CHAPTER 1II

THE INVESTMENT COMPANY INDUSTRY

“Thisis a background chapter. It outlines the structural and reguia-
‘tory context that gives rise to the specific problems discussed in
subsequent chapters and describes the investment company industry,
the background and provisions of the Investment Company Act and
the pertinent findings of the Wharton Report and Special Study.

A. WHAT IS AN INVESTMENT COMPANY?

1. The investment company concept

In broad terms, an investment company is any arrangement by
which a number of persons invest fundsin a “company” that is itself
(engaged in investing in securities. Most such arrangements are—
regardless of their legal nature under local law—investment com-
;panies within the meaning of that term as used in the Act,* the Special
Study and in this report.? Within the investment company industry
there are a variety of different organizational forms. Most invest-
ment companies are corporations, but a significant minority are
organized as trusts, including Massachusetts Investors Trust, the
second largest investment company in the United States with assets of
approximately $2.1 billion on June 30, 1966.3 Other organizational
forms are also used. For example, the Adams Express Co., which was
originally in the transportation business but since 1918 has been an
investment company, is a joint-stock company.* The range of possible
legal forms includes partnerships, agency relationships, and other

+ The Act achieves such breadth ofcoverage by defining “company” in see. 2(a)(8) as “a corporation, a
partnership, an association a joint-stock company, a trust, a fund or any organized group of persons whether
incorporated or not * * *'” anh by defining “‘investment company” insec. 3(a) (1) aS “any Issuer which * * * is
or.holds itself out as being engaged primarily or proposes to engage primarily, in the usiness of investing,
reinvesting, or trading in securities”’. (Emphasis added.) The sec. 3(a)(1) definition is supplemented b
other tests found in sees. 3(2)(2) and 3(a}(3). Seenote 90n p, 34, infra But some arrangementsthat fall
v3\g_té17|n_msabroad definitions of secs. 8(a} and 2(a)(8) are not subject to regulation under the Act. Seepp.

L

t This definition is limited to companies which invest in_securities. Thus companies formed for the
purpose of trading in commodity futures and companies primarily engaged in the busiuness of investing
and trading in real estate rather than in securities issued by the owners Of interest in real estate are not nor-
mally investment companieswithin the meaning of the Act. For this reason, real estate investment trusts
which qualify as such under the Real Estate Investment Trust Act of 1960 (secs. 856 to 858 of the Internal
Revenue Code of 1954, as amended) —thoughlabeled “investment trusts’~are seldom investment com-
panies within the meaning of the Act, . . A . .

3 The earliest English and Scottish investment companies on which later American companies were
modeled were organized as common law trusts. See Bullock, The Story of Investment Companies 1-14
(1989). The oldest existing American investment eompany, the Boston Personal Property Trust, was
organized as a trust in and has adhered to that form of organization ever since. Perhaps because 0f
the prominence o the trust device in the formative era of the investment company industry, investment
companies, including those that were organized as corporations, were generallyreférred to aS “investment
trusts” prior to 1940~ Since 1940the term “mvestme.nt_comfany" used in the Act has supersededthe earlier
generic label of “ihvestinent trust.”  Certain specialized typés of investment companies are still called

‘unit investment trusts,”  See pp. 38, 57-58, infra. . i

4 This is a form of businessorganizationakin to a partnership in that under the common law the investors
are subject to unlimited personal liability for the debts of the enterprise (except in_jurisdictionswhere the
common law rule has been modified by statute, e.g., Mich. Stat. Ann. See. 20.92 (1959)) but akin to a corpora-
tion in that the capital of the enter?rlse @ composed of freelytransferable shares of Capital stock. For dis-
cussfons of the Ie%al attributes of the joint-stock company. see Warren, Corporate Advantages Without
Incorporation (1929): 1 Fletcher, Cyclopediadr the Law of Private Corporationsé4-81 (1963revised volume).

-Bee also Hibbs v. Brown, 190N.Y "167, 82 N.E. 1108 (1907).
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arrangements generally not recognized under State law as independent
legal entities.® o )
Differences in organizational form can be of some moment to in-

sty pridnvestrddd oo stpldmendgedveyeselfperpet uatconodiesaod

trustees rather than by elected boards of directors.® Trusts organized
since 1940 entail at least a theoretical risk of unlimited liability.” So
in most instances do joint-stock companies. However, the wide
choice of organizational forms has little bearing on the economics of
the industry or the regulatory problems that result therefrom and 1s
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3. Statutory exclusions :

There are a number of important exclusions from the Act’s broad
definition of investment company.® To begin with, the statutory
definition does not extend to many large industrial and other types of
bolding companies.!® The Act is also limited to companies in which

there is a significant public interest, since it excludes from its coverage
a company that has no more than 100 security holders ** and is neither

5 Af the time of the Act’s passage there were several investment companies in existence that did not. fit
into conventional legal categories. One fairly prominent one was the Alexander Fund. It was neither-
a corporation, nor an association, nor a trust. The Alexander Fund was merely a descriptive name given to
the commingled funds of a group of persons who at first employed W, Wallace Alexander and later his corpo-
rate successor, W. Wallace Alezander, Inc., as their agent for the purpose of investing and managing their
money. The Alexander Fund was liquidated soon after the Act went into effect.

Investment companies may be created by similar arrangements on the part of insurance companies, banks,
and other conmipanies when they establish special accounts for the purpose of investing other persons” funds
in securities. Such accounts are significant today. See pp. 85-37, infra. -

& Although the total absence of investor control over the enterprise under the traditional trust form was
a matter of concern in 1940, there was reluctance to impose any serious structural medifications on the nu-
merous existing commeon law trusts whose indentures did not call for the election of trustees by the bene-
ficiaries. Aecordingly, it was defermined to permit the continued government of such existing trusts by
self-perpetuating bodies but to reqnire elected trustees in the case of new trusts, and to empower the holders
of two-thirds of the beneficial interest in pre-1940 trusts to remove those trustees who are natural persons..
See Act, sec. 16(b).

? The Supreme Judicial Court of Massachusetts, the jurisdiction in which the trust form of investment
company is most widespread, has held that a trust instrument empowering the beneficiaries to remove the
trustees and to appoini successor trustees creates a partnership, not a trust. Frost v. Thompson, 219 Mass.
360, 106 N.E. 1009 (1914).

3 The consequences to the investor of the particular form of organization chosen by a given investment

comupany are, of course, required to be disclosed in its prospectus.
9 Sec, 3(a) of the Act defines “investment company’” as “any issuer which—
“(1) is or holds itself out as being engaged primarily, or proposes to engage primarily, in the business
of investing, reinvesting, or trading in securities;
“2) is engag}(lad or proposes to engage in the business of issuing face-amount certificates of the install-
ment type, or has been engaged in such business and has any such certificate outstanding; or
4“(3) is engaged or proposes to engage in the business of investing, reinvesting, owning, holding, or
trading in securities, and owns or proposes to acquire investment securities having a value exceeding-
40 per centum of the value of such issuer’s total assets (exclusive of Government securities and cash
items) on an unconsolidated basis. .
“As used in this section, ‘investment securities’ includes all securities except (A) Government seeurities,

(B) securities issued by employees’ securities companies, and (C) securities issued by majority owned sub~

sidiaries of the owner which are not investment companies.” . )

The face-arnount certificate business referred to in see, 3(a)(2) is described at pp. 37-38, infra.

The term *““Government securities’” in sec. 3(a)(8) refers only to securities issned or guaranteed by the
United States (see. 2()(16)). Accordingly, secarities issued by the States of the Unifed States, their local
governmental subdivisions, and foreign governments are “investment securities.” The term “employees’™
securities companies’” in that same subsection relates to companies the securities of which are held by the
employees of 4 single employer or of two or more employers, each of which is an affiliated company of the:
other (sec. 2(a) (lg)%.

10 The Act focuses on corpanies for which investing in securities is an end in itself rather than a means
of controlling and operating businesses. Thus, companies that come within the provisions of see. 3(a)(3),
but ave primarily engaged, directly or through a wholly owned subsidiary or subsidiaries, ““in a business’
or businesses other than that of investing, reinvesting, owning, holding, or trading in securities’ are not
investment companies for purposes of the Act. Sec. 3(b)(1).

Other companies that come within the provisions of sec. 3(a)(3) may be excluded from coverage under
the Act if the Conumission finds and by order declares them “to be primarily engaged in a business or
businesses other than that of investing, reinvesting, owning, holding, or trading in securities either directly
or (a) through majority owned subsidiaries or (b) through controlled companies conducting similar types
of businesses.” As to “‘controlled companies” see sec. 2 (8)(9) and as to “majority owned subsidiaries”
see sec. 2(2)(23). For an interoretation of sec. 3(0)Y(2), see American Manufacturing Company, Invest-
ment Company Act Release No. 3649 (Mar. 11, 1963). . . .

11 The 100 security holder test relates to beneficial ownership. Beneficial ownership by a company is
AcomaAd hanafinial nwnarchin hv a einela narenn  aveont where mara than 10 nercent of the issuer’s nit.
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making nor presently proposing to make a public offering of its
securities.* It further excludes companies primarily engaged in the
underwriting and distribution of securities;*® banks; common trust
funds maintained by a bank for the exclusive purpose of investing
funds contributed to it in its capacity as trustee, executor, adminis-
trator or guardian; insurance companies; savings and loan associations
and kindred institutions; ** companies regulated or supervised by the
Board of Governors of the Federal Reserve System, the Interstate
Commerce Commission, or this Commission under the Public Utility
Holding Company Act of 1935; companies primarily engaged in
certain types of money lending operations; ¢ anrfcertain other classes
of issuers.” The excluded categories consist for the most part of
issuers for whom investment in securities is an activity ancillary to
another purpose which is the fundamental object of the enterprise.
Moreover, many issuers in those categories are subject to State and/or
Federal regulatory statutes. However, if in addition to its normal
business activities, such a company creates an investment company,
tHe X]V?Stment company so created is subject to regulation under
the Act.’®

3. Investment companies created by insurance companies and banks

Certain relatively recent developmentsin insurance and in banking
are very much in point here. The annuity contracts traditionally
sold by life insurance companies bind the company to pay a fixed-
dollar amount to the annuitant at fixed intervals beginning with a
certain year of his or her life. The company has the burden, and
bears the risk, of providing the promised sums. Accordingly, the
company usually invests most of the premiums it receives in real
estate mortgages and debt securities to minimize its risk and assure
its ability to make the payments. However, in recent years concern
over inflation has led certain insurance companies to search for some
device that may afford contract holders an opportunity to benefit
from rising market Brices for equity securities and thereby protect
them against a possible decline in the purchasing power of the dollar.
For this purpose the “variable annuity” was developed.

The variable annuity gives the contract holder a varying payment
measured by the fluctuating market value of a pro rata share d a
portfolio of equity securities. Although variable annuities include
a longevity factor, they differ fundamentally from traditional annuity
contracts because they: (1) substitute a promise to pay an uncertain
amount for a promise to pay a certain amount; and (2) transfer from
the insurer to the contract holder the risks inherent in a portfolio of
equity securities—a portfolio quite differentin nature from the bonds
and the mortgages of the traditional life insurance company portfolio.
These features of variable annuity contracts, together with the fact
that the insurance company segregates the equity securities from the
remainder of its holdings, result in the creation of an investment

12 Both conditions must be satisfied before the exclusionapplies. See. 3(c) (1).
1 See. 3(e)(9). PP oc. 3(c) (1)

14 See. 3(e)(3).

15 Sees. 3(e)(4), 3(c)(9}, and 3(c) (10).

16 Becs, 3(c) (5) and 3(¢)(6). i e i i

7 Among them are charitable, educational, and similar nonprofit companies (see. 3(c)(12)); employees’
stock bonus, pension, or profit-sharing truststhat meet certain conditions imposed by the Internal Revenue
Code (sec. 3(c) 113));_votmg trusts, the assets of which consist exclusively of the securities of a single issuer
that is not itselfan investment eompany (sec 3(¢)(14)): and security holders* protective committees that
|s.le81eS no sec%?t)lsss)other than eertificates Of deposit and short-term’paper (see. 3(e)(15)).

ee see. 2(2)(8).
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company for which the traditional scheme o life insurance regulation
is inadequate.’® The contractual arrangements create a specific,
segregated group of securities with respect to which a class of persons
has rights and which is therefore a “fund” under the Act.*® The

absence of a legal entity of the traditional type (e.g., a corporation)
is of no consequence because the holders of the variable annuities
constitute an organized group o persons brought, together by, and
associated with, the insurance company which initiated the contrac-
tual arrangements.?

Collective investment accounts created by banks to attract broad
investor interest and not formed for traditional fiduciary purposes
may also result in the creation dof investment companies subject to
regulation under the Act. As previously noted, the Act exempts banks
and common trust funds maintained by banks for the exclusive pur-
pose d investing the funds of trusts and estates administered by
them.”

However, when a bank invites customers for whom it is not acting
as trustee, executor, administrator, or guardian to contribute to
a common fund which the bank will invest in securities,”® the bank
assumes a new function which results in the formation of a statutory
investment company sponsored by the bank.””  This is so whether or

1 Ag Mr. Justice Brennan peinted out in his concurring opinion in 8.E.C. v. Varieble Annuity Life In-
surance Co., 359 U.S. 65, 77-80 (1959), the traditional combination of fixed-doll ar obligations running from
insurer to insured and state regulation with respect to reserves, solvency, apd permissible investments is
designed to insulate assureds, including annuitants, from investment vicissitudes. The essence of the
variable annuity, on the other hand, is the absence of an obligation to pay a fixed amount and the annui-
tants’ assumption of the risks of equity investment.

