds from using
misleading or deceptive names, the means provided iv the Act for enforcing this provision
are antiquated and burdenspme. The Act requires the Commission to find, and declare by
order, that a fund’s name is deceptive or misleading, and then bring an action in federal
court to enjoin the use of the name.® This process is potentially cumbersome and rarely
has been usad by the Commission. S. 1815 would give the Commitsion a more effective and
efficient means of handling this problem by authorizing the Commission to address these
practices by rule.® Such rulemaking would help achieve clarity in labeling that benefits
investors and funds alike *

F. Section 207 — Excepted Investment Companies

Section 207 would amend section 3{c){1} of the Investment Company Act, which
excepts from the Act’s regulation investmen: funds that do not publicly offer their securities
and have po more than 100 investors ("section 3(c)}1) fonds™). Section 207 also would add
new Sections 3(¢)(7) and 2{a)(51) to the Investment Company Act for purposes of creating &



new exception from the Act’s regulation for investment funds designed for financially
sophisticated "qualified” investors (“qualified purchaser pools™).

Commission Recomrpendatipn. The Commission generally supports this

provision, with certain reservations.

Amendments to Secpon 3cifl). The Commission supports this provision.

Section 3{c)(1} currently excepts from registration and regulation under the Act any
fund that has no more than }00 investors and does not publicly offer its sacurities.” These
Limitations were designed to ensure that funds excepted from regulatio in this manner are
sufficiently private in nature. 8. 1815 would siroplify the complex test now used to calculate
a section 3(c)(1) fund’s 100 investor limit. Under the current iest, a section 3(c)(1) fund
may have to inclode within the 100 investor hmit the s.harnhald:rs of certain corporate
investors in the fuad.® In practice, section 3{c}1) funds avoid application of this "look
through” provision by restricting corporate investments 0 less than 10% of their securities.
As amended, section 3(¢)(1) would no jonger require a saction 3(c){1) fund to count the
underlying shareholders of its corporate, non-investment company investors under any
cirvumstances. This change ip the Iaw is warranted because such invesiors are unlikely to be
mere ¢condults intended to enable 2 section 3(¢)(1) fund o bave indirectly more than 100
investors.

Pualified Purchaser Pool Provision. The Commission generally supports this
provision, with certain reservations.

S. 1815 would create a new exception from registration and regulation vnder the Act
for investmen! pools whose shareholders are all highly sophisticated, “qualified porchasers.”
These new pools, while prohibited from making public offerings, would not be required to
limit the aumber of their investors. The Commission sgpports an exception from Iivestment
Company Act regulation for qualified purchaser pools,

The qualified purchaser pool concept would recognize that financialty sophisticated
Iovestors are 1o 4 position to appreciate the risks associated with investment pools that do not
have the Envestment Company Act’s protections.” These investors generally can evaluate
on their own behalf matters such as the level of a fund’s management faes, governance
provisions, transactions with affiliates, imvestment nisk, leversge, and redemption nights.

§. 1815 would define a qualified purchaser as any ratura! person who owns at least
$5 million in "investments,” or any other person (e.£., an institutional investor) that owns
and manages on a discretionary basis ar teast $25 million in investments.>® The
Commission would be required tw define what constitutes an investment for purposes of
meeting these thresholds.” The Commission alse would have rulemaking authority to
define additdonal persons as qualified purchasers (i.e., persons that do not meet the statutory
threshold) based on factors that relate o the person’s financial sophistication. ™ In addition,



provisions of 5. 1815, however, may open qualified purchaser pools i persons who do pot
themselves meet the standards of sophistication reflected in the qualified purchaser exception.

Subject to these reservations, the Commission supports the general approachk io 5.
1815. This approach wonld codify thresholds of financial sophistication, while enabling the
Commission to adjust these thresholds in response to changing financial conditions or take
other appropriate action based on its administrative experience with the qualified purchaser
EXCEption.

G.  Section 208 —~ Performance Fee Exemptions

Section 208 would amend section 205 of the Investment Advisers Act to except
investment advisory contracts with gualified purchaser pools from the Act’'s prohibition on
performance fees. Section 208 also would amend section 205 1o give the Commission
cxplicit authority to exempt from the perfonance fee prohibition investment advisory
contracts with sophisticated clients asd clients that are not residents of the United States,

Commission Recommendation. The Commission supports these provisions.

The Iavestment Advisers Act generally prohibits a registered investment adviser from
receiving compensation on the basis of 2 share of capital gains in or capital appreciation of a
client’s account.”” Commonly referred o as perfonnance based compensation or a
"performance fes,” this type of compensation arrangement can take various forms. A fee
equaling 10% of an account’s gains, for example, or a fee of 20% of all the gains in an
account exceeding the performance of a desipnated securities index or other bench mark is a
type of performance fee.

‘The prehibition on performancs fees was included in the Investment Advisers Act
because of Congress’ concern that performance fees created incentives for advisers 1o take
undue risks in managing a ¢lient's account in order to increase advisory fees.® In 1970,
Congress concluded that performance fees were not necessarily undesirable in all cases and
exempted from the performance fee prohibition a type of fee known as a "fulcrum fee. ™
Investment advisers may enter into fulcrum fee arrangements with registered investment
companies or persons with at least $1 millioe in assets. Comunission rules also provide a
limited exemption from the prohibition for advisory contracts with clients having at least
$500,000 under management or a net worth exceeding 31 million, %

The level of sophistication of the investors in a qualified porchaser pool suggests that
this kind of issuer should be allowed to enter into a fee armangement that is not a fulcrum
fee. S. 1815 also would allow the Commission greater flexibility, for example, to exempt
from the prohibition advisory contracts with institutional clients that ¢an appreciate the risks
of performance fees apd are in a position to protect themselves from averreaching by the
adviser,
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Finally, this provision would recognize that advisers shonld not be prohibited from
entering into performance fee contracts with their foreign cliepts, particularty when such
arrangements are legal and customary in a client’s country of residence. This provision also
would help eliminate the competitive disadvantage experienced by 1.5, investment advisers
unable to enter into customary performance fee arrangements with foreign clients.®

M. Title I -~ Reducing the Cost of Saving and Investment

A. Section 301 — Exemption for Economic, Business, and Industrial
Development Companies

Section 301 of §. 1815 would creats an exemption under the Investment Company Act
for a company whose activities are limited to the pmmutmn of economic, business, or
mdustrial development of snterprises deing business in the state in which the company is
orpanized.  Such 2 company could sell its securities only to accredited investors as defined
in the Securities Act'® and rules thersunder and to other persons antborized by the
Commission. In addition, the company could not issue redeemable securities, and would be
required to sell at least 80% of its sscurities to residents of the state in which the company is
organized. Companies relying on this exemption would be subject to certain restrictions on
the purchase of securities issued by an investment company.

Commission Recommendatign. The Commissipn supports this provision.

The Commission belicves it appropriate to create an exemption from federal
regulation for these companies, which are designed to stimulzte local economies by providing
direct investment and loan financing, as well as managerial assistance, to different types of
state and jocal enterprises. To date, the Commission has used its exemptive authority under
the Investment Company Act to exempt from some or all of the Act’s provisions 15
companies organized for the purpose of providing financing and managerial assistance to
loczl businesses. S. 1815 would eliminate the need for such companies to seek exemptive
orders.

This proposzl is premised on states having a strong interest in these companies’
operations. At least 80% of the company’s securities would have 1o be sold to 2 particular
state’s residents.® Further, to qualify for the proposed exemption, a company would have
to be regulated under a specific state statute and organized under the laws of that state.
Forty-four states now have statutes specifically anthorizieg the creation of these companies.
Because some state statutes provide comprehensive regulation, while others are less
substantive, 5. 1815 would authorize the Commission to supplement state provisions when
necessary to respond to investor profection concerns.

