SUMMARY OF THE BILL

The bill contains two titles. Title I relates to investment trusts and in-
vestment companles of all types., Title II relates to investmen® counsel ard other
investment advisory services, The bill deals with -buses and deficiencies in the
organization, sales of the securities, ond operation of investment compenies. 1In
general the theory of the bill is to eliminmte wherever possitle such rbuses by
direct prohibition of their continuance. Only in the comperatively few cases where
the problems are complex and technizel is a regilatory power vested in the Commissice:
to correct malpractices by rules, rcgulations, or orders promulzated in accordance
with »recisc standards prescribed in the bill. The fellowing resume is not a com-
Plete description of 21l the provisicns of the bill nor of the abuses which the bill
is desisned to remedy.

Investrent Compenies

Definitions, E:emptions and Clessifications of Cnmperies: Invesiment compenies are
substantizlly cdefined as issuers Lolding themselves out as engeging primerily in the
business of investing, reinvesting and trading in secuiities, or issuers whick own
or propose to acquire securities (other than government securities and securities of
noninvestuent company subsidisries) keving a velue excecding 40 ner cent of thelr
total essets (othcr than government securitics and cesh items). The bill does not
cover comrpanies which are not invesiment compsnies, It thersfore excludes companies
primerily engazed, directly or throuch subsidirrics, in the nanagenent snd operation
of a roninvestrent business or businesscs. It also specificell;r excludes brokers,
underwriters, banks, insurance coupanics, holding companies subject to the Public
Utility Holding Compeny Act of 1935 and certain othier types of cempenles. The dill
makes orovision for the exemption of employees investment corpanies upon such
conditions ss nay be prescribed by the Corrission. {Sections 3, 6)

Investment companies as so dcfined are subiivided inte va
acccrding te corperate structure wni investment policies, with
Commission to mike further subclassifications. (Secticns &, §

rimus types and classn:
the power in the

Reglstration, Disclosure of Iavestment Folicles and Size: As a condition to the use
of the neils and the facilities and instrumentzlities of interstate comuerce, every
investment company is required to register with the Sccurities and Exchange Ccrmissic
and to zeen current the informetion contaired in ite registration stotement, The
registretion statenent rmust clearly cescribe tie investrnent policy of the company.
Provision is nade for the sinmplification of the registreticn procedure by pernitting
the £iling of copies of registration strtements ezlresdy filzd under the Acts now
edrministercd by the Commission. {Scetions 7, 8) ¥e fundanertsl shift in the com-
pany's investment policy may be mode without the vote of the holders of a mzjority
of the company's voting sccurities. {Szction 13).

To vrevent the indiscriminste formetion of investment companies, no investment
compeny orgenized horeafter may rake a purlic offerin; of its securities unless it
hes @ nct worth of at least $100,000 prior to such offering. To elinminate impedi-
ments to the efficient supervision of investuents, to protect securitics morkets,
and to wrevent excessive concentration of wealth and control over indusiry,
$150,000,000 is the marimm smount of azssets which mey be supervised by one manage-
ment investment company. (Scction 14).

Registration of Menacement, Devositcrs and Disiributors: The Till provides for =
gsimonle rezistration witl: tlie Commiscion of individuals scrving »s officers, directors
investment rivisers, ‘epositors, princinsl wndervriters and distributers of the
securitics of investment trusts and comprniss., Registroiion can be denicd or revoked
only after a hecaring and only upon the grovnd of convicticn of 2 crimey :n injunction
by 2 court in connection vith a security trans.ctiony = violation of eny of the pro-
visions of this bill; or nisrepresent:tion of naterisl frncts in the registration
stetement. (Section 9).

Capital Structures, Devices for, and Transfers of Control: Provision is mede to
eliminate in the future the evils of complex capital structures; te epportion voting
power equitably among the security holders of existing compesnies; and to prevent un-
falr dilution of stockholders' interest in the company. The bill proviies hereafter
that investment companies may issue only common stock hewing equal voting rights
with eery outstanding shere of the crmpany's stock; and that the Commizsian shall
on soplication of security holders and may on its own motion, efter two years from
the effcctive date of the bill, telte stops to cffect an equiteble redistributien of
voting rights and privileges among the security holders. The common levw preenmptive
right of stoclholders to purchese additicnal shares issued by their compenics is
cretered.  (Section 18) T eale of voiing trust certificates is mo'e wnlaviulg

and rules end regulations mey e formulatcd with resmect to the solicitztion of
oroxiazs. (Scetiecn 20) The bill does not contein eny provision rcauiring the
alininstion from capitsl structure of senicr securitice rutstending at the precent

tine.
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In order to prevent the circumvention of the stockholders' fundemental right to
elect directors %a circumvention frequently accomplished by wholesale resignations
directors and their replacement by insiders, without the knowledge of steotholders),
the bill provides that directors may be replaced without a stockholders! vots only ¢
the extent of one-third of their number. (Section 18)

To safeguard ageinst the complete delegation of the duties of officers and
directors, and against long-term and oppressive menagement contracts, such contracts
mey run for = period of not exceeding two yesrs, if approvec by the company's stock-
holders, :nd mey be renewed only on a ycar-to-rear basis, suvject to the disapproval
of stockholders. Manogement contracts must stote precisely =11 compensation to be
peid to the mznagers, may not provide for nrofit-sharing schemes of compensation,
snd mey not be assigned. {Section 15)

Distribution snd Repurchases of Investment Compzny Securities: To prevent the rapid
-nd unsounc formation of investment companies by promoters interested primarily in
"merchandising" securities and in "switching" investors from old to new companies,
and to eliminste conflicting interests, the bill prohibits the promoters of one in~
vestment compeny within eny five-year period, from oronoting and then participating
in the management or securities distributions of the new investment companies. The
Comrission is empowered to exempt corprnies end individuals from this »nd other
closely related provisions on the basis of certain prescribed standerds. (Section 1
As a further deterrent to switching operrtions, contracts to fistribute the securiti
of open-end investrient companies may not be long-tern agreenents =nd nay not be as-

signed. (Section 15)

Waile oublicly offered securitics of investument compenies rust be registered
under the Seccurities Act of 1933, provision is mede to elininate duplication in the
materizl filed under that Act and the present bild. (Section 24) The Comnission
is directed to adopt rules »nd regulations to protzct investors against dilution
of their equity camsed by pricing ebuses in the distridution and redemption of the
companies! secvrities. (Sections 22, 23} To prevent grossly excessive seles loads
on securities of open~end comnanies znd of unit investment trusts, the Commission,
after o hearing and after giving weight to verious factors prescribed in the bill,
is empowered to order the cessation or modification of such charges. (Section 22)

To prevent discriminatory repvrchases of their own securities by investment
companies whose security holders do not have the right to require redemption, the
bi1l authorizes the Commission to promulgate rules, regulations snd orders to preven’
such discrimination., (Section 23)

Limitation on Speculative snd other Activities: Investment companies may not trade
on margin or participate in joint trading esccounts in nortfolio securities. The
Commission is suthorized to prevent the short szle of nortfolio securities by rules
and regulations. Some tymes of investment companies may engage in underwriting
sctivities (if consistent with their declared financisl and investment policies),
while other tymes may engage in such activities only to a2 limited extent. (Section

hile loans by investment comprnies to nstural persons sre prohibited, loans to
corporations msy be nmade under certein specified conditions. Generally, investment
companies are prohibited from borrowing, except for temporary purposes in an amount
not exceeding 5% of the valve of the compeny's totsl nssets. (Section 21)

Elimination of Conflicting Interssts: The bill requires that a majority of the board
of direciors of every registered investment company be persons, having no common
cutside affiliation and independent of those recciving brokerage, management or
underwriting compensation. Certain other specific limitstions upon the outside af-
filiations of persons who occupy important nositions in the conduct of the investment
company's business are 2lso imposed. Each of such provisions is directed to a spec-
ific =nd dangerous conflict of duty or interest. (Section 10)

Prohibitions Ageinst Trensactions by Iasiders with the Investment Companies: The

i1l prohibits "self-dealing" between insiders snd the Investment companies =- trans-
ections with the company in which its officers, directors, menagers, etc. or their
affiliated commanies or firms have = personal pecuniary interest. These prohidition:
are concurned primarily with sales and purchases of securities and other property to
or from the investment company, the obtaining of loans from the company 2nd jeint
narticipations with the compeny in underwritings snd other financial ventures. Gross
misconduct or zbuse of trust by directors, officers, managers, investment alvisers,
principal underwriters and distributors is also made unlawful. (Section 17) To pre-
vent the use of the funds of investment companies to aid affiliated underwriters in
their investment banking business, investment companies may not purchase securities
underwritten by such affiliated persons until more than one year after the putlie
¢istribution of such securities. (Section 10)
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Transactions Amonz Pyramided and Affiliated Companies: Future pyramiding of in-
vestment companies is made unlawful by = provision forbidding the purchase by ir-
vestment comoanies of the securities of other investment companies, excent in con-
nection with reorganization plans spproved by the Commission. (Section 12, 26) The
bill does not require the simplification of existing systems of investment companies.

Purchzses and sales of securities between companiecs in the seme invastment
company system are subjected to the scrutiny of the Securities anc Exchenge Comnmissir
in order to insure their failrness end their consistency with the investment nolicies
of the companies involved and the purposes of the bill., (Section 17) The Commissio:
is authorized by rules, regulations, or order to require that a company in an invest-
ment comnany system supnlylng manngement services to the constituent compznies rende:
such service at cost, equitably allocated among the various companies. (Section 15)

Cross-ovnership and circular ownership of voting securities between ~nd among
investment =nd other compsnies is prohibited. (Section 20) Cross-ownershin snd
circular ownership have had the effect in the pest of giving r deceptive spncerance
of enhanced valuation of the sssets of the investment companies concerned, attribu-
table solely to the mirroring in each company of increased values of its own cross -
or circularly-held securities.

Voluntary and Involuntary Reorganization: In order to prevent unfair »lans of
voluntary and involuntary reorganigation, recrpitelization ~nd dissolution, the bill
provides that such plans may be disapoproved by the Commission if it finds, after a
hearing, that they are not fair ard egiitahle to all classes of security holders
affected. (Section 25)

Accounting Practices: The Commission is authorized to prescribe uniform rccovnting
and auditing methods and the scope of such sudits; to require investment compenies
to file with it and to transmit to its security holders anmusl or other pericdic

and special reports; snd to examine the books of invesiment companies. Indenendent
public accountants for investment companies must be elected by the stocitholders.
Principal accounting officers including controllers of such compesnies, who prriicipa’
in the preperation of financizl stztements filed with the Commission, must be electel
by the stockholders or appointed by the directors. (Sections 30, 31, 32)

Dividends: Investment companies are prohibited from saying dividends deriv~d from
sources other than their net income from interest and ¢ividends ("ordinary" income),
unless expressly authorized to do so by their charters or by vote of their decurity
holders. Investment companies with: more than one clegs of securities outstending
may not pzy dividends, vnless the securities senior to the security on which the
dividend is to be paid are protected by a preseribed zssct coverage. (Scoction 19)

Fixed Trusts end Certificates Sold on the Installment Plan: To prevent the "orphan-
ing" of fixed trusts and periodic payment plens, the bill provicdes thaat only banks
and trust companies may act as trustees; reouires the trust indenture to contain
provislions enzbling the trustee to te reminerated out of the trust funis; and »nro-
hibits the trustee or depositor from resigrning cxcept vnder prescribed conditions.
The Commission is empowered, when any such trust hes in fact become an "orphan", to
bring proceedings in an anpropriate Federal District Court for the distribution of
its assets to its security holcers. (Sections 26, 27)

To prevent the perpetration of freude upon investors in the lowest income levels
who mey purchase investment certificatcs vpon ti: instrliment plan, provision is madc
against excessive sales loads and excessive penulties znd ferfeitures for lapses end
defaults. (Section 27)

Face Amount Certificatc Componies: Companies which sell this type of investment
contract ere required to have a minimum peid-in capitelization of $250,000 2xd rust
maintzin reserves in an amount sufficient to meet the maturity value of their cer-
tificates on their due dates. Such reserves must e invested in securities of a
charzcter sinilor to those usually recquired for the investment of life insurance com~
pany reserves, and the Commission may require such investments to be deposited with
corporate trustees. To eliminate cxcessive penalties and forfeitures, provision is
mede with respect to cash surrender values. (Section 28) The Bankruptcy Act is
eriended to provide thnt deposits of securities end property made with Statc suthor-
ities for the benefit of future certificate holders shall be void #2s cgrinst thre
trustees in bankruptey of such companies, It is also provided thet eny such trustee
in baniorvptey shall be eppointcd by the court, after giving the Commission zn ompor-
tunity to be heerd. (Section 29)

iher Provisions: Settlements of cleims azainst investment companies snd their
officers and directors for breaches of officisl duty, and settlements of cl-se suits
by sccurity holders must be anproved by a court. The Commission is smpovered to sub-
it advisory reports to the courts with refererce to such settlements. {(Siction 33)
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The remaining secticns of the title follow the potterr slrezady established in
the tiree Acts now being administered by the Commiscion. These sectiras relate to
definitions; the genersl powers of the Comuission with respect to the issuance of
rules and regulations; the administration and enforcenent of the Title; the right
to judicial review of orders of the Commission; liabilit; for nislending stetenents;
and penalties for vislation of the provisicns of the Title.

Investrnent Advisers

Registration, Revocation and Exenptions: Title II of the bill deals with investment

adviscry services -- individuals or -rgnolzations engnged in the business of furnish-
irg for a consideration investment advice with respect to the purchese or sale of
securities. Benks, attorneys, accountsnts, enziveers, etc., whs glve investnent ad-
vice only as an incident of their prinary activities, rre excluded from the provisio:
of this Title. (Title I, § 45 (16).) Investront advisers are requircd to registor
with the Sccurities end Exchange Comnission snd to disclose pertinent information as
to their organizaticn, nature and cherscter of their perscniel and mothuds of opera-
tion. The Comnission is enpowered, after a hearing, to dery or revoke
the registration of any investment adviser, on grounds identical with those provided
for the denial or revocation of registration of officers, directors, etc. of invest-
ment companies, (Section 204)

Conflicts of Interest and Unlawful Activities: The bill provides that it shall be
unlawful for investment advisers to employ fraudulent devices in administering the
funds of clients, or to engage in any trensaction which would operate as fraud on the
clients. An invegtment adviser acting es vrincipal in selling any
security to a client 1s required to disclose to the client his personal intcrest in
the transaction. (Section 208) The bill also prohibits compensation to» investment
acvisers on a profit-sharing basis. (Section 205)