20 Jee sec. 2(a)(8). . . i

% S.E.C. v. Verioble Annuity Life Insurance Co. of America, 359 U.8. 65 (1959); Prudentiol Insurance
Company of America v. S.E.C., 326 F. 2d 383 (C.A. 3. 1963), affirming Prudential Insurance Company of
America, Investment Company Act Release No. 3620 (January 22, 1963), certiorari denied, 377 U.S. 953;
The Variable Annuity Life Insurance Co. of America, Investment Company Act Release No. 2074 (February
25, 1960). In S.E.C. v. United Benefit Insurance Company, 359 T. 24, 619 (C.A. D.C. 1966), the Act was
held inapplicable to variable contracts that contained a ‘‘minimum cash,val}le provision and also provided
for fixed monthly payments during the “payout” period. In the court’s visw the insurance company had
retained a sufficient share of the investment risk to qualify the contract as an insurance contract. The
Commission considers this decision erronecus. 1ts application for a writ of certiorari was granted by the
Supreme Court on Oct. 24, 1966. 87 Sup. Ct. 223,

2 Sec. 3(c)(3). . o . _

The common trust fund concept was in origin and remained for many ﬁears an adjunct of the banks’
performance of their traditional fiduciary funcfions. It was developed for the purpose of facilitating bank
aqhmlnlstre%t]lon of small trustsianglestates and é)ermlt}]ed portfg#lc d|ver3|1fég§£|%5§o an eétentgaat would
otherwise have been rmoracticable. "See 3 Scott, The Law of Trusts 1693 (2 ed. 1950); Bogue,
Common Trust Fund Legislation, 5 Law and Contemp. Prnbs. 430 (1938): Mundheim and Henderson,
Apnlicapility of the_Federal Securities Laws to Pension and Profit-Skering Plans. 29 Law and Contemv.
Probs /% 81964) The statutory exemvtion was based on a study of common trust funds made by the
Commission in 1939. That study found common trust funds to be purely an adjunct of the trust phase of
the hanking business. |t stated that: “Pa_l'th_lFat_lOn in acommontrust fund is restricted to trust estates
of which the trustee is the bank or trust institution which sponsors common trust funds. Furthermore,
an individual trust estate maY be commingled or participate in the common trust fund only if the instru-
ments creating the individual trusts authorize not only the commingling of such trust estate with other
trust estates in a single unit, but also permit investment in the type of assetsm which the common fund
is ultimately to be invested.” Investment Trust Study. Suopiémental Report on Cemmingled or Common
EPZ%{ Funds Administered by Banks and Zrust Companies (H.R. Doe. No. 476, 76th Cong., 1st sess) 7-8

1939Y

% The authority of banks tg commingle funds for_collective investme rROSES h G
broadeneduin relcgnt years b t%e Comlpt?oﬁle% o(% thq(e3 rOu_rrenclsy ! gmpare e.%Seg.aQ%élf Hbﬁ%, t%%

formerreguIatlon(?overmng anks’ collective investment activities, with 12 C.F.R. see. 9.18 (1966supple-
ment), the revised regulation. i i ]
. # The First National City Bank, the second largest bank in New York City and the third largest bank
in the Nation, has established such aB investment cog]np%n@/kno n as ‘“First National City Bank—Com-
mingled Investment Aceour > apd the Commissionhas been informedthat a number ofother banks also
plan to establish investment companies of this character. Participations in First National City’s invest-
ment company will be availableonly to customerswho invest a minimum of $10,000 in itsfund. “A petition
for review of fhe Commission’s decision to exempt the First National CItM Bank from certain provisions
of the Act (Pirst National Cify Bank. Toveckwmant Comnanv Ard Relesse Nk 4538 (Mar. 9:1966)) 1s now
pending before the Court of Appeals for the District of Columbia Circuit. . o

A number of banks have already formedand are now managmg commingled investment pools consisting
o funds deposited with them by self-employed persons who have elected to avail themselves of the benefits
of the Self-Employed Individuals” Retirement Act 0F1962 (/6 Stat. 809, Internal Revenue Code of 1964,
secs. 404(a)(1), 404{c)(1)) and by the employeesof such persons. Because of this limitation, these existing
funds are a specialized type of emplogees’ pension trust. Such fundshave been regarded as excluded from
the purwe\év ofthe ,IAct Dy sec. 3(e)(13). Seeébe stat‘e;ngnt oftr;et.(:ommlss_lon’sthen Ohgu;man mﬁCom}n%n
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not the formality of requiring a separate account with each person is
observed.

4. Administrative exemptive powers

When the Act was under consideration, it was recognized that there
were and would be investment companies that did not fall under any
of the specific exclusions heretofore discussed, but which nevertheless
presented peculiar situations rendering it unnecessary or unwise to
treat them as investment comi)anies for some or all purposes of the
Act.  To permit the individualized treatment called for In these and
in other circumstances and to avoid undue administrative rigidity,
the specific statutory exclusions were supplemented by vesting In
the Commission the broad discretionary exemptive powers set forth
in section 6(¢).® Among the exceptional situations in which the Com-
mission has found it appropriate in the public interest and consistent
with the protection of investors to grant investment companies com-
plete exemptionsfrom the Act are eases in which public investors held
only a minute fraction of the company’s outstanding shares,” in which
the company was formed for the purpose of educating its stockholders
rather than that o making money for them,? in which the company’s
dominant aim was the rendition of aid to a foreign country rather
than the attainment of normal investment objectives,?® and those in
which foreign nationals held all or almost all of the beneficial interest.?

B. TYPES OF INVESTMENT COMPANIES

The Act divides registered investment companies into three classes:
(1) face-amount certificate companies; (2) unit investment trusts;
and (3) management companies.*

1. Face-amount certificate companies

Face-amount certificate companies issue so-called “face-amount
certificates.” These certificates are contracts under which the com-
pany is bound to pay a fixed sum at maturity (the face amount of the
certifiate) to A purcnaser wno has i ade a single payment or a series of
specified installment payments.® Purchasers who fail to continue
their installment payments through to the maturity date are never-
theless entitled to receive specified surrender values measured by the
amounts actually paid in. During the earI?/ years of the certificate’s
life, however, the surrender value is much lower than the amount of
the payments made.®* Face-amount certificates are fixed-dollar obli-
gations offering an almost entirely predetermined rate of return.®

¥ Tbe sectionreads,in pertinent part: . i

“The Commission ™ * ™ may. * exemptany person, security, or transactjon, or any class or classes of
{)ersons, securities, Or transactions, from any provision or provisions of this title * * * and to the extent
hat such exemption is necessary or appropriate in the public interest and consistent with the protection
of investors and the purposes fairly intended bé/ the policy and provisions of this title.”