S. 18135 also contains a number of other investor protection requirements. In

particolar, to avoid confusion between an exempt company and ar open-end fund registered
under the Investmen! Company Act that also limits itself to making investments within a
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state, an exempt company wouid be prohibited from issuing redeemable securities. In
addition, an exempt company could sell its securities only to accredited investors and other
persons authorized by Commission rule or order.

B. Section 302 — Intrastate Closed-end Investment Company Exemption

Section 302 of S. 1815 would expand the Commission’s anthority to exampt from
Investment Company Act regulation closed-end funds that publicly offer their securibes
solely within a particufar state, by increasing the aggregate offering amount of securities that
could be offered by these companies from $100,000 to $10,000,000.4

Commission Recommendation. The Commission supports this amendment,

The Commission currently is authorized to exempt an intrastate closed-end fund from
some or all of the Investment Company Act’s provisions s0 long as the aggregate proceads of
completed and proposed offerings do oot exceed $100,000. This limit was set in 1940 and
never has been chanped. To reflect the capital needs of intrastate funds in today’s financial
markets, 5. 1815 would increase the aggregate offering amonnt to $10 mitlion or such other
amount as the Commission may set by rle or order.®

C. Sections 303-307 — Business Developiment Companies

Sections 303 through 307 of S. 1815 would amend certain provisions of the
Investment Company Act that pertain to business development companies. Section 303
would amend the definition of "¢ligible portfolio company,” in which business development
companies invest, 1o include any company that has total assets of $4 million or less and
capital and surplus of not more that $2 million, and asy other company that meets criteria
prescribed by Commission rule ("small eligible company™).* Section 304 would amend
the definition of "business development company” to provide that a business development
company does not have to make available significant managerial assistance 0 a small eligible
company.” Section 305 would permit business development companies to purchase the
securities of companies that do pot qualify for margin kisting under Federal Reserve Board
regulations, from any person, rather than having to acquire these secutities directly from the
portfolio company itself or its affiliated persons.™ Section 306 would modify the current
capital structure restrictions on business development companies 1o permit them o issue more
than one class of debt, to issue short-term warrants, options or rights that are accompanied
by any other security, and to 1ssug long-tent warrants, options or rights on a stand-alone
basis.** Finally, Section 307 would anthorize the Commission to require business
development companies to supply shareholders anmally with 2 writien statement describing
the risk factors associated with their capital stroctures. w*°

Commission Recommendation. The Commission generally supports these
provisions, with certain reservations.
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Business development companies or "BDCs" are closed-ead funds™ that invest in
sinall and developing businesses,® Unlike traditiopal investment ¢ompanies that invest
without becoming actively involved in the mapagement of their portfolio companies, BDCs
are required by the Investment Compapy Act to offer significant managerial assistance to
their portfolic companies.® These amendments would provide BDCs with more flexibility
in 2 number of respects and may resuli in additiona! investment in small businesses.™

The Commission regulates BDCs in a manner simifar to registered mvestment
companies. BDCs, however, are not required to register with the Commission as investment
companies, and generally are permitted greater flexibility in dealing with their portfolio
companies, issuing and pricing securities, and compensating management.**

Although they were envisioped as a public alternative to private venture capital firms,
BDCs have drawn only limited public investor intsrest,® In 1993, there were only about
44 active BDCs with assets of about $2.5 billion. In 1995, the mumber of active BDCs
increasad to 60, but the assets under management declined to $2.1 billion. S. 1815 would
thange BDC regulation to make it easier and less costly for BDCs to offer securines and o
invest in small businesses. S. 1815 would create a new class of portfolio companies in
which BI>Cs could invest without making available "significant manageria! assistance,®
permit BDCs to acquire more freely the securities of portfolio companies, and allow BDCs
greater flexibility in their capital structors,

New Clags of Small Portfolio Companies. The time and expense involved in
providing managerial assistance to companies Baving Jow levels of total assets and market
capitalization may deter BDCs from investing in them. These companies, however, often are
most in need of capital. To address this issue, 5. 1215 would create a new class of portfolio
companies in whichk BDCs could invest without making available significant managenal
assistance. This new c¢lass would include any company that has total assets of 34 million or
less and capital and surplus of not more than §2 million,* and any other company that
mests criteria prescribed by Comrpuission rule.

Acquisitions of Securides. 5. 1815 also would permit BDCs 1o acquire more freely
the securities of portfolio comparnes. Currently, BDCs must menitor their portiolios to
assure that at least 70% of their assets are invested in cash, secunties of financially troubled
businesses, and securities of "eligible portfolio companies.™ Eligible portfolic companies,
to which BDCs must offer managenat assistance, are companies that the BDC controls or
corgpanies that do not qualify for margin listing under Federal Reserve Board regulations.
Currently, the securities of portfolic companies that do not qualify for margin listing must be
acquired directly from the companies or their affiliated parsons.® The provision would
permit BDCs o acquire these securities from any other person, potentially increasing the
liquidity of such securities.

Capirgl Structure Amendmernys. Finally, S 1815 would amend the Investment
Company Act to permit BDCs greater flexability in their capital strocture. §. 1815 would
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permit BDCs to issue, without restriction, multiple classes of debt securities. A BDC
currently may issue more than one class of debt only if all of its debt securities are privately
held or guaranteed by financial institutions, and the BDC bas no intent to distribute publcly
any class of debt securities. 5. 1815 would permit public investors to participate in offerings
of multiple classes of debt.

5. 1815 also includes two provisions that would ease restrictions on a BDC's ability
$0 issue warrants, optious, or rights. Corrently, BDCs may issue only (1) short-term
warrants, options, or rights to their security holders, or (2} warrants, options, or rights that
expire within ten years and are accompanied by debt securities. S. 1815 would permit BDDCs
10 issue warrants, options, or rights that expire within tent years if they are accompanied by
any other securities, including equity securities, issued by the BDC. S. 1815 further would
zllow BDCs to issue long-term warrants, options, or rights on a stand-alone basis, subject to
certain conditions.

Finally, to address the additional risks associated with the proposed capital structure
amendments, 5. 1815 would authorize the Commission to require BDCs anoually o supply
shareholders with a written statement describing the risk factors associated witk their capital
stmonires.

D. Section 308 — Facilitating National Securities Markets

Section 308 of 5. 1813 contains proposed amendinents to the federal securities Jaws
that would preempt in specific circumstances state requirements with respect to securities
registration. Under S. 1815, the following types of offerings are preempted:

. Seeurities issued by investment companies in transactions registered uoder the
Securities Act;

. Secorities listed on the New York Stock Exchange, the American Stock
Exchange, and the National Association of Securities Dealars Antomated
Quotattons ("NASDAQ") National Market System, as well as categories of
secunities listed on Other exchanges or tading systems, as determined by the
Commission consistent with the purposes of the title and the protection of
tnvestors, provided, in each case, that the securities are registered under the
Securities Act; and

. Securities offered and sold to "qualified purchasers,” as defined by the
Commission.

In thase specified areas, the states would not be permitted, directly or indirectly,
require registration or qualification of these securities transactions; prohibit, Limit or impose
conditions on the use of offering documents; or prohibit, limit or impose conditions upon the
offer or sale based on the merits of the offering or the issuer. Instead, in these offerings the
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1ole of the states would be Lmited to: (1) requiring notice filings and collecting fees with
zespect 1o certain securties filings; {2) enforcing anti-fraud provisions; and (3) policing
broker-dealer conduct.

Under §. 1815, the preemption for the secorities offerings described above (other than
investment companies and offers and sales to qualified purchasers} would not apply to
specified problematic offerings, such as offerings by blank check companies, pa:mmhips
fimited liability companies, penny stock, or roll-up transactions. Also, preempton would not

apply if a person associated with the offering 1s subject to specified statutory disqualifiers.

Commissiop Recommendation. The Commission supports these securities
registration preemption provisions, with one request for clarification and various
techmical comments.

