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PROCEEDI NGS

MR RONE: [|'mD ck Rowe, a nenber of the Securities
and Exchange Conmm ssion Hi storical Society's Advisory Council,
and the chair of its Oral H stories and Acquisitions
Commttee. | welcone you, our participants, to this, our
fourth Oal Hstories Program This Roundtable will focus on
I nvest nent nmanagenent regul ation.

Once again, thanks to technol ogy, our Roundtable is
bei ng broadcast by |ive audio streamat ww.. sechistorical.org,
and | welcone all of you that are listening in. | also invite
you to visit the web site for our virtual nuseumto listen to
and read the transcripts of other Roundtables and oral
histories, as well as review original historic docunents and
photos. The nmuseumis open 24/7, and is free of charge to
all.

Qur thanks to the Comm ssion for its continued
assi stance to the Society and hel ping to preserve and share
the history of the SEC and the securities industry. Thanks
especially to Jack Katz, Secretary of the Comm ssion, and
other staff nenbers for helping to facilitate this Roundtable.

My fellow volunteer |leaders and | would like to



express our special appreciation to the nenbers of the
Securities Law Commttee of the Federal Bar Association, who
have generously supported the society's oral histories
activities during 2002. Thanks also to the many nenbers of
our Soci ety who have hel ped to nmake this program and ot her
activities possible.

If you're not currently a nmenber of our Society and
wish to join, it's easy as listening in on this live audio
stream Please go to www sechistorical.org; click on "join in
support and give online" by our secure and confidenti al
server. Your much wel cone contributions will help nake nore
prograns |ike this Roundtabl e possible.

And now, without further ado, I'Il turn the program
over to Kathy MG ath.

M5. MCGRATH: H . 1'mgoing to introduce who our
participants are for this afternoon's Roundtable. And I'm
going to do it in al phabetical order, because the list |I have
Is not the same as the seating arrangenent.

First, we have Barry Barbash -- he's on ny far right
-- who was Director of the Investnent Managenent Division from

1993 to 1998. He's now at Shearman & Sterling, in Washi ngton,



DC And alittle-known fact, Barry was a young snuffy in the
Di vi sion of I|nvestnent Managenent sone years before that.

Next to Barry is Alan Rosenblat. He joined the
D vision of Investnent Managenent in 1964, and was there until
1976 as its chief counsel. He then noved up to the Ceneral
Counsel's O fice as an assistant general counsel for the next
10 years. And in that capacity, one of his responsibilities
was keepi ng an eye on hel pi ng out and wat chi ng over the
D vision of Investnent Managenent.

Jack Dudley was in the SEC s General Counsel's
O fice beginning in 1958, and he was there until 1964, and
then noved to be associate director of |nvestnent Managenent
from 1964 to 1968. He has been a partner with Sullivan &
VWrcester, and | believe Jack is now retired.

MR DUDLEY: No.

M5. MOGRATH:  Yes?

MR DUDLEY: Not yet.

M5. MOGRATH.  Not yet. Ckay. Still there. He's
practicing in the investnent nmanagenent field. Sorry.

MR DUDLEY: That's okay.

M5, MCGRATH: On ny immedi ate right, and al ways very



near and dear to ny heart -- because he was in the division
while | was there, and it woul dn't have functioned very well
without him-- is Stanley Judd. He joined in 1964, and he was
there for 30 years. Served as deputy chief counsel and seni or
speci al counsel. Since |eaving the SEC, he's been a senior
manager for PricewaterhouseCoopers, and works as an
i ndependent consul tant hel pi ng devel op securities nmarkets in
east ern Europe.

David Silver, who is on ny left, cane to the SEC in
1960 to work on the investigation of the American Stock
Exchange, and al so participated in the SEC Special Study, and
in the Division of Market Regul ation, was responsible for
I npl enenting the study's stock exchange-rel ated regul ati ons.
He was president of the key Investnment Conpany |Industry Trade
Associ ation, the Investnent Conpany Institute from 1977 to
1991, and president of ICl Mitual |nsurance from 1987 to 2000.

He is a nenber of the Advisory Council of the SEC H stori cal

Society, and currently serves on the boards of several private
organi zations who are still in this business.

Al lan Mostoff, who is next to Dave on Dave's left,

al so participated in the 1963 SEC Speci al Study, then worked



in the General Counsel's Ofice, and what was then called the
D vision of Corporate Regulation. He then was nanmed to be the
first director of the D vision of Investnent Managenent in
1972, and he did that until 1974. He's now with the Dechert
law firmin Washington, and is a nenber of the SEC H stori cal
Soci ety's Advisory Council, and chairs its Investment
Managenent Qperational Conmttee.

Next to Allan, also one over -- | can't see quite --
oh, Joel, hi -- is Joel CGoldberg. Joel cane to the SEC in
1968 in what was then the D vision of Corporate Regul ation,
and al so worked as a |l egal assistant to Comm ssioner --

MR GOLDBERG No, | think you' ve got sonebody el se,
Kat hy.