28 The Hufching Securities Company, 12 S.E.C. 431 (19-1%; Maritime Corporation, 9 S.E.C. 906 (1941); The;
Fitrust Corporation,9 S.E.C. 901 (1941). i
. 27 Beclyeo Incorporated, 22 S.E.C. 784'(1946). (The company was or%an_lzed by a professorand his classes
IN an advanced economics course at agromment college asan adjunct1o instruction.)

28 Israel American Industrial Bunk. Limited, Investment Company Act Release No. 2526 (May 13, 1957);
Ampal-American Palestine Trading Corporation, 25 S.E.C. 24 é .

¥ Pgripes Corporation, 48 8 E.C. 487 (1961); Providentia, Ltd., 24 S.E.C. 179 (1946); Hudson Trading and
Investing Corporation, 9 S.E.C. 220 (1941).

3 Sec. 4.

1 Bec. 2(a)(15).

32 dee, 28(a) (2). o . . o o .

% Face-amount certificate companiesdo on occasion vote supplemental credits in addition to the interest
rate called for by the certificate.



38 IMPLICATIONS OF INVESTMENT COMPANY GROWTH

They are debt, not equity securities,* and offer a systematic savings
program, a higher degree of safety than the ordinary equity security,
rates of return lower than those now obtainable from federally insured
savings institutions arid on United States Government securities,?
and no prospect of capital appreciation. Moreover, up to one-half
of the money that the purchaser pays during the first year of the
certificate’s life may be deducted for sales compensation.®

The face-amount certificate business is now a small segment of the
investment company industry. The six active face-amount certificate
companies that were registered with the Commission on June 30, 1966,
had assets on that date of some $1 billion, which was about 2.3 percent
of the total assets of all registered investment companies.®

2. Unit investment trusts

Unit investment trusts sell redeemable interests in units of specified
securities.®® Tney are of two iypes. One type of unit investment
trust holds a variety of specificsecurities. The other type invests
all of its assets in a single security.

Changes in the underlying securities are seldom made and are
usually permissible only on the happening of certain specified contin-
gencies. Hence the trusts’ managers have no appreciable discretion-
ary power in the management of the trust assets.®” Unit investment
trusws with diversified portfolios were numerous and popular in the
early 1930’s. Since that time their importance has dwindled.***

The single security type of unit investment trust, however, is of
considerable |nj]p_ortance. This type of trust issues “periodic pay-
ment plan certificates” which almost always evideiice interests Iin a
portfolio consisting solely of shares of a specific investment coinpany.
A purchaser of a periodic payment plan certificate * acquires an
interest in, but not direct ownership of, the underlying investment
company’s shares.  Since the purchaser pays for his interest in fixed
monthly installments over a period of years, this type of unit invest-
ment trust serves merely as a mechanism for buying investment
company shares on an _installment payment basis. The aggregate
net assets df the 90 unit investment trusts of the periodic payment
plan type that were registered with the Commission on June 30, 1966,
amounted to about $8.5 billion, approximately ‘7.5 percent of the
aggregate assets of all other registered investment companies on that
date.?

3 Face-amount certificates companies must maintain certain minimum reserves. Sec. 28(a){2). They
must also have at least $250,000 of paid in capital stock. See. 28(2)(1).

35 Cf. Act sec. 28(a)}{(2)(A).

36'See pp. 247-249, infra.

37 One of these companies, Investors Diversified Services, In¢,, and its wholly owned, subsidiary, In-
vestars Syndicate of America, Inc., account for 95 percent of all the assets of the 6 active face-amount
certificaté companies. .

# A1l securities issued by a unit investment trust must be redeemable. Act sec. 4(2).

39 For this reason, unit investment trusts were usually referred to as “fixed trusts” prior to the passage
ofthe Act. There was at onetime a widespread beliefthat fixed trusts offered a higher degree of safety than
other types of investment companies. See Investment Trust Study, Supnlemental Report on Fizéd and
Semifided Investment Trusts, H.R. Doc. No. 567, 76th Cong., 3d sess. (1940) 2435,

3% Most of the contemporary Uniit trusts of this type mvest m munieipal bonds.

4 See Act sec. 2(a) (26) for the definitian of a “periodic payment plan certificate.”

4 Unit investment trusts ofthe periodic payment type customarily deduct one-half ofthe investor’s first
12monthly payments forsalescharges. Inthisrespect unit mvestment trusts of the periodic payment type

resemble face-amount certificate companies. For a fuller discussion of the cost of investing in periodic
payment plan certificates—commonlyreferred to as “contractual plans” see pp. 57-58, 223-247, infra.
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3. Management companies

Management companiesare a residual category.*?* They are invest-
ment companiesthat are neither face-amount certificate companies nor
unit investment trusts. The managements of such companies enjoy
relatively unfettered investment discretion and within the limitations
of investment objectives and restrictions stated in the prospectuses
are usualiy authorized to invest in such securities as they deem proper.
Management companies dominate the modern investment, company
industry. They are far more numerous than either of the othtr
types*® On June 30, 1966, nianagement companies had 96.5 percent
of the $46.4 billion in assets held by all investment companies
registered with the Commission on that date.#* All subsequent refer-
ences to “investment companies,” unless the context clearly indicates
otherwise, will be to management companies.

C. TYPES OF MANAGEMENT INVESTMENT COMPANIES

1. Introduction
Management companies are divided into four mutually exclusive
classes by means of two overlapping tests. One test, the diversifica-
tion test, is functional. It turns on the distribution of a company’s
portfolio investments among the securities of different issuers.* The
other, the closed-end versus open-end test, is structural. It turns on
whether an investment company is either offering for sale or has out-
standing any redeemable security of which itis the issuer.*® [ neither,
itis aclosed-end company.¥ A security is redeemableif by its terms
the holder, upon its presentation to the issuer or to a person designated
bﬁ/ the issuer, is entitled to receive approximately his proportionate
share of the issuer’scurrent net assets or the cash equivalent thereof.*s
Accordingly, every management company belongs to one—and
only one—of the following four classes:
(1) Diversified, open-end.
2) Non-diversified, open-end.
§3) Diversified, closed-end.
(4) Non-diversified, closed-end.

2. Diversified Versus non~diversified

A company is “diversified” for purposes o the Act if it invests —with
respect to 75 percent of its total assets—not more than 5 percent of
its total assets in the securities of any one company and in securities
representing not more than 10 percent of the outstanding voting
securities of any one company.** Where a failure to meet these

42 Bec, 4(3).

4 528 of t%]e 667 investment companies registered with the Commission on June 30, 1966, were of the
management type.

¢ To avoid “‘double countiny the $3.5 billion of assetr be by thoseunif i1t oe  truststh invest

ole’y iu thie shares of sougenent investment companies have been excluded.
"4 Bee Act see, 5(b).

4 Aot enr 5(a)(1)

1 pger can 5()(2)

A0 5o 2(a) (81

8 The A t'sdfs L (see. 5(b)(1) isasfoll

¢ Diversifind oy’ me 4 3 & management i 1§ Pich meets the Hilcwing reqmi
least 75 per centum of the value of its total assets js represented by eash anil caih jieins

1135), Government securities, securities of other investment eompanies, and other securities for the
p 1oses of this calenlation limited in respect of any one issuer to an amount not greater in value than 5
per ¢ antum of the value of the total assets of such management company and to not more than 10 per centura
of the outstanding voting securities of such jssuer.”

It will be noted that the forezoine definition divides the assets o, diversifiad invastmant pamnanies intc
two segments. One segment, which must amount to at least 75 percent of total assets must be diversified.
The other, which may amount to as much as 25 percent of total assets, r d not be liver ifi d¢ d may
indeed ‘we 1vestea 10 Toe securinies of 4 sigre ssuer  This approach pe wits a di il d company o
comm: substantial portions ef its resources to special situations without losing its diversified statuss
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requirements results from postacquisition changes in security prices,
the company does not lose its diversified status.*®

Any management company other than a diversified company is
classified as a “non-diversified”” company by the Act.®* The diversifi-
cation of which the Act speaks is not diversification among different.
types of securities, such as bonds and stocks, common stock and pre-
ferred stock, or relatively speculative as against relatively conserva-
tive issues. So faras the Act is concerned a company can be “diversi-
fied” eveniif it confinesits investments to bonds or to preferred stocks.5
Nor is the Act concerned with diversificationamongindustries. Many
“diversified” companies limit themselves to investments in a specific

An investment in a diversified company represents an indirect inter-
est in the securities .of numerous issuers, all & which may be—and
sometimes are-—engaged in one industry. In contrast, an investment
in a non-diversified company may represent an indirect interest in the
securities of a small group of companies or sometimes of a single
company.**

There are, however, a number of companies that are “non-diversi-
fied” for purposes of the Act because their portfolios do not meet the
Act’s tests but which nevertheless offer investors a considerable degree
of diversification.®® Non-diversified companies of this type* are
functionally more akin to the diversified companiesthan to the highly
concentrated type of non-diversified company.

The primary Incentive for the maintenance of diversified portfolios
stems not from the Act but from the Internal Revenue Code, which
treats “regulated investment companies” that meet the Code’s diver-
sification tests in a special way. Except for the fact that they apply
to 50 percent rather than to 75 percent of a company’s assets, the
Code’sdiversification standards are similar but not precisely identical.

% Sec. 5(e) of the Act providesthat “a registered diversified company which at the time ofits qualification
as such meets the requirements * * * shall not lose its status as a diversified company because of any
subsequent discrepancy between the value of its various investments and the requirements * * * so long
asany such discrepancy existing immediately after its acquisition 0fany security or other property isneither
wholly nor partly the result of such acquisition.”

i See. 5. i

s3 A number of diversified companiesdoso. o

3 The largest of them are Insurance Securities Trust Fund (assets about $1.1billion on June 30, 1966),
which limits itself to insurance com_/pan , insurance holdln% company, and_bank stocks, and Chemical
Fund, Ine. (assetsapproximately $437 million on June 80, 1966)which invests in the securitiesof companies
engaged in the chemicalindustry, Both are “diversified’” within the meaning ofthe Act, although neither
purports to offer the investor a %ide diversification among industries. . .

In addition, there are a number of investment companieswhich are registered as‘‘non-diversified” but.
which in factoffer investorsa considerabledegyee of diversification among issuers withia limits preseriped
by the companies’ specialized investment policies. Some investment companies ofthis latter type offer
geographical specialization, .Examples are Eurofund, Inc. (June 30, 1966, assets about $25 mlllloni which
invests in European securities, the Japan Fund, Tnc (June 30, 1966, assets sbout $28 million) which has
over 90 percent Of its assets invested in Japaness common stocks and Israel Development Corp. (June 30,
1966, assets about $20 million) which concentrates on Israeli securities. k

Although these specialized mvestment companiesare sometimescalled “specialty funds,” many of them
are not mutual funds. . i . i

5 Coca-Cola Internatignal Corp. (assets approximately $448 million as d June 30, 1969) is an example OF
this type of non-diversified company. Coca-Cola International holds approximately 624 million shares o
the common stock of the Coca-Cola Ca. which, except fora small amount.of cash OR hand am some shfor{—
term U.8. Government securities, is its only’asset. Christiann Securities Co., the second largest of all
registered investment companies (assets approximately $2.6 billion on June 80, 1966), is another non-
diversified company of this type. Christiana’s substaritial holdings of the common and preferred stocks
of E. I. du Pont de Nemours & Co. account forover 97percent o its total assets. Coca-Cola International
and Christiana are investment companies because the former does not manage Coca-Cola nor the latter
DuPont. Actsec. 8(b)(1). Theyarenon-diversifiedmanagement companies rather than unit investment
trusts because: (a) they fssue shares of then’ own stock whereas unit mvestment trusts issue certifleates
of beneficial interests in the securitiesthat they hold; and (b) they are corporationswhereas unit invest-
ment trusts are novcorporate units which have'no boards of directors. . i .

& For example, a company that commits 35 percent ofits assets to the, securities o a single |ss%er but
places the remaining 65 percent in relatively small holdings of the securities of numerous issuers offers an
aptpreciab]e measure of diversification,although the size df its commitment to the single issuer precludes
it from being considered “diversjfied” under the Act. - ] .

0 enheimer Fund, Ine. (assets approximately $75 million as of June 30, 1966) is such & *‘non~
diversified” company.

e e
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to those of the Aect.” Generally speaking, registered investment
companies that do not meet the diversification tests of the Code
enjoy no special tax advantages. ® Their income is usually taxed in
the same way and at the same rates applicable to other corporations.’®
Companies that are diversified for purposes of the Code, on the other
hand, enjoy a signscant tax advantage over other corporations. In
fact, few of them ever pay any Federal corporate income tax.

Such special Federal income tax treatment allows diversified invest-
ment companies to pass their pretax ordinary income on to their
shareholders. It also enables diversified investment companies and
their shareholders to avoid double taxation on net long-term capital
gains realized by the companies. To obtain this favorable Federal
Income tax treatment, a diversified investment company, however,
must distribute at least 90 percent of its ordinary income in the form
of dividends.®® Thus, these tax advantages are obtainable only by
sacrificing the right to add substantial portions of the company’s
earnings to its capital. Most diversified companies choose the tax
advantages. Hence they distribute all or substantially all of their
ordinary income to their shareholders.®® Most of these companies
also distribute all or substantially all of their net long-term capital

ains to their shareholders even though there is no special tax reason
or so doing. The pertinent provisions of the Internal Revenue Code
are discussed in somewhat more detail in the appendix to this chapter.

Diversified companies hold more than 80 percent of all management
investment company assets. In terms of numbers of shareholders,
the preponderance of the diversifiedinvestment companiesis especially
striking. On December 31, 1965, the ten largest diversified com-
panies had about 2,686,000 shareholder accounts, while the corre-
s%onding total for the ten largest non-diversified companies was only
about 120,000.92

3. Open-ends and closed-ends.

As has been pointed out, the distinction between an open-end
company and a closed-end company is the presence of a redeemable
security in the open-end company’s capital structure.®

i Compare sec. 851(b) (4) of the Internal Revenue Code of 1954 with sec. 5(b2 (tl) of the Act. i

3 The use of the phrase “special tax advantages” is not meant to imply that the Commission disagrees
with or questionsthe treatment that the Internal Revenue Code now gives diversified investment companies.
% Internal Revenue Code; sec. 851(b)(4). Joint-stock companies and associations are treated as corpora-
tions for Federal income tax purposes. Internal Revenue Code, sec. 7701(a)(@3). . .

However,some non-diversified companies enjoy a tax position even better than that ofthe diversified com-
panies. These are former public utility holding companies that chose to transform themselves into non-
diversified investment companiesin orderto complywith the Public Utility Holding Company Act of 1935.
Somesuch companies,among them the United Coré). (approximate Juneag, 19¢6, assets$145miillion), Elec-
tric Bond & Share Co. (agproxmate June 30, 1966, assets $219 million), Standard Shares, Inc. (formerly
Standard Power & Light Corp.) (approximate June 30, 1966, assets $56 million), .and Abacus Fuud, Inc.
(formerlyInternational Hydro€lectric System (approximate June 30, 1966, assets $42 million), hold quanti:
ties of utility stocks acquired during the 1920’s at prices con5|der_ably in excess of those NOW prevailing.
Sales of these high cost utility shares generate losses in excess of income. Hence these companies have
no earningsor profits and ﬁay no Federal corﬁo_rate income taxes. Under sec. 316 of the Internal Revenne
Code, the'amounts that they distribute to their stockholdersare not dividends which are taxakis to the
recipient as ordinary income. but tax-free returns of capital. . o

& If any of the remaining 10 percent of their ordinary income is retained by such companies, it will be
subjent td corporate income tax. i . o

st Many of the companies offer programs pursuant to which shareholderscan invest their dividends and
capital gain distributions in new shares. Because substantialnumbers ofshareholdershave chosento avail
themselvesof these programs, much d the money that the companiesdistribute to their shareholdersfinds
its waﬁ/ back to their tréasuries in exchange for new shares issued to existing shareholders.
. 9 These figuresshow aggregates ofshareholderaceounts and thus include some persons who own shares
in two or more iuvestment companies. To some extent that cannot be determined with precision: the raw
figuresunderstate the number of shareholdersin the uon-diversifiedcompanies. This is so because nyach
lion-diversifiedstock is held in the names of nominees. In a non-diversifiedcompany shares of record held
by a single nominee may be owned beneficially by a number of persons. In the dive:sified companijes
(especiallyin the open-end diversified companiés and the ten largest diversified companies are all of the
opgn—end ype t514er_e is much less divergence hetween record ownership and beneficial ownership. See
note 82, onga e 44, infra.

% See p.

,supra.
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Sincea closed-end company is under no obligationto redeem, that is,
buy back its own shares, its capita3 structure is much like that of
companies in other areas of the economy.* Equity capital contrib-
uted by the public is viewed as permanently committed to the enter-
prise. Shareholderswho wish to sell must find buyers on a securities
exchange or in the over-the-counter market.®* The selling price is
determined by market forces and is seldom identical to net asset value.
Similarly, investors who wish to buy most normally buy from existing
sharehoP(/:iers, not from the company itself. The company is not
engaged in a continuous quest for new equity capital.

Closed-end companies can make continuous offerings of their own
securities. But very few of them actually do so. Indeed, estab-
lished closed-end companies seldom make new public offerings of any
sort except through reinvestment programs under which existing
stockholders can reinvest their dividend and capital gain distributions
in new shares and through rights offerings pursuant to which existin
stockholders can purchase new shares. In recent years shares o
closed-end companies generally have tended to sell at discounts from
net asset value.®® Under these circumstances a new offering of a
closed-end company’s shares would have to be made at a price that
would dilute the interests of existing shareholders.®”

An open-end company is under a legal duty to redeem its shares at
their approximate current net asset value. Shareholders who wish
to dispose of their shares usually sell to the issuer rather than resort
to the securities markets, as there is only a small trading market for
open-end shares.®® Since there will always be some shareholderswho

4 In the case of closed-end companies, however, the extent of the permissible debt component is limited
by sec. 18(a) of the Act.., . L

85 Closed-end companies can repurchase their own securities, but. are “der no obligation to do so. A
clotsediendlcompar}y sdecision to repurchase its own shares Is a busmess judgment voluntarily arnved at,
not a legal obligation. = . i i

The repurchasepracticesofclosed-eiidcompaniesare governed by see. 23(e) of the Act, which requiresthat
such repurchases he made either: (1) in the open market, in which event notice o intention to repurchase
must be givento the affectedclassof security holders; or (2) pursuant to tenders made to all holders of securi-
ties of the class to be purchased; or (3) by such other fair and nondiscriminatory proceduresas the Com-
mission may by rules and regulations permit. i K .

The repurchase programs of closed-end mvestment companies and of other companies whose _securities
aretraded on exchangesand, in the over-the-counter market raise questions under the antimanipulation and
the antifraud provisions of the Securities Exchange Act 0f1934 (see pp. 61-62 inira). Because of these
questions and also because extensiverepurchases would result in a material shrinkage in the repurchasing
company’ssize, closed-end investment companieshaveseldom elected to repurchase Substantial quantities
of their own stock. .

8 Seetable IT-1 at p. 44, jnfra. . . o o

& Under sec. 23(b) of the Act, such an offering would require the consent of a majority of the existing
shareholdersor the approval of the Commission. i i i

& Unlike the redemptiou feature of open-end companies’ shares, the continuous offeringfeature is a volun-
tary management decision. A few open-end companies have ceased to make continuous public offermgs
of new shares. ExamEIes are State Street Investment Corp. with assets of approximately $347 miltion on
June 30,1966, and the Laeard Fund, Inec., whose assets amounted to about $9_2m1111011 onthat date., When
an open-end company stops selling new shares, mvestors who wish to buy its shares cannot obtam them
from the_issuer. "To'satisfy that demand, an over-the-counter trading market has develo?ed m these
shares. Thus, shareholders who wish to sellneed not exercise thew right to redeem.  Among the open-end
companies that do not make continuous offerings of their own shares are the so-called “exchange funds.”
Such companies issue shares in exchange for other securities and permit investors to_obtain an indirect
interest in the company’s diversified portfolio of securities in_exchange for holdings of the securities of a
single issuer or of a small number of issuers. Exchange funds usually refuse to accept contributions of
securitiesthe aggregate market value of which is below a eertain minimum figure. The amount of this
minimum, varies, but $25,000 is a frequent figure. After an initial oﬁermf,v period; exchange funds do not
issue additional shares, although they are obligated to redeem share already issued. Exchange funds
appeal prlmarll¥ to investors who wish to dispose of secqriti_es in which there has been substantial price
appreciation without having to pay an immediate capital gains tax. Their attractiveness to this class of
investors stems from the fact that fransactions with exchange fundshave until recently been deemed non-
taxable under sec. 3510fthe Internal Revenue Code,which providesthat gain or lossshall not be recognized
when property is transferred to a corporation soleiy in exchange for stock and securities and where the
transferors of Such property are in control ofthe corporationimmediately afterthe exchange. (See Chirel-
stein, “Exchange Funds,” 75 Yale L.J. 183(1965)). In July of 1966, however, the Internal Revenue Service
propased to amend its retl;ulatlons SO as to make transactions_with exechange funds taxable events. Pro-
posed Treas. Redq. §1.351-1, 31 Fed. Reg. 9549 (July 14,1966). The ensuimgumncertainty as to the tax status
of exchange funds brought the formation of new funds of this type to atemporary halt. The tax status of
these funds has now beeén clarified by sec. 203 of the Foreign Investors Tax Act 0f 1966 (Pub. Law 89-909,
80 Stat. at 1577). That statute, enacted on November 13,1966, provides that certain types of transfers to
exchange funds;, if made on or before June 30, 1967, are non-taxable.
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want to sell, an open-end company must comply with continuous
demands for cash from selling stockholders. To offset the resulting
cash outflow, and because of the strong incentives for growth created
by the structure o the industry, the managers of virtually all open-
end companies vigorously promote sales of new shares at all times.

Open-end investment companies are commonly referred to as
“mutual funds.” Indeed, this term has become a synonym for
open-end investment companies.®®

Today, mutual funds dominate the industry. They have for many
years been able to sell new shares at a rate far in excess of the rate
at which outstanding shares are redeemed.” Because of this excess
of sales over redemptions there has been a continuous flow of money
into open-end companies. Their growth through new money inflow
has been striking. _ _

_The growth of closed-end companies, however, has been quite
different. As has been noted, closed-end companies do not contin-
uously issue new shares; and since the tendency of their shares to sell
at a discount from net asset value normally precludes them from
publicly offering new shares, infusions of new capital are rare.” More-
over, most corporations that grow from within do so through the
retention and reinvestment of earnings. This form of internal growth
is not as significant to closed-end companies since, for tax considera-
tions peculiar to investment companies, closed-end companies as well
as mutual funds tend to distribute all or almost all of their earnings.™
Hence the only significant source from which an established closed-end
company can grow is appreciation in the value of the securities that
it holds.

The “discount” in the trading markets for shares of closed-end
companies deters the formation of new closed-end companies. Few
have been formed, except as an incident of public utility holding com-
pany reorganizations,” or for the purpose of investing in foreign se-
curities™ and in the relatively unmarketable securities of small
businesses.’ ) )

The present dominance of the mutual funds is a complete reversal
of the situation that prevailed in earlier years. Durmc]; the 1920’s
mutual funds were few and small, while there were many large closed-
end companies which held most of all investment company assets.”
After 1929, closed ends lost much of their former favor with investors,”

The Act does not refer to “mutual funds,” a term which came into vogue during the mid-1940’s but ha |
been used to some extent during prior years. See Bullock, The Story of Investment Compani | 73 (1959
See also Hearings on S. 8580 Before a Subcommiltee of the Senate Committee on Banking and Cu n y, 76t
Cong., 3d sess, 452 (1940). 'These, the hearings on the bill that eventually became (with modifications) the
Investment Company Act, are hereinaftercited as “Senate Hearings”. i i o

70 During 1965total salesamounted to about $6_2billionas againstredemptions of approximately $2billion,
for a net new money inflow o roughly $3.2 hillion.

71 The market discount for closed-end shares (see table II-1 at p. 33, infra) is a phenomenon that did not
alwaysexist In the pre 1929 era, markel quotations for closed-end shares were often appreciably above net
asset value  3uch an excess of market price over net asset value was and still is called s “premiaom ”*

2 See p. 23, supra. )

7 See note 59 on p, 41, supra.

u B.g., Eurofund, Inc., the Japan Fund, Inc, ) . -

 As o June 30, 1966 57 active small business investment companies with total assetsof $343.2 million were
registered with the Commission 8s closed-end investment companies. Tbese com[)anle_s were organized
under the Small Business Investmerg%n&ein Act 0f 1958 to supply capital to small business enterprises.

7 Investment Trust Study, pt. 2, 56Yy 3. . i

77 The substantial preminms at which closed-end shares had previously sold gave way to substantial
discounts. By the close of 1929 the aggregate market value of investment company shares wes approxi-
mately 35 percent below the actual value of those companies’ assets. Investment Trust Study, pt. 3,
During the 1930-35 period, stockholders of closed-end companies declined by 17,000, while stackholders of
open-end companiesincreased by 154,000, Mutual fundswere able to sell new securitiesduring the depres-

glosr_} e%s. ut closed-end companies found it impossible to do so0. See Investment Trus(iJ Study, pt.
3 3
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but not until 1944 did the aggregate assets of mutual funds exceed
those of the Closed-end companies.”® By June 30, 1966, the assets of
mutual funds were almost six times those of the closed-end companies.
On that date there were 379 mutual funds registered with the Corn-
mission, with total assets of approximately $38.2 billion, as against
149 active closed-end companies with total assets of about $6.6 billion.
The open-ends not only hold more assets than the closed-ends,™ they
have many more security holders, !

The open-end, segment of the mdustry consists almost entirely of
diversified companies. Its closed-end segment, on the other hand, is
largely non-diversified.®® When the diversified companiesin both seg-
ments of the industry are compared to each other, we see that the
assets of the diversified closed-end companies are valded at about
$2 billion, approximately one-nineteenth of the assets of the mutual
funds. And the 10 largest open-end diversified companies have
about 2,686,000 stockholder accounts,® more than 10 times the
number o stockholder accounts (about 244,000) in the 10 largest
closed-end diversified companies.?

Tables IT-1 and 11-2 present the data in tabular form.

TaBLE 11-1.—The 10 largest diversified closed-end investment companies on
June SO, 1966

Number of

Gross . Percent share-
Name assets Yet assets | Selling | premium [ holders of

(millions) | per share price or (dis- record ¢

count) (thou-

sands)
1. Tri-Continental Corpa-aea-noecacocoas $535. 5 $32.25 $23.63 EZG]; b47.3
2. The Lehman Corpaae-caccovacmaeono 439.3 55.49 30.63 13.7 36.1
3. Madison Fund, Inc........._.__._._... 231.3 20.47 22.63 10.6 66.7
4. U.B. & Foreign Securities Corp - 133.0 40.17 29.00 (27.8) 7.9
5. The Adams Express Co...--- - 117.8 30.72 29, 06 5.86) 19.5
6 Geperal Public . ... _ Corp 95.3 6.69 6.00 21& 3; '37.9
7 Niagara Share Corp...__ 3 22,26 18.50 16.9 7.9
8 Cuusviidaied Investmnent TIast- .- 2 1260 d9.75 (22.6) 1.2
9 General American Investcrs Co,, Inc_. 8 37.57 34.63 (7.8) «8.2
10 Investors Securities Corp. ......... 4 19.99 15.25 (23.7) £1.3
"Total $1,895.0 | ooooeenen e e | 244.1

s Shareholdersas o Dee. 31, 1965.

b Includes 3,200 holders of preferred stock and 2,900 holders of common stock purchase warrants.
¢ As of Mareh 29, 1966. o

4 Based On published hid and offer quotationsin the over-the-countermarket.

* Includes 400holders of prefered stock.

f Formerly known as International Holdings Corp.

£ As of March 1.1966.

7% Bulloek, The Story of Investment Companies, 98 (1959). i

™ Two diversified open-end companies, Investors Mutual, Inc., with June 30, 1966 assets of about $2.8
billion, and MassachusettsInvestors Trust, with assets of about $2.1 biilion on that date, each have resources
in excess of the aggregate resources of all diversified closed-end companies. i

_® One non-diversifiedclosed-end company, Christians Securities Co. gJune 30, 1966 assets about $26 bil-
I|on?:holds approximately 39 percent of all closed-end assets althoughit has only about 10,000shareholders.

8 Figures as to numbers of stockholder accounts are as of Dee. 31,1965.

82 Contrast this 243,000 %gur,e with the rougt}jlgl 435000 shareholders of the largest open-end company,
{/r\]/vielstois MFutueélI Inc., and with the roughly 363,000 stockholders of the third largest open-end company,

ellington Fund,Ine.

Beca%se much &foosed-end stock is held in the names of nominees, thenumber of beneficial holders of closed-
end sharesis understated to some extent. One OF the larger closed-end companies has stated that the num-
ber of its beneficial shareownersexceeds the number of itsshareholder accountsof rfecor_d bx about 50 percent.
Mutual fund'shares, on the other hand, are generally held of record in the names of their a¢tzal owners. See
note 61on p. 41, surPra. L . .

The aggregates IN the text relate to shareholder.ac¢ounts, not to numbers of individuals. Sincethere is
an unknown number of persons who hold sharesin two or more investment companies, these figures over-
state to some extent the total number of individuals involved.
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TaBLE II-2.—The 10 largest diversified open-end investment companies on June

2

Net assets | Number of

Name (millions) |sharehcldersa

(thousands)
1. Investors Mutual, Ine - e 435.3
2. Massachusetts Investors THUBE. - - - oo oo oo e 217.8
3. Wellington Fund, INC. o oo 1,920.6 5 3634
4. Investors Stock Fund, Inc__________ R 1,730.0 b 346.3
5. The Dreyfus Fund, Inc_ _ _____ - 1,539.8 63243
6. Affiliated Fund, ne__ _ _ _ - ____~ - 1,2566 202.3
7. United Accumulative Fund___ _ 1,2454 52738
8. Fundamental Investors, Inc._.__.__._. 1,163.3 5 186.0
9. Insurance Securities Trust Fund 1,061.0 1910
10. MassachusettsInvestors Growth Stock Fund, Ine. 931.0 ¢ 1453
Total e o e A et $15,775. 5 2,685. 5

a shareholders are as of Dec. 31, 1965
b Includes holders of periodic payment plans
As of Nov. 30,1965.

The reasons for and the questions raised by the phenomenal growth
of the funds can best be understood by examining the structure of
the mutual fund industry.

D. MUTUAL FUND STRUCTURE

1. Introduction

Most mutual funds eontract out their principal functions to other
organizations that work for them on a fee basis. This “externaliza-
tion of management” is_the most striking feature of the industry’s
organizational pattern. The following description of the way in which
the funds’ most important functions — the selection of investments, the
sale of new shares, and the execution of portfolio transactions—are
performed delineates the special characteristics of mutual fund struc-
ture and paves the way for the more detailed examination found in
subsequent chapters.

2. Selecting and supervising investments

All mutual funds operate within the limitations imposed by the
fund’s fundamental investment policies # and certain other guidelines
stated in the prospectus.® The fundamental policies must be set forth
when the company registers with the Commission and cannot be
changed without shareholder approval.®® Most funds invest mainly
in common stocks. Some of them aim primarily at capital appreci-
ation and are prepared to assume a relatively high degree of risk in
pursuit of that aim. Others place more stress on the conservation of
capital and the minimization of risk. Some funds are called “bal-
anced” funds because they maintain relatively balanced portfolios
containing common stocks, preferred stocks, and bonds. A few funds
limit their portfolios to bonds or a combinntion of bonds and pre-
ferred stocks. And, as has previously been noted, most funds aim

& The term “fundamental policies' relates to the relatively narrow list of topies enumerated in see. 8(h) (1)
of the Act regarding (1) the statutory classification into which the particular company falls; and (2) its
policies with respeet to the horrowing of money, the issuance of senior securities, the anderwriting .of se-
curities issued hy persons other than the company itself, the conceutration of investments in particular
Industries or groups of industries, the purchase and sale of real estate and/or commedities and the making
of 1oans to otlier persons. )

¥ These guidelines relate to a broader range of subjects than the fundamental policies. They embrace
such matters as emphasis on capital appreciation as against emphasis on income, and stress on safety of

prineipal as against stress on masimum current income.
% Act sec, 13.
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