Consistent with the Commission’s position on the comparable provisions in H.R.
3005, the Commission believes that it is appropriate 1o provide for exclusive federal review
of the offerings noted above. States would continue to provide important safeguards in
coanection with policing fraud in these offerings, and would receive notce filings and fees as
specified to facilitate this program. Importantly, the preservation of authority makes clear
that states would continue their role in regulating broker-dealsr condizet whether or not the
offering is preempted from state review. The Commission believes that the ability of the
states to continue o overses broker-dealer condoet in connection with preempted offerings is
important to ensure continued investor protection.

Exclusive federzl review in the imvestment ¢company area would provide significant
new bepefits. State repulation ¢zn pose particularly sigonificant obstacles to investment
companies, whick typically engage in business op 2 national scale and are constantly in
registzation. Investment companies, moreover, are comprehensively regulated at the federal
level under the disclosure provisions of the Secunities Act and the substantive repulatory
provisions of the Investment Company Act.

With respect to securities traded on the specified national exchanges, the smates have
already taken important steps toward eliminating duplicative securitiss registration
requirements by, for the most part, exempting from blee sky regulation companies traded on
the New York Stock Exchange, the American Stock Exchange and the National Market
System of NASDAQ. The Commission believes it is appropriate to codify thess exemptions
as proposed in 5, 1815.%

One area that does require further clarification, bowever, is the provision in 5. 1815
allowing the Commission to specify that certzin categories of secorities listed on other
exchanges or trading systems would be further preempted from state law registration
requirements. The Commission agrees that it is appropriate 10 extend preemption to future
trading systems or categories of securities traded on exchanges, provided that listing or
qualification standards are comparable to the listing standards of cther exchanges the stock of
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Com:mission the flexibility to explore and adopt new approaches to registration, disclosure,
and related jssues,*

Two far-reaching injtiatives o develop such new approaches are already uoder way at
the Commission. Last year, the Commission established an Advisory Comumirntee on the
Capital Formation and Regulatory Processes (“Advisory Commirtee”), which is copsidering
comprehensive reforms of the registration and disclosure process. The Commitiee’s mandate
is broad in scope; it is considering, for example, whether Commission rules should permit a
repisiration concept that relies more on company disclosure and market-driven securites
disciosure (company registration) rather than on the Commission’s mandated transaction
disclosure. This approach could both streamline registration and disclosure requirements,
while acmally enhancing information flow and protections to investors. The Commuission
expects o receive the Advisory Commitiee’s recommendations in the near future,

The Commission also established an internai Task Force on Disclosure Simplification
("Task Force"), which reviewed all forms and all disclosure requirsments imnposad on public
companies. The Task Force — whose outside advisor was Philip Howard, author of a book
oo regulatory simplification entitled The Death of Common Sense — made jis
recommendations to the Commission in March of this year. The Task Forte recomeended
eliminating 81 mles and 22 forms and modifying dozews of others. The Commission already
has taken acton to Lopisment a number of the proposals.

A grant of general exemptive authority under the Securities Act could make it easier
for the Commission to implement certain proposals that seek to assist small businesses with
capital formaticn, such as the pending "test-the-waters™ proposal. In addition, gensral
exemptive authority conld facilitate the implementatiop of "company registration” following
the recommendations of the Commission's Advisory Committee {(althongh it appears at this
time that much of the company registration proposat could be mmplemented, albelt somewhat
more awkwardly, under the Commission’s exasting rulema¥ing authority).

Similarly, the broad exemptive anthority under the Exchange Act, would allow the
Commission to provide exemptions from Exchange Act reporting and other provisions,
perhaps in tandem with exemptions under the Securities Act. In addition, the Exchange Act
exemptive authority would be useful to the Commission in its consideration of issues related
to the securities markets more generally, For example, the proposed section would allow the
Commission flexibility to address appropriately the regulatory concerns raised by the recent
proliferation of electropic trading systems, which do not fit neatly into the existing regulatory
framework for exchanges. For example, the Commission would be able to adopt mules
exempting certain classes of entities from the exchange registration requirements under the
Exchange Act. Proposed Secticn 309 would alse permit the Commission to exempt centain
classes of persons from regulation under circumstznces in which the activities of such
persons would not pose rnisks to the investing public, including the avthority to exempt
certain persons from the definition of "broker” and "dealer,”®
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F. Section 310 — Analysis of Economic Effects of Regulation

Section 310 of 5. 1815 would require the Chief Economist of the Commission to
prepare a report on each rule proposed by the Commission. This report would include an
anzlysis of the likely costs of the regulation on the securities markets and the participants in
those markets, and the estimated impact of the rule on economic and market behavior.
Before any mule could become effective, each Commissioner would have to receive a copy of
the Chief Economist’s report and the report wouid have to be printed in the Federsl Register,
This section also would authorize appropriations of $6 million for each of fiscal years 1997
and 1998 for the Commission’s Economic Analysis Program. :

Commissign Recommendation. The Commission opposes this provision.

The Commissiop understands the value of economic apalysis in considering regulatory
aliernatives in response to changing market conditions. In this regard, the Commission has
just selected & new Chief Econonust, and is rapidly increasing the Office of Economic
Analysis® staff, as well as its budget — up 50% to $3 million. In addition, the Director of
the Division of Market Regulation 15 2n economist, and the Division of Corporation Finance
will be adding an econonist to ifs staff shortly.

In responding adeguately to sitvations that arise in the market through rulemaking, the
Commissicn considers many alternative solutions within its statutory mandate, as well as
their poteatial effects and side effects. Through the notice and comment process, the
Commission requests comment on key elements of the proposal, including the costs and
benefits of the proposed rule, and whether any burdens the proposed rule imposes on
competitiop are necessary. [t uses the information it receives to make judgments in
formulating final rules. As part of this analysis, the Commission wetghs the costs irnposed
by a potzmtial rule and the benefits achieved.

Although the Commission considers anatysis of the potential costs and benefits an
integral part of its rulemaking process, the Commission bas several concerns regarding the
proposal in this bill. Of greatest concern is that by focusing on 2 rule-by-rule, amendment-
by-amendment analysis, S. 1815 would trivialize the role of economic analysis. Our
economists find that, as a general matter, their efforts are berter dirscted toward analyzing
the larger economic context and thematic issues that cut across markets. The best appreach
to evaluating the mmpact of regulation on market behavior and its costs is on a market-by-
market basis, rather than ruie-by-rule. The Regulatory Flexibility Act already assumes that
there will be some analysis of every rule proposal. This, bowever, is not an arez to which
more resources should be dedicated.

As noted 1n the broader discussion oo Sectior 102, the Commission believes that the
Commission’s authorization should not be approached in a piecemeal fashion. It would be
very diffienlt for the Commission to direct 36 million of its budget to the Economic Analysis
Program, particularly within a brief two-year period. Moreover, the Commission also is
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concerned that in doubling the amount of money suthorized for the Ecopomic Analysis
Program, other necessary SEC programs would have to be curtailed. Assuming the
Commission's tota] appropriation level stays the same, the Commission would bave to cut $3
million from other programs to achieve the $6 million spending level specified in 5. 1815.

‘While the Office of Economic Analysis’ function is to provide its independent
economic views to the Commission and its staff, the Commission believes that it also is
important to Integrate economists into those Divisions and Offices of the Commission that
propose and implement Commission rules, so that economic viewpoints can be considered as
policy is developed ratber than at the conclusion of a rulemaking. For this reason, if the
proposal is nonetheless enacted, it is important that 5. 1815 provide the Commission with the
flexibility to intsprate economists into the staff of those areas of the Commission responsible
for those programs without focussing exclnsively on the tole of the Office of Economic
Anatysis. However, even under this broader approach to economic analysis, the Commission
believes that doubling the funding for this purpose, without increasing the Commission’s
overall budget, wonld not well serve the Commission’s gverall program needs.