M5. MOGRATH: No. Sorry.

MR GOLDBERG  Yeah.

M5. MOGRATH.  Joel joined in 1973, and was division
director 1981 to '83. He also was over at DAL, and he's in
private practice in the investnent managenent field with
Shearman & Sterling in New York Gty.

And now | 've got the person who joined the SEC in

1968 in Corp Reg, and that's Anne Jones, who was an assi stant



to Comm ssioner Needham and the first wonan director of the
I nvest ment Managenent Division, a post she took in late 1975,
and currently serves on fund boards and corporate boards, and
has a wonderful perspective on this.

Next to Anne is Ed ODell. Ed was in trading and
exchanges, the Division of Trading and Exchanges, from 1962 to
"63; and Corp Reg 1963 to 1966; and then was engaged in
practice for many years in the fund field with Goodwi n &
Proctor.

Marty Lybecker is next to Ed ODell. Marty was in
the Division of |Investnent Managenent 1972 to '75, and then
canme back again after a stint teaching, | think, from'78 to
'81 as associate director. He's nowwth Wliner, Cutler &
Pickering in D. C

And next to Marty is Paul Roye, the current division
director. A little-known fact about Paul is that he didn't
just join the Conm ssion in Novenber 1998, when he becane
director of the division, but he started out as a young snuffy
in the division years before that. And in between, he was a
partner at the Dechert law firmin Washington, D.C

And last, but certainly not l|east, is Marianne



Snythe, who was in the division from'87 to '93, and served as
its director from'91 to "93. She is currently with WI ner
Cutler in Washington, D. C

And that's who we are. Dave, do you want to start
off with picking sone history out of the brains of these old
gray heads up here?

MR SILVER Wll, thank you, Kathy. | do have to
enphasi ze and reenphasi ze sonething that Kathy said. | am
here as a ringer. M/ experience at the Comm ssion was with
the Division of Tradi ng and Exchanges and the Special Study of
securities markets. M only contact back then with the then-
D vision of Corporate Regul ation involved an investigation
into the New York Stock Exchange m ni num comm ssion rate
schedul e, and how nutual funds all ocated brokerage doll ars.

However, for about 35 years, | have interacted with
the staff and the Conm ssion in the investnent conpany area
fromny vantage point, the Investnent Conpany Institute, and
then later, 1C Mitual |nsurance Conpany.

Let ne say a word about the law. It's with great
trepidation that | say anything about the Investnent Conpany

Act to this audience. But we are speaking for the ages, and
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what we say w il be recorded here.

| also have to say that although | regard everyone
here as a good friend, there were periods in ny life, had |
seen all these faces at once, | would have believed | was in a
terrible nightmare, and hastened for the Pepto Bisnol.

M5. MOGRATH.  And you thought this was an historica
soci ety programthat we invited you to.

MR SILVER This is the third of these panels I've
been involved in, and | have to say that history is a little
i ke the elephant. Even with the best of good will, it's
amazi ng how we renenber and perceive historical events very
differently fromone another, even assum ng we renenber
accurately fromour own point of view So also, we all have
formed our own views of the |aw

And | guess everything here starts with the

I nvest ment Conpany Act on this panel. It was, of course, the
| ast of the three major securities laws to be enacted. It's
uni que in several respects. It was preceded by a SEC study, a

massi ve study conducted by the SEC, the Investnent Trust
Study. And | would be remss if | didn't put one nane into

the historical record, and that is the | eading staff nenber on
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that study, who al so hel ped negotiate out the Act with the

I ndustry in 1940, and that is David Shenker, a |long-timne

dedi cated staff nmenber who was responsi ble on the staff |evel
for the Act.

Second, the Act is the nost clearly regulatory of
all of the Federal Securities Laws. It subjects a w de range
of business activities to SEC regulation. It becones so
detail ed on the corporate governance side, and on the
corporate side generally, and the accounting side, that it
m ght be really viewed as a federal corporation |aw for
I nvest nent conpani es.

Finally, unlike the Securities Act or the Exchange
Act, the Investnent Conpany Act was the product of SEC
i ndustry negotiations. The final text was hammered out in siXx
weeks of negotiations between representatives of the SEC
headed by, on the Conm ssion |evel, Comm ssioner Healy, and on
the staff level, as | have nentioned, David Shenker. And a
group of industry |eaders and their counsel, nost notably
Al fred Jaretski of the firmof Sullivan & Gomnell, and Warren
Mtley of the Gaston & Snow firmin Boston.

The underlying inperative for speedy enactnent in
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1940 was probably the desire of the admnistration to turn
fromeconomc reformto preparations for war. So in that
sense, the Investnent Conpany Act probably stands as the | ast

pi ece of reformlegislation comng out of that great era of

t he New Deal
W are not here today to discuss -- and | want to
make this clear -- the details of the Investnent Conpany Act

or the regulatory activity under it. However, to provide a
framework -- and again, this is idiosyncratic on ny part --
I"ve al ways thought that there were about seven principