


1))- interestetl pal+ies, and self-cleali~~g; clia~lgei of f~mdamental  poli- 
cles nllicli :Ire to he l)~*ohibitetl\ri t l~out stockholders' approval;  :~hnses 
ill the distrib~ttion of i u r r s t~ iw i t  con i lm~y securities, including dill\- 
tion of the equity of' esistiirg ptoc~lillolde~~s; full  publicity :rnd (lib- 

inc.los11i.e to ~tocl~l iol t le~*sperlotlie 1q)oits;  proper :d r ie r s  :is t o  
souiw of (lir-idends ;,~ ! r o ~ y  of i l C c o ~ ~ ~ i t i ~ ~ g  co11tro1: the esti~blislii~lrnt 
a t :~n ( l :~ r ( I~ ;  for  co1ii1)Irte :~11(1its. :111(1 p i o v l ~ ~ o ~ l ~  

A i l l  of tlirsr vi l l  be :~cco~~lplislletl :I s in~plc  i~rirn~it>r ill with atlini~l- 
iq t~x t i \ ( ,tlisci.eiioli ~wlucetl  to t l ~ t  niinirnl~ni reqnired for  flexibility. 
( ' e ~ t a ~ n t ?t nkrs the 1)I:lc.e of luicwtainty in tlie bill 11o\t- before J 011. 

0 o o : s  o ro t  :  t ~ I t i i ~ o s s i b l e .  They are not so dras-
tic :111tl so co11rp1~\ that t h e ~W I I  1)r made \\ork:tble only by vast 
tlelrgat io~ih o f  l)o\~-t>i.. ?'Ilry do irot atteiiipt to cure all  possible 
i1t~frc.t~ n-llich, if they exist. apl)ly of  State corporate l i ~ \ \ -~ - t l e f~c t~  
eqwlly to ;)I1 corpor:ttiun\ a ~ i d  not 11ierc.l~- to inrestnlent colnpanies. 

I\-e do not gn:wantee t l ~ t  t l~ese propohals are il conrplete cui-e-all, 
ito r  that vlwil tested by ~ x p e r i r ~ i c e  Illii)  not devrlop that home 

I I ~ : I ~:tli~entlnie~lt., be desirable. But wr (lo say t l ~ t  they constitute 
;I basis for \\ork;tble legisl:~tio:i, t h t  they accon~plisll the insin ob- 
jectives of the bill IIOW heforr yo^^, xntl t l ~ t  l eg i s la t io~~eil~bodying 

weillrlr~ \voultl receive our support. 1Tntler sllc-1~ r r g ~ ~ l i ~ t i o ~ i s  :liar 
c w t a i ~ ~t l ~ tthe i1ttlustl.y cwnltl live ant1 hr t t r r  serve tlie intrrests 
of its ~tocli11oltlel.s :rnd of the 1)ublic. 

K e  1101~ that our suggestion5 i m ~ y  perinit llw redizatio;i in \\-~l'li- 
able form of tlre objective of tlris cwru~iittrr, ~ ~ a ~ ~ l e l y ,  a h o ~ ~ tto I)~- ing 
: i t  t !~r  earliest prircticahle luonwi~i ntlequate.;ultl lirnhle regnlation*. 
S i l o ~ ~ h l ,  we hope, our s~~g?.pe;tions in t l ~ k  ;I!: : rpee  \ n t h  your o p i n i o ~ ~ s  
111:rttw, tliose e l w ~ e ~ i t s  for n-1lic.h I a111 now q)eaking of the i~~d l l s t r y  
:ILY. ~ ) l ~ q ) a w t lto cool)eralr \I i t11  yo111 conrniittee ill any ~ i t y  whicli 
J O I I  111iI>- ~ l~ t l i c :~ t r ,  only in d r :~f t iug  such nnw~it ln~ent inot to t l ~ r  
pi~owilt bill :IS may be approprii~te,  but :?Is0 in encle:~roring to bring 
into agreenlmt tllose nw1nl)ers 1)sour intlustrv w110 \~-oulcl he nffectetl 
1 ) ~  to wlmn we 11:lve not yet co~nn~~mica te t l  the Ityisli~tioii, i \ l~ ( l  thew 
w~ges t i ons .  

The fl .a~~~e\\-orli  of the proposed inr-eit~neut conipany bill, Title I. 
i q  :is follon\ : 

1. Wi th  refei.cnce to Finding.; ant1 l ) e c l ~ ~ i \ t i o l ~  of Policy. Sectioi~c 
1 mtl 2 of t l ~ e  p r r i r ~ i t  hill : 'r11e.w slloi~ltl he wvisetl to  acwwd v ith 
t l r ~  1 w i 4 o n  of the hill. We  earnestly hope that  the report of your 
comn~ittce will rnll atter~tion to  thc tax problem nut1 to the desi1.- 
nl)ility of pro\-itling special tax treatment not merely for  cert:~in 
c.l:rise- of open-end ~nrestment  compmlies. as nnder the present tax 
Inn- .  I I I I ~for  clohecl-end investment compames as well. 

2. Defiiiitio~i of Investment Companies. now Section 2 of  the 
?~resrntbill : The-e dt4kitions :ire ill tlre main satisfactory, hut care-
ful  consideration should be g i ~ e n  by the draftsman to make cert tiin 
t h t  t l ~e r e  :Ire eliniinaterl those companies whose inclusion under the 
went bill n:lr neither intencletl nor desired. As in  the present bill. 

pm-cv illol~ltl be loclpeil in the Conmlission upon application to t l r t e ~  
]nine that n conlpallv is not :ill inr-estment company, where snch 
is  the case. ewn  if it falls 1-i-ithin the scope of the technical definition. 

3. Clnssificatio~~of inrestmmt cw~npanies. now swtion 4 of the 
i ~ ~ ~ - r i r t  jn the present hill are satisfac~toi.y. hill : 'rhe claqiificntio~~s 
L : ~ t r r  the question \\-ill be ~x i s ed  of tlwrting face amount certificate 



' 
i+t~*atioliof f o r e i p  invcstmmt conlpanies. 

Then ?on t h i ~ ~ kI Se11:1to1.HI-I:HES. tlwy s l~ )u l ( l  be i ~ ~ c l ~ ~ d w l ?  
-- J[r. E~-xIcB:I:. 'l'hat is right. 

7 .  liegistration of inve~tlnent conlpnllies, srction 8 of the pres~ i i t  
I ) i l  l : 011 r  suggestiol~ \vonltl he tllilt tlw provision f o r  1.egihtration 

wit11 sinlil:lr plx)visions of th r  Sec.~~i,itic+c o r l f o ~ . ~ ~  ant1 E:\c-h:~llgr 
.\cat of 1934 i n c h ~ l i n g  ecluiv:~lent p(J\\eF to tlw C o ~ l ~ n ~ i w o l l .  

111 : l (hl i t io~~ ;It11e wpstrat1ot1 st:itwient sllo~il(l( W I I ~ : I ~ I ~  (lerl:w:~-
tioll of tlle frincl:~lnellt;~l policy nf the in\rstnlellt conll)any in ~.c'hl)tlc~t 
of tllr following itenis : 

( ( 1 )  Cl;~ssification in wl~icli t11e ( w l i p ~ l y  l)i801)oses t o  o l ) ( ~ : ~ t ~ :  
( h )  Policy :IS to hoi81w\vinp : 
( v )  I'olicy :IS to i s s~~ i l~ l c r  of sellior hw\ii.i t ic+ ; 
( I / )  Policy :I\ to ullderwritinp : 

:LS to coi~cent~xt ion it1 :lily l ) : ~ r t i c . ~ ~ l : ~ r  (( ) ~'01ic~- of i n v e ~ t ~ ~ ~ ( ~ n t  
i ~ i t l ~ r ~ t ~ yor gFortp of intlnstrie\. 

8. P1-olriE)ition on cwt i~ in  prrso~ls  ncti~lg :IS officers o r  tli~w.tol,.s, 
\wt ioi~$1 of the present bill : I n  lie11 of the I)rBo\ ision for the wgistra- 
tion of ofticers a ~ l d  directors, pro\ icle for :I f l a t  p~-ohihition of :illy 
1xqw11ilctiug as sue11 w11o has xi thin tlw p:lst 10 J - ~ V L I - ~bee11 con- 
\-ictt1(1 of ;I f e lo l l~or iniitleirrea~loi involriilp tlle 1)111-calla\e ole sale of 
: ~ n y  se('11rity or is  111de1- injunction b.court f ~ m l l  :ictii~g ill cert:lin 
c:tl~:~(.itiesas specificcl in the presel~t bill .  However. pou-rr sliotil(1 
be given to the Commission in its tliscretion to grant rsenll)tio~ls 
fronl this prollil>ition. 
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9. Affiliations of directors, section 10 of the present bill: I n  lieu 
of tlle elaborate and complicated provisions of section 10 of the bill, 
provide that the board of directors of any investment colllpany shall 
include :L minimum percentage (40 percent) of directors who are 
independent of principal underwriters, regular brokers, marlagers 
or investment advisers. 

This requirement for independent representation, plus tl?e pro- 
hibition on self-dealing later referred to, should remove possibilities 
of abase without stripping investment companies of competent and 
experienced directors. 

10. Certain prohibitions, section 12 of the present bill: Margin 
purchases and joint trading accounts should be prohibitecl and also 
short selling in con t~n~en t ion  of rules and regnlations of the Com- 
mission. Unaerwr~ting commitments of diversified investment com- 
panies should be limited to a maximum of 25 percent of total assets 
and should, of course, be permitted only to such companies who have 
in their registration statement declared that  they proposed to under- 
write. In  respect of underwriting, provision should also be made for  
carrying on underwriting and related activities through subsidiaries 
or coaipanies to be owned by more than one inrestment company. 

I n  the fnture no investment company should be permitted t o  
exceed the 5 percent ancl 10 percent rule advocated for diversified 
cornpxnies in acquiring the stock of another investment company. 
This mill put an end to pyrnmicling. Proper exception. however, 
should be made in connection with transactions designed to simplify 
existing investment company systems and in connection with reor-
ganizations, mergers, and so forth. 

11. C'hanps in investment policy, section 13 of tlie pre,sent bill: 
With classification and investment policy provided for, there sllould 
be a prohibition against any change in clascification or in funda-
mental investment policy as  announced in tlie registration statement 
without stockholders' consent. 

12. Compensation of management. management and underwriting 
contracts, section 15 of the present bill: This provision should con- 
tain substantially the same requirements for approval by stockllold- 
ers and prohibition on transfer of managmnent contracts without 
consent of shareholders. I t  should not, however, dictate the basis of 
management compensation. provided that the method of pagmeilt is 
clearly and adequately set forth to shareholders. Uncler~ri t ingcon-
tracts should also be covered substantially as in the present bill. It 
WOUICZ seem advisable that existing rights under outstancling con-
tracts be left undisturbed. 

13. Changes in board of directors, section 16 of the present bill: 
The provisions of section 16 are s n t i ~ f a c t o r ~  except jn respect to a 
special situation which now exists. 

The bill s h o ~ ~ l d  riot interfere in this respect with tile operntioll of 
existing strict trusts except to proride for the r ig l~ t  of ren~oval of 
trustees by the holders of two-thirds of outstnndiilg certificates. The 
concept of a trusteeship is different from the corporate iclea. I t  seems 
reasonable to permit their continued existence. 

14. Transactions of certain affiliated persons antl L~llderwriters, 
section 17 of the present bill : The prohibition on ~ e l f - ~ l e a l i ~ ~  is al3-
proved and there should be prohibited any sales to or  pllrcllases from 
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insiders whether of portfolio securities or other property and also 
any loans to insiders. Agency fees and similar payments s h o ~ ~ l d  be 
exempt and i t  seems reasonable to give to the Conxnission power to 
grant by general rules and regulations exemptions under certain 
circumstances to these flat prohibitions. 

This section also deals with custodianship of the securities of in- 
vestment companies. I t  is suggested that provision be made that 
all such securities be placed with (1) a bank or  trust company sub- 
ject to Federal or State supervision; (2) a private banking o r g ~ n i -  
zation if subject to State or  Federal supervision; or  (3) institutions 
subject to control and discipline of a national securities excliange 
under the Securities and Exchange Act of 1934. 

The obscure and indefinable provision in section 17 regitrding gross 
nlisconduct and .gross abuse of trust should be eliminated. Also, the 
provision requiring change of charters, bylaws, trust indentures, etc., 
should be deleted as unnecessary. 

15. Capital structure, section 18 of the present bill: In  lieu of the 
prohibition on the future issue of senior securities, provision should 
be  made for the limitation on the future issue of senior securities of 
closed-end companies in some such manner as the following: I n  the 
case of debentures, there should be n minimum coverage of assets a t  
the time of issuance of 300 percent, and in the case of preferred 
stock, a minimum coverage of 200 percent, including any obligations 
senior to the preferred stock. Dividend restrictions to correspond 
should be provided as to future issues of preferred stock. A11 stock, 
whether preferred or  common, should have voting privileges. The 
exception with respect to existing strict trusts heretofore discussed 
in paragraph 13 would apply to this situation. 

Refunding of existing senior securities should, of course, be 
permitted. 

The subsection dealing with redistribution of existing voting rights 
should be eliminated. 

16. Dividends, section 19 of the present bill: Provision should be 
made for full disclosure to shareholders as to the source of any divi- 
dend. Requirements as to dividends in relation to senior securities 
hereafter issued have been discussed in No. 15. 

The provisions of the proposed bill which interfere drastically with 
existing contract rights are indefensible. 

17. Proxies : Voting trusts : Circular ownership, section 20 of the 
present bill: The proxy requirements of the Securities and Exchange 
Act of 1834 which now apply to such investment companies as are 
listed on any national security exchange should be made to apply to 
all investment companies. 

The prohibition of voting trusts is approved except that voting 
trusts presently existing under State laws should be permitted to be 
continued. 

The complicated provisions in respect to circular ownership are ' 
replaced by the limitation on investment of one investment company 
in the stock of another provided for  in No. 10. 

18. Loans, section 21 of the present bill: Borrowings should be 
prohibited only to the extent of the limitation on indebtedness pro- 
vided in No. 15 dealing with future capital structure, and provision 
should also be made peimitting the refilnding of any existing indebt- 
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edness and permitting borrowings foy temporary purposes. Need-
less to say, loans to insiders are prohibited as self-dealing in  para- 
graph No. 14. 

19. Distribution, redemption, and repurchase of redeemable securi- 
ties, sectioll 22 of the present bill :These sections have to do primarily 
with problems of dilution and excessive sales loads. As these are 
problems affecting distributions and transactions with dealers, all of 
u-hom are nlembers of a securities association organized and regulated 
under the Maloney Act, this section should provide that  the rules of 
such securities association may deal with this subject matter. This 
section should also provide that  no securities issued by an investment 
company shall be sold to insiders or to anyone other than an under- 
writer or dealer except on the same terms as are offered to other in- 
vestors. Appropriate provision may be made for mergers. 

This section should nlso provide that the reden~ption privileges of 
any redeemable security shall not be suspended except ( a ) for a period 
of not more than 7 clays, or  (6)  in case of an emergency, including a 
period during which the New york Stock Exchange is closed, or ( c )  
under such other circun~stnnces as the Commission may by rules and 
regulations or by orders permit. 

20. Repurchase of securities: Closed-end management companies, 
section 23 of the present bill : The purchase by closed-end investment 
companies of outstanding securities should be permitted only on the 
open market or pursuant to tenders or  under such other circunlstances 
as the Commission may prescribe by rules and regulations or orders. 

21. Periodic reports, accounts and accountants, sections 30, 31, and 
32 of the present bill :Investnlent companies should be required to send 
to their shareholders periodic reports. Bearing in mind the expense 
in relation to smaller companies, the requirement should probably not 
be for more than semiaiinual reports. These reports should be certi- 
fied to a t  least annually by independent public accountants. Each re- 
port should include : 

( a )  Balance sheet showing the market or appraised value of securi- 
ties and a list of securities held. 

(6) When certified by public accountant, the certificate should in- 
clude a verification of securities held or  confirmation thereof from 
the custodian. 

(c) The income account should show the source of all substantial 
items of income. 

( d )  Expenses should be broken down in  detail a t  least as to those 
items constituting 10 percent or  more of the total expenses. 

(c) The report should include a supplemental statement of amounts 
paid to any director or interested person in the way of stock-excl~ange 
commissions, legal fees, o r  agency or similar payments. 

The Commissiori should be directed to consult with representatives 
of the industry and public accountants, with a view to encouraging 
a reasonable degree of uniformity in accounting standards. JVe ap- 
prove the theory of a periodic verification of security holdings and 
transactioiis outlined by Mr. Bailie and referred to at these hearings. 
But  this is quite different from giving the S. E. C. a roving corn- 
mission with inquisitorial powers, as  provided for  in the present bill. 

22. Destruction and falsification of reports and records, section 34 
of the present bill: This section dealing with destruction and falsifi- 
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cation of reports and records should be confined to corporate docu- 
ments and corporate accounts. 

23. Unlawful representations and names, section 35 of the present 
bill: The prohibition in  the present bill in respect to unlawful reprc- 
sentations is satisfactory and the adoption of misleading names 
should be prohibited. There is no necessity for any discretion to  
the Commission. -

24. Rules, regulations, and orders-General powers of Commission, 
section 36 of the present bill :The general authority contained in sub- 
paragraph (a)  of section 36 of the present bill should be made lo 
apply only to specific sections of the bill which may require rules 
and regulations and should also be more limited in the scope of the 
power granted to the Commission. 

25. Hearings by Commission, section 37 of the present bill: A 
policy should be expressed for consultation by the Commission with 
representatives of the industry, and for public hearings in  the clis- 
cretion of the Commission whenever i t  appears that there is a sub- 
stantial demand for such hearings. Neither shonld be aianclatory. 

Provision should be made for hearings i11 respect of any formal 
proceeding before the Commission in relation to any proposed order. 

26. Court review of orders-Jnrisdictioll of offenses and suits, sec- 
tions 39 and 40 of the present bill: The prorisions of sections 39 
and 40 in the present bill are satisfactory. 

27. Information filed wit11 the Comn~ission, section 41 of the pres- 
ent bill: This section is satisfactory as applied to the bill herein 
proposed. The effect of these prorisions, howel-er, if applied to the 
bill as introduced are much too far-reaching. 

28. Annual reports of C'ommission, etc., section 42 of the present 
bill : This is satisfactory. 

29. Penalties, section 43 of the present bill: There can be no ques- 
tion that penalties must be provided for violation of the act. The 
extent of the penalties is a matter in respect of which we mould pre- 
fer  to make no suggestions to the committee. 

30. Effect of existing law, section 44 of the present bill: This 
section as i t  now stands is satisfactory. 

31. Genernl definitions, section 45 of the present bill: Many of 
' these definitions need revision, but this is a matter for detailed 
.drafting. 

32. Separability of provisions, section 46 of the present bill: 
This is satisfactory. 

Unit investmellt trusts, periodic payment plans, face amount cer- 
tificate companies, sections 26, 27, 28,and 29 of the present bill: 
As the characteristics of these companies are essentially different 
from those of the ordinary inwstment compnny. it seems desirable 
that these subjects be dealt with under a separate title of the E11. 

Sections which have been eliminated : There have been eliminated 
from this framework sections 11, 14, 24. 25, 33, and 38. These have 
to do with the recurrent promotion of inrestment companies, limita- 
tion on size, additional requirements in  respect to prospectuses and 
sales literature, absolute jurisdiction to the Coininission over volun- 
tary reorganizations and recapitalizatioas, settlenlent of civil actions, 
and broad powers of investigation to the Commission. All of these 
subjects have been dealt with in the hearings before you. I might 



INVESTDIEKT TRUSTS AND INVESTMENT COMPANIES 1059 
just add the follov-ing brief comments as to a few of the sections 
eliminated. 

Section 24 dealt with registration and sales literature in con-
nection with the selling of securities. It is believed by us that this 
is properly taken care of by the Securities Act of 1933. I f  any ad- 
ditional provisions are needed, i t  should be by amendment to that 
act. 

As has already been pointed out, Section 25 dealing with reor-
ganizations and recapitalizations is one of the most drastic provisions 
of the bill. So far  as insolvent companies are affected, this is cov- 
ered by the Bankruptcy Act. Proxy regulations give the Commis- 
sion power to require full disclosure to stockhold6rs. This would 
seem to be adequate and there seems to be no reason why investment 
companies should be treated differently from any other type of 
company in respect to this matter. 

Similarly in respect to section 33 dealing with the settlement of 
civil actions, there is no reason why investment companies should be 
treated in any manner different from other companies. The implica- 
tions of these provisions are much too far reaching to be accepted 
without a most thorough study of the subject matter. 

That, gentleinen, completes our comments. 
I also. ns Judge Healy has done, would like to thank this committee 

very earnestly for their sincere attention to and interest in the material 
which we had to present on the part of the industry. 

Senator HUGIIES(presiding). Thank you, Mr. Bunker. I am sure 
that  your statement will be very valuable to the committee. 

Mr. BUNKER.I also want to thank Judge Healy for his considera- 
tion in  a11 these matters and for his courtesy and lrindness to the 
members of the industry. 

Senator HUGHES(presiding). The hearings are closed. I f  there is 
a further meeting the chairman will call it. 

(Whereupon, at 4 :  15 p. m., the hearings were closed.) 

X 