G. Section 311 — Privatization of EDGAR

Section 311 would direct the Commission to submit a report to Congress within 130
days concerning Commission plans for promoting competition and innovation of the EDGAR
system through privatization of all or any part of the system.

Commissionr Recommendation., The Commission supports this provision with
mivor amendments.

As a geperal matter, the Commission supports promoting competition and inngvation
of EDGAR through privatization of parnts of the system and is prepared to report to Congress
on its efferts and plans to accomplish this goal.

The Commission recepnizes the importance of EDGAR to the agency's mission and is
commiited to a fundamental reexamination of EDGAR and bow it operates. The
Commijssion staff bas spent a considerable amount of time studying the issues and has
engaged in numerous outreach programs to the private sector. For example, the Commission
held several conferences to obtzin the input from EDXGAR users (filers, vendors,
disseminators, analysts, investors, and others) on how to improve and update the EDG
Sysiem. ’

In December 1995, the Commission asked the Computer Science and
Telecommupications Board of the National Research Council! to convene a panel to belp the
Commission prepare for the redesign of EDGAR. This "brainstorming session,” which was
attended by nationally recognized computer industry experts, addressed the use of new
technology as well as the structere of the system — ip particular, how to assure that the
system is responsive to the agency's mission while providiog incentives for the private sector
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to play a greater role. The participants endorsed the Commission’s approach in secking a
variety of options for the new system.

The Commission intends to issue a request for proposals ("RFP™) shortly to solicit
bids on continuing the EDGAR system., It is expecied that the Commission will solicit
alternative modernization approaches, including approaches that may further privatize the
system,®  Of course, the current EDGAR information dissemination systetn is almost
completely privatized through a series of private information vendors.

In the search for privatization, however, it is important to Tecognize that there must
b a federal government presence in the EDGAR system, since the Commission staff must
Teceive and have access to the information, including the ability to search the data in order to
teview the documents required to be fHiled with the Commission. Therefore, there may be
fatural himitations on the amoupt of privatization possible.

The Commission is committed o costinue its efforts to consider private solutions, and
is prepared to report to Congress on its findings. The Commission is concemed, however,
that the specification of the 180-day period for the report is problematic. The 180-day period
is troublesome io that it is unlikely that @ contract of this magnitude wiil be awarded within
six months of enactment of S. 1815, given the intricacies of the federal procurement process.
While a procurement is pending, the Commission is unable to discuss freely the options
available and the agency response. The Commission thus suggests that this provision be
amended to request the report within the hater of 180 days of epactment of S. 1815 or 60
days after the award of the new EDGAR contract.

H. Sectiop 312 -~ Improving Coordinatior of Supervision

Section 312 of S, 1815 would require the Commission and examining authorities for
broker-dealers (defined as registered SROs) to eliminate ynnecessary and burdensome
duplication in the examination process. They would do this through coordination and
cooperation, Specificalty, 5. 1815 directs that the Commission and the examining authorities
share inforrmation, including non-public regulatory information, as appropriate, to foster a
coordinated approach to regulatory oversight of broker-dealers that are subject to examination
by more than one SRO.

Cormmpjssion Recommendation. The Comuission supports this provision.

The Commission agrees that duplicative and overlapping examinations impose
uanecessary burdens on broker-dealers (and represent an inefficient use of regulatory
resources). Accordingly, tn recent years, the Commission has placed pew emphasis on
coordinating examinations of broker-dealers and eliminating areas of duplication. For
example, the Commission recently crealed an Office of Compliance Inspections and
Examinations t0 coordinate better the agency's own examinations, and has begun working
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with the SROs in an effort 1o cocourage coopetition among SROs in scheduling
examinations. :

The Commission stropgly supports this provision, which would provide statutory
support for its current efforts to eliminate duplication in broker-fdealer oversight. In
November 1995, the Commission entered into 8 Memorandum of Understanding with
examining avthorities to improve their coordination. Section 312 strengthens those effors.
It provides a mandate for better coordination, and a specific statutory authorization for the
sharing of informarion necessary to accomplish this goal. '

IL. Section 313 — Increased Access to Foreign Business Information

Section 313 of 5. 1815 would address the status under the Securities Act and the
Exchange Act of offshore press conferences and press related materials. Specifically, for
purposes of the Securiies Act registration requirements, the definition of "offer” would be
amended to exclude press conferences held outside of the Unjted States, public mestings with
issuer representatives conducted cutside of the United States, or press related materials
released outside of the United Statas in which an offshone offering is discussed. This
provision would apply without regard to whether journalists from the United States or
journalists for publications (including on-line services} with circulation in the United States
attend such press conferences or meetings or receive such press related materjals, This
provision would apply to all issuers {(whether domestic or foreign), and would be available
for offshore offerings that are also being made in the United States.

Section 313 also would amend section 14 of the Exchange Act fo provide that a
"foreign issuer® engaged 1 2 tender offer may grant Upited States journzlists access o such
press contacts and press related materials in connesction with the tender offer, without
triggering the application of the Williams Act tender offer provisions or becoming subject to
any regulations promuigated by the Commission pursuant to Section 14{e) {the Williams Act
anti-fraud provision} or 13{g) (the issuer tender cffer anti-fraud provision), or otherwise, that
refate to iender offers or requests or invitations for tender. For purposes of this sechon, a
"foreign issuer” is defined to include any corporation or other organization (1) that is
incorporated or organized under the laws of any forsipn country, gr (2) the principal place of
business of which is located in a forelgn country.

Commission Recommendation. The Commission supports the purposes of these
provisions, but believes these issues should be addressed through Commission

rulemaking.

These provisions are desipned to address the problem encountered by many United
States journalists that such joumnalists are excloded by issuers from offshore press
conferences and materials because of concerns about the application of the U.§. securities
laws. Noetably, the Commissicn and its staff have issued several statements in this area
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designed to assure market participants of what is permissible i this area. Nevertheless, the
Commission uvnderstands that United States reporiers coptinue to experience this problem.

The Commission is sympathetic 1o the frustration of the United States press, and
agrees that the issue must be resolved. However, the Commission believes that the concems
are best addressed through Commission rulemalking t¢ assure that the provisiogs remain
flexible so that if apy problematic practices develop, this can be addressed in the future. For
example, the Commission is copcerned that press releases issued offshore could be used
abusively as 2 means of circumventing Securities Act rules that require written offers 1o be
made by the Securities Act prospectus. Under 8. 1815, an issuer seeking to evade U.S.
prospectus discleosure mles might publicize an offering with "prass materials™ released just
acruss the T7.5. border. Since offshore offerings often include a public or private United
States offering, there is a United Stafes interest io assuring that such abusive practices do not
develop. If the Commission proceeds with milemaking, it could do so on a "pilot™ basis, and
1evise the rule in the future if abusive practices develop. The proposed legislative approach
would not allow this flexibility,

While the Commission believes that the tender offer provisions also should be
addressed through rulemalang for the reasons noted above, the provisions in Section 313 with
respect to tender offers raise additionpal concerns. First, the Cotmission assumes that this
Section affects only rules, such as procedural and disclosure mles, promulgated under
sections 14(e) and 13{e) — there would be no effect on the general anti-fraud prohibition in
section 14(e). If the Commission's assumption is incorrect, removal of these anti-fraud
prescriptions would raise serions concerps for investor protection. Second, in an apparsnt
effort to limit the reach of the exemption, the tender offer provision is limited to "foreign
issuers.” However, unlike the Commission’s definition of *foreign private issuer,” the
definition of "foreign issuer”™ would appear to include foreigo incorporated issuers with all of
their shareholders and/or all of their business in the United States, as well as domestic
issuers with all of their shareholders in the United States, as long as their principal place of
business is offshore. This definition appears to be overbroad, and would not provide
meaningful limitations on the coverage of Section 313 as it relates to tender offers.

1. Section 314 — Short-form Registration

Section 314 of S, 1815 would require the Commission to amend the eligibility criteria
for short-form securities registration not later than 180 days after the date of epactment of the
Act. In such amendments, the Commission is directed to include non-voting stock (and such
other securities as the Conunission shall determine) in the calenlation of the minimum market
capitalization necessary & qualify to use the form for a primary offering.

Commission Recommendation. The Commission supports the concept of allowing

non-voting common stock to be incloded in determining short-form registration
eligibility, but believes this should be addressed through Commission rulemaking.
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The Commission periodicalty adjusts the form eligibility requirements for all
offerings, inciuding primary offerings eligible for short-form registration, based on its
assessment of many factors, including markst practices, potential cost savings and investor
protection.  For example, the Commission substantizlty changed the eligibility requirements
for short-form registration in 1992 (for domestic issuers) and 1994 (for foreipgn issuers) o
make the forms avaifable & a much broader class of issuers.

‘While short-form registration eligibility for proimary offerings histonically bas been
based on the amount of voting common stock beld by non-affiliates, the Commission has no
objection 10 including non-voting comnmen stock in the caleulation. However, the
Commission does not believe that highly technical form cligibility tests are appropriate for
lepislative action. Instead, the Commission intends to propose this change in the near future,
and Comynission staff has commencad preparation of the rulemaking proposal.

K. Section 315 -~ Church Employee Pension Pians

Section 315 of 5. 1815 would exempt from most faderal securities regulation any
church employee pension plan described in section 414(¢) of the Intermal Revenue Code of
1986 (the "Code") i, under the plan, oo part of the assets may be diverted to purposes other
than the exclusive benefit of employees.

Specifically, 5. 1815 would: {1) except church employee pension plans ("Church
Plans™) from the registration, reporting and other regulatory requirements of the Investment
Company Act; (2) exempt interests in Church Plans from registration under the Secunties
Act; and (3) exempt churches, church pension boards, and their internal persoanel from
registration as investinent advisers uader the Investment Advisers Act.™ The proposed
armmendments also would exempt from federal securities regulation any company or account
that is established by a person eligible to establish a Church Plan under section 414{e) of the
Code, if substantially all of its activities relate to managing the assets of, or providing
benefits under, exempt Church Plans. In addition, Section 315 would include within the
definition of exempted securities under the Exchange Act securities issuexd Dy, or interests in,
Church Plans. As a result, any person (including securities professionals) effecting
transactions in secutities issued by, or interests in, Church Plans would be exempt from the
requirements of the Exchanpe Act. 5. 1815 also specifically provides that c¢hurch plans, as
well as the trustees, directors, officers, employees or volunteers for soch plans, would not be
deemed broker-dealers under the Exchange Act if their only securities activities are on behalf
of such plans and if no commission or other transaction-related compensation is received.™

Commission Recommendation. The Commission generally supports the
exemptions for Church Plans and their related persons, but has certain reservations,

These exemptions provide relief only to Church Plans the assets of whichk must be

used exclusively for the berefit of plan participants and beneficiaries. The proposed
exemptions are similar, in most respects, to the exemptions already afforded to governmental
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plans described in section 414{d} of the Code.™ The Commission objects to the proposed
exemption from Exchanpe Act registration for interests im Church Plans, however, because it
is unduly broad.

The amendments other than the Exchanpe Act exemption for securities issued by
Church Plans appear to be narrowly drafted and to contain provisions designed to protect
plan participaots and beneficiaries. The requirement that “sobstantially all® of the activities
of an exempt company or account be related to the Church Pian or its administration ensures
that the exemption would be available pnly to a limited number of entities. Church Plans
covered by the amendments must meet eligibility requirements under section 414(e) of the
Code and must be administered for the exclusive benefit of participants and beneficiaries.
Entities relying on these exemptions, therefore, will be unable to nse assets for any other
purpose without losing the availability of the exemptions. Further, while the proposed
amendments wonld exempt from Investment Advisers Act registration Church Plans and their
trustees, directors, officers, employees or volunteers who provide advice exclusively to such
plans, the anti-fraud provisions of the Investment Advisers Act would continue to apply to
such persons.®

With respect to the Exchange Act provisions, the Commission supports the proposed
exemption from broker-dealer regulaton for securities activities on behalf of Church Plans,
provided no transaction-based compensation i received by the Plan, or person associated
with the Plan. In addition, treating the securities issued by, or interests in, Church Plins as
exempied securities would be appropriate with respect to those Exchange Act provisions that
apply to Church Plans and to the directors, officers, and employess of such Plans, We do
not, however, believe that securities professionals engaged in the business of selling the
securities issued by, or interests in, Church Plans should be exempt from the requirements of
the Exchange Act. Accordingly, the Commission recommends that Church Plans oaly be
reated as exeropied securities for purpeses of those provisions of the Exchange Act that
directly affect those Plans and the persons associated with such Plans,

The Comumission also is proposing one change to §. 1815 se that it can better monitor
compliance with the new exemptions. To enable the Commission to identify entities relying
on the exemptions, the Commission proposes that it be given rulemaking authority to afopt a
form to Ec filed by entities relying on the new exemptions not:f)u.ng the Commissicn of such
reliance. ™

L. Section 316 — Promoting Global Presaginence of Ametican Sectirities
Markets

Section 316 expresses the sense of the Congress concerning the increasing
mternationalization of the securities markets and the related importance of establishipg a
high-quality comprehensive set of generally accepted international accounting standards that
could be nsed in such offerings. The Section particularly notes that such standards would
greatly facilitate international financing activities and, most sipnificantly, would enhance the
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ability of foreign issuers to access and hist in United States markets. This Section expresses
the sense that, in addition 1o the efforts made to date to respond to this growing
internatiopalization, the Commission should enhance its vigorows support for the development
- of suck accounting standards as soon as practicable, Finally, this Section requests the
Commission to report within one year from the dite of enactment of 8. 1815 ob the progress
in the development of such standards and the cutlook for successful cowpletion of a set of
standards that would be acceptable to the Commission for offerings and Listings by foreign
issuers in United States markets.

{ommission Recommendation, The Commission ﬁ:rmwiththesenseof
Congress on this point and is prepared to submit the specified progress report,

As stated in the Commission's April 11, 1996 press release, the Commission supports
the objective of the International Accovnting Standards Committee ("IASC") to develop, as
expeditiously as possible, accounting standards that could be vsed for preparing financial
statements used in cross-border offerings. The IASC has apnounced a plan to accelerate its
developmental efforts with a view toward completion of the requisite core set of stapdards by
March 1998. The Commission believes there are three key elements to this program and the
Commission's acceptance of its results:

. The standards must include a core set of accounting proncuncements that
constitutes 2 comprehensive, generally accepted basis of accounting;

. The standards must be of high quality — they must result in comparability and
transparency, and they must provide for full disclosure; and

L The standards must be rigorously interpreted and applied.

The Commission is committed to working with its securities regnlatory colleagues,
through the International Organization of Securities Commissions, and with the IASC to
provide the necessary imput to achieve the goal of establishing a comprehensive set of
international accounting standards. To facilitate this process on an expedited basis the
Commission is devoting additiopal! resources to the international accounting program.
Notably, the Commission recently engaged Arthur R. Wyatt, Ph.D, CPA, as an expert
consultant in the Office of the Chief Accountant. Professor Wyatt, a recognized expert on
international accounting standzrds, has held many jmportant posts, incloding past Chairman
of the TASC, former member of the Financial Accounting Standards Boand, past president of
the American Accoupting Association, and past member and Chairman of the Accounting
Standards Executive Committee of the American Institte of Certified Public Accountants.
Professor Wyait will act as a senior policy adviser to the Commission’s Chief Accountant for
the Commission’s initiatives involving the development of international accounting standards.

As noted above, under the IASC’s acceleratsd work program it is hoped that the core
set of standards will be completed by March 1998, Although the standards are not expected

26



to be completed within one year of the date of enactment of the Act, the Commission will be
able to provide a report on the progress of this effort within that timetable.
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ENDNOTES

See Testimorny of Anthur Levin, Chairman, .S, Securnities & Excbange Commission,
Concerning the Commission’s Authorization Request for Fiscal Year 1997, Hearing
Before the Subcomm. on Telecommunications and Finance of the House Comin. on

" Commerce (Feb. 2B, 1996); Testimony of Richard C. Breeden, Chairman, U.S.

Securities and Exchange Commission, Reauthorizations for the Securities and
Exchange Commission 1992-94, Hearing Before the Subcomm. on Securities of the
Senate Commn. Banking, Housing, and Urban Affairs (July 25, 1991).

Section 103 of 5. 1815 (adding new Section 203A to the Investment Advisers Act),

The Commission acknowledpes that there are other ways to address this problem.

See, £.g., 8. 2206, The Investment Adviser Oversight Act of 1992, 102d Cong., 2d
Sess. (1992) (legislation to increase the resources availzble to the Comumission o
conduct advisar examinations through modest fees on advisers to contribute o the cost
of their regulation); S. 1410, The Investment Adviser Self-Regulation Act, 101st
Cong., Lst Sess. (1989) (legislation to provide for an investment adviser SRO).

This fipure excludes the $3.5 trillior of investment company assets, which the
Commission oversees under jts investment company examination program.

Section 103 of 5. 1815 (2dding new Section 203A(c) to the Investment Advisers Act}.
Section 103 of 8. 1815 (adding new Section 203A(d) to the Investment Advisers Act).

The Commission notes that a Constitutonal issue regarding State sovereignty may be
raised by this provision. Although the law in this area is oot clear, recent Supreme
Court caselaw indicates that the Federal government may not require z state to adopt
a specific regulatory program (zithough Congress may require & state {o choose
between adopting such an approach or having state Iaw preempled). See New York v
U.5., 112 5.Ct. 2408 (1992),

Secton 105 of 5. 1815 (amending section 203(e) of the Imvestment Advisers Act).

See H.R. REP. NoO. 1382, 91st Cong., 2nd Sess. 10-11,-23-35 (1970); U.S.
SECURITIES AND EXCHANGE COMMISSION, REPORT ON THE PUBLIC POLICY
IMPLICATIONS OF INVESTMENT CoMPANY GROWTR, H.R. REP. No. 2337, 85th
Cong., 2d Sess. 316-322 {1966) at 320 ("PFL REPORT""). As originally enacted in
1940, section 12{d)(1) contained certain prohibitions on fund of fund arranpements.
The 1970 amendments provided that, subject to limited exceptons, 2 fund may not
acquire more than 3% of another fund’s voting stock, and may not invest more than
3% of its assets in any one fund. In addition, a fund's investments in all other funds
may not excesd, on an appregate basis, more than 10% of its assets. See sections
12{d)(1}{A)-(C} of the Investment Company Act, 15 U.S.C. § 80a-12(d)(1}(A(C).
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10.

11.

12,

13.

14.

15.
16.

17.

Two funds of funds that commenced operations in 1985 and 1989, respectively, for
example, bave aggregate assets of approximately $7.2 billion and approximately
400,000 aggregate sharcholder accounts, See T. Rowe Frice Spectrum Fund, inc.
Investment Company Act Release No. 17193 (Oct. 31, 1989) (ootice); Investment
Company Act Release No. 17242 (Nov. 29, 1989) (order); Vanguard Star Fund,
Investment Company Act Release No. 14153 (Sept. 12, 1984) (notice); Investment
Company Act Release No. 14361 (Feb. 7, 1985) (order). The popularity of these
furds of funds appears to be part of a broader trend in which investors are
increasingly isterested in arrangements designed to facilitate allocation of an
jvestor’s assets among certain catepories of investments. Other asset allocation
mechanisms offered today are wrzp accounts and muteal fund wrap accounts. Ina
wrap fee program, the client typically is provided with portfolio management,
execution of transactions, asset allocation, and administrative services for a single fee
based on assets under management. Mutual fund wrap fee programs provide similar
services, but the client account 1s invested only in mutual funds,

See, e.g., Qualivest Funds, Investment Company Act Release No. 21874 (Apr. 5,
1996} {notice); Investment Company Act Release No, 21933 (May 1, 1996) (order);
Twentieth Century Blended Portfolios, Investment Company Act Release No, 21813

(Mar. 11, 1996) (notice); Investment Company Act Release No. 21875 (Apr. 8, 1996)
{order).

8. 1815 would define a "group of investment companies™ as any two Or more mutual
funds or unit investment trusts ("UTTs™) that hold themselves out to investors as
related companies for purposes of investment and investor services. UXTs are
unmanaged investrment companies (with no boards of directors) that invest in a fixed
portfolio of securities and, like mutual funds, issue redeemable securities. See section
4(2) of the Investment Company Act, 15 U.5.C. § 80a4(2).

Section 12(d)(1}ENiii}(aa) of the Invesment Company Act. This provision also
allows feeder funds, as an alternative 1o pass-through voting, to vote their shares in
the master fund in the same proportion as the votes cast by the other feeder funds
{"echo voting "),

See, e.g., PPl REPORT, supra note 9, at 316-322 (discussing the dangers created when
control is exercised by 2 fund holding company).

See, e.g., H.R. REP. No. 1382, 91st Cong., 2d Sess. 23-24 (1970).

Because feeder funds that register with the Commission bave agreed in their
registration statements o provide pass-through voting for their shareholders, the
lepislation would not impose any new requirements.

See mule 24f-2(c} under the Investment Company Act, 17 CFR § 270.24{-2(c).
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18.

15.

20.

21.

23,

24,

23.

26.

27.
28,

See rule 241-2(b)(2) under the Investment Company A<t, 17 CFR § 270.24f-2(b)(2).
Among other consequences, shareholders of the fund may have rescission rights
apainst tha fund vnder the Securities Act. See section 12 of the Securities Act, 15
U.8.C. § TA.

Dudiey H. Ladd, Why Ii’s Time 1o Change the Advertising ond Newslewer Rules,
1095 MUTUAL FUNDS AND INVESTMENT MANAGEMENT CONFERENCE IV-B-11
(Federal Bar Assoc. and CCH Inc., 1995).

. The advertising prospectus also would be subject to the sunmary suspension

procedures under section 10(b) of the Securtties Act, 15 UL5.C, § Tj(b), permitting
the Commissicn 10 take prompt action to prevent the use or distribution of materially
false or misleading advertisements. The Commission also could require advertising
prospectuses to comply with the same standards for calculating performance
information included in currest advertisements. See rule 482 under the Sectrities
Act, 17 C.F.R. 230.482,

15 U.8.C. §§ B0a-26, -27. Periodic payment plans are a rare form of imvestment
company today, but were cotumon — apd a source of serious abuses — before 1940,

Section 205 of 8. 1815 (amending sections 26 and 27 of the Investment Company
Act, respectively). In connection with the exemption, new Section 26{g){(2)(B} would
codify certain provisions of Commission rules that permit an insurance company
rather than 2 bank to maintain custody of separate account assets without & trust
indenture. New Section 27(i)(2) also would preserve the current requirement that
variabie contracts be redeemable securities.

New Section 26(e){2) of the Investment Company Act.

See section 35(d) of the Investment Company Act, 15 TL.S.C. § 80a-34(d).

The jodicial enforcement provision in current sechon 35(d) would be eliminated since
the Commission could nse the cease and desist authority in section 9(f) of the Act, 15
U.5.C. § BOa-%(f), and the general enforcement authority in section 42(d) of the Act,

15 U.5.C, § 80a-41(d), o enforce the prolubition on the use of a misleading fund
pame. :

See Arthur Levitt, Chairman, U.S. Securities and Exchange Commission, From
Secority to Setf-Reliance: American Investors in the 1990s (remarks at the Investment
Company Institute General Membership Conference) (May 22, 19596).

Investment Company Act § 3(c)(1), 15 U.5.C. § 80a-3(c)1).
The requirement to "look through™ certain corporate shareholders to their underlying
investors currently applies when a corporate shareholder acquires 10% of a section
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30,

31.

3{c)(1) fund’s sacurities and also has invested 10% of its assets in obe or more section
3(c)(1) funds.

This approach is consistent with other federal secunties law provisions that are based,
in part, on the finzacial sophistication of investors. See section 4{6) of the Securities
Act, 15 U.5.C. § 77¢ (accredited investors), mile 144A under the Secunes Act, 17
CFR § 230.144A (qualified ingtimtional buyers), Regulation I under the Securities
Act, 17 CFR § 230.501 e seq. (accredited investors), and rule 205-3 under the
Investment Advisers Act, 17 CFR § 275.205-3 (sophisticated clients).

Section 207(a} of 8. 1815 would allow ap existing section 3(c)(1} fund to be
*grandfathered” into a new qualified purchaser pool provided the section 3(c)(1) fund
gives its investors an opportunity, prier to the conversion, to redeem their interests in
the fund. To prevent section 3{c)(1} funds from circumventing this raquirement,
Section 207(b) of 8. 1815 would prohibit a section 3(c)(1) fund from investing in a
qualified purchaser pool unless the fund’s beneficial owners have consented o the
fund’s treatment as & qualified porchaser. To clarify that a section 3{e}(1) fund and a
qualified purchaser pool nnder common management would not run afoul of the
Commission’s *integration” doctrine, Section 207(2) of S. 1815 provides that the two
pools would not be treated as z single issuer, The Commission staff has applied the
integration doctrine to determine whether two ostensibly different section 3(c)(1)
funds operated by the same adviser should be considered a single fund {with more
than 100 investors and therefore not excepted from the Investinent Company Act)
based on such factors as the funds® investment objectives, portfolio, and osk/return
characteristics, and investors eligible to invest in the funds. See, e.g., Thomas S.
Harmoan and Monica L. Parry, Jregration and Amibution Issues Affecting Hedge
Funds, 28 REV. OF SEC. AND CoMmoD. REG. 215 (Dec. 6, 1995).

Singe off pool participants would have to be highly sophisticatsd, swhenever an
institutional purchaser {e.g., an investment adviser) invests on behalf of another
person (e. g., an individual client or an investment partnership} that person would aiso
have to meet the qualified purchaser thresholds. The new provision also provides that
a person who receives shares in a qualified purchaser pool as a gift, bequest, or by
transfer caused by an inveluntary event, would be deemed a qualified purchaser,
subject (o Commission rules, regulations, and orders,

The Commission understands that the thresholds are desigoed to be an indicia of the
purchaser’s sophistication with respect to investing in securities, particuiarly throngh a
pooled management vehicle. Consistent with this understanding, the Commission
anticipates defining investments to include securities that are held for investment (as
opposed 1o, for example, securities that represent controlling ownership in a family
business), as well as other figancial assets,

K] |



32.

33.

35.

36.

3l

Under a proposal recommended by the Commission and introducad in both Houses of
Congress in 1992, the Commission would have had sole responsibility to specify, by
rule, those persons eligible to ipvest in qualified purchaser pools. See The Small
Busicess Incentive Act of 1992, 5. 2518, 102d Cong., 2d Sess. (1992); H.R. 4938,
102d Cong., 2d Sess. (1992).

Section 207(d) of 5. 1815 also directs the Commission to prescibe rules permitting
participation ins section 3(c)(l) funds and qualified purchaser pools by the emplovees
of the fund or its affiliated persons.

New Section 2(2)(51)B) of the Investment Company Act. ‘The Commission could use
its rulemaking authority, for example, to determine when sacorities under the
discretionary management of a subsidiary could be considered those of the parent, or
the circumstances under which the partners of an investment partnership would oot
meet the quatified purchaser thresholds.

The $10 million and $100 million thresholds, based on securities ownership {se¢ nots
31, supra, and accompanying text) were contained in The Small Business Incentive
Act of 1993, 5, 479, 1034 Coeng., Ist Sess. (1993) and The Smaill Business Incentive
Act of 1994, H.R. 4858, 103d Cong., 2d Sess. {1994). According to the Sepate
report, the $10 million and $100 million eligibility thresholds were included, in part,
in response to concerns expressed by the Investment Company Institute regarding
participation in the new pools by unsophisticated investors. S§. Rep. No. 166, 103d
Cong,, Ist Sess. 8-9 (1993). -

As a recent repont of the American Bar Association's Task Force on Hedpe Funds
("ABA Task Force") noted, "There have been 2 number of proposals to define the
level of financial sophistication which rendars povernmental repulation unpecessary

- . . there are no absolute oumernical standards for this purpose.” Committee on
Federal Regulation of Securities Task Force on Hedge Funds, Report on Section
3tc)(1) of the Investment Company Act of 1940 and Proposals 1o Create an Exception
Jor Qualified Purchasers, 51 Bus. Law, 773, 788 ("ABA Task Force Report™).

See DIVISION OF INVESTMENT MANAGEMENT, 11.5. SECURITIES AND EXCHANGE
CoMMISSION, PROTECTING INVESTORS: A HALF CENTURY OF INVESTMENT COMPANY
REGULATION (1992) at 111-114 (suggesting that given the many risks to iovestors of
committing assets to managed pools, the level of sophistication should be very high}.
See also ABA Task Force Repor, supra note 35 at 789,

As the ABA Task Force noted, It is the Commission, as the agency charged with the
administration of the federal securities laws, that has the expertise to respond in a
timely manner to changing investment and market conditions. Indeed, the
Commission has traditionally used its exemptive and miemaking authority under the
federal securities laws cautiously.” ABA Task Force Report, supra note 35 at 790
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38.

39,

4].

42

43,

45,

46.

47.

48.

49,
50.
51,
52.

53.

Section 207(b) of §. 1815 (creating new Sections 2(a}(31)(A)(0) and (iii) of the
Ipvestment Company Act).

15 T.5.C. § 80b-5{a)(1}.

H.R. REP. No. 2639, 76th Cong., 2d Sess. 29 (1940). Performance fees in nse at
the ime typically were designed to rewand an adviser, above and beyond its
customary fee, for pood performance, without penalizing it for poor performance.
Congress concluded that performance fees encouraged advisers to speculate unduly
because they had everything to gain and little to lose.

Rules 205-1 and 205-2 under the Investment Advisers Act, I7 CFR 275.205-1, -2
(defining certain terms for purposas of computing a fulcrum fee). A fulcrum fee is
computed hased on the asset value of a fund or account vnder management averaged
over a specified period, with proportionate increases and decreases based on the
fund’s or account's performance relative to an appropriate securities index.
Investment Advisers Act Release No. 996 (Nov. 14, 1985) (adopting rule 205-3).

These advisers would remain subject to the Investment Advisers Act’s anti-frand
provisions with respect o these clients and thus would be prohibited from entering
into performance fee arraogements that involve overreaching or are abusive.

The new exemption would become section 6(2)(5) of the Investment Company Act.
15 U.S.C. § 77b(15).

Up t0 20% of the company's securities could be sold to non-residents. This wounld
provide flexibility for "spill-over” sales when, for example, an offering takes place in
a metopolitan area that overlaps several states.

15 U.8.C. & 80a-6(d)(1}.

Unlike the economic, business, and industrial deveiopment companies described above
whose activities relate to a particular state, these funds may invest in businesses
throughott the United States,

Investment Company Act § 2(a)(46), 15 U.5.C. § 8(a-2(2)(46).

Investment Company Act § 2(a)(48), 15 U.5.C. § 80a-2{a)(48).

Investment Company Act § 55(a), 15 1U.5.C. § 80a-54{a).

Investment Company Act § 61(2)(2), 15 U.5.C. § 20a-60(a)(2).

investment Company Act § 64(b), 15 U.5.C. §80a-63b).

33



54,

5.

56.

37,

58.

38.

&l.
62.
63.

A closed-end fund is an ipvestment company that does pot issue redeemable securities
whoese shares are traded on ap exchange or other secoodary market.

BDCs operate in accordance with specific provisions added to the Investment
Company Act in 1980. SMALL BUSINESS INVESTMENT INCENTIVE ACT oF 1980, Pub.
L. No. 96477, 94 Stat. 2275 (vodified n vanous sectons of 15 U.5.C.).

Investment Company Act § 2(2)(48), 15 U.S.C. § 80a-2(2)(48).

While the Commission supports these provisions of 5. 1815, the Commission remains
concerned about the number of deficiencies under the Investment Company Act that
have been detected by the staff in the course of its cxaminations of BDCs. See, e.z.,
SEC v. Fiuid Corp. and George T. Slaughter, Litipation Release No. 12,661 {Oct. 9,
1990); SEC v. Power Securitier Corp., Litipation Release No. 12,605 (Sept. 6, 1990);
SEC v. Corporate Capital Resources, Inc., Litipation Release NMos. 13,460 and 13,751
(Dec. 7, 1992 and Aug. 11, 1993); SEC v. Vingage Group, Inc., Litigation Release
No, 13,994 (Mar. 7, 1994}, and related adninistrative proceedings. Some of these
deficiencies have resulted in the institution of enforcement proceedings against BDCs.
Notably, however, the violations have involved provitions of the Investment Company
Act that S. 1815 does not propose to amend.

See, e.g., lovestment Company Act rule 57b-1, 17 C.F.R. § 270.56b-1 (permitting
BD{s 10 engage in principal transactions with controlied portfolio companies);
Investment Company Act § 63(2), 15 U.S.C, § 80a-62(2) (permitting BDCs to issue
their securities at a price below net asset valoe under certain conditions); Investment
Company Act §§ 57(n), 61(a)(3)(B), 15 U.S.C. §§ B0a-56(n), -60(a)(3)(B) (permitting
BDCs to establish profit-sharing plans for their direciors, officers, and emplioyees).

See §. REP. No. 953, 96th Cong., 2d Sess. 4-5 (1980).

These numbers are derived from the minimum listing requirements for the Nationat
Association of Securities Dealers Automated Quotations System. Sections 1(¢)(2) and
1{c)(3) of Part II to Schedule D of the National Association of Securitiss Dealers By-
faws,

Investment Company Act § 55{(a), 15 U.8.C. § 80a-54(a).
Investment Company Act § 55{2), 15 U.S.C. § 80a-54(a).

This preemption provision as drafted does not appear to include securities "senior to”
the listed securities, although both the curreot state exemptions and the comparable
provision in H.R. 3005 do cover such segior securities. Moreover, the preservation
of filing fees in parapraph (d) of the section specificaily carves out fees for listed
securities and securities semior fo the listed securities, The Commission assumes that



05.

65.

67,

68.

securities semior 1o listed securities were intended to be covered and supgests that the
lanpuage be revised to make this clear.

In addition, the Commission notes that the preemption for Iisted securities would oot
apply to the specified problematic offerings (such as partnerships), even if the
securities are listad. Svch securities penerally are exempt from state regisiration if
listed, and are preempted (again, if listed) by H.R. 3005.

The Commission notes that as drafted this provision would cover only offers and sales
to quatified purchasers in transactions registered under the Securities Act. The
provision states that these transactions would be covered by paragraph (a), which
provides preemption only for registered offerings. The Commission assumes that the
provision is intended to cover both registered and exempt offerings and suggests that
this lanpuape be clarified.

Additiopally, the Commission notes that walike HR. 3005, §. 1815 provides
preemption for investment company securities and "listed” securities only if the
securities are registered under the Securities Act. The Commitiee may want to
consider extending these provisions to transactions in such securities that are exempt
from registration under the Securities Act.

Notably, both the Investment Company Act (section 6{c)) and the Investment Advisers
Act (section 206A) provide the Commission with similar prants of broad exemptive
authority. Similarly, Section 309 also wonld serve to clarify issues that have been
raised as to the scope of the exemptive authority granted to the Commission in the
Private Securities Litigation Reform Act. That Act clearly provided the Commission
with additiona! exemptive anthority under both the Securities Act and the Exchange
Act, The precise boundaries of the exemptive authonty contained therein have been
questioned by some, and it therefore is appropriate for Congress to clarify this issue
by unambiguously providing the Commission with grants of broad exemptive
authority under both the Securities Act and the Exchange Act.

A mumber of provisions of the Exchange Act already provide the Commission
exemptive authority. For example, Section 12¢h} of the Exchange Act currently
gramsthe:Cﬂmmlsmnn authority to exempt in whele or in past any isseer or class of
issuers from the regl.slnuon provisicos of Section 12{p) of that Act. Similarjy, a
number of other provisions in the Exchange Act provide the Commission with specific
exemptive avthority in defined circumstances, see Sections 17(h}(4) and 15(a)(2) of
the Exchange Act.

The Department of the Treasury has asthority under section 15C of the Exchanpe Act
to regulate government securities broker-dealers. It should be made clear that the
broad grant of exemptive authority to the Commission o new Section 36 of the
Exchange Act is oot intended to extend to section 15C of the Exchange Act or to the
deficitions in sections 3(a){(42) through (45) as utilized in those sections.
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0.

71.

72,

T4

In this regard, the Commission notes that the concept of "privatization™ raises a
number of complex legal and practical issues, ranginp from issues related to security
and Hability {.¢,, for the custody and accuracy of the corporate filings) to issues
related to the recovery of private sector costs, fees, profits, and public access,

This exemption would apply ounly to the Church Plan and its internal personnel and
would not be available to any third party who may provide investment advice to
Church Plans.

These new exemptions would be added as Section 3(c)(14) of the Iovestment
Company Act, Section 3fa)(13) of the Securities Act, Sections 3{a)(12)(A){vi) and 3()
of the Exchange Act, and 25 a new subsaction of 203(b) of the Advasers Act,

Section 3(c)(11) of the Investment Company Act, 15 U.5.C. § 80a-3{c)(11), providss
an exception from the definition of investment company for any governmental plan
described in section 3(a}{2)(C) of the Securities Act, 15 U.S.C, § 77e(2)(2)(C).
Section 3(2)(2)(C) of the Securites Act, 15 U.8.C. § T7c(a)(2){C), exempts securities
issned by a governmental plan as described in section 414(d} of the Code, from the
registration provisions of that Act, if the governmental plan has been established for
the exclusive benefit of plan participants and beneficiaries. There i5 2 singlar
exempton ucder the Exchange Act for securities issued by governmental plans. See
Section 3G)(12HC) of the Exchange Act, 15 U.S.C. § 77c{a)120C).

In the event that assets are misappropriated or used for the employer’s own purposes,
the exclusive benefit rule would be violated and the staff conld institnte enforcement
action 1o remedy such abuses, Moreover, if any person providing investment advice
to a church plan defrauds plan participants, the Comumission could enforce the
antifraud provisions of the Advisers Act against that person.

While the Commission does not object to the provisions of the bill that would exempt
Churth Plans from federal securities regulation, we note that S, 1815 also provides
for the preemption of all state securities regulation of such Plans, interests therein,
and Plan personnel. The Commission is not familiar with the precise mole played by
the states in the regulation of Church Plags and recommends that the Committee
consult with state regulators on this issue.
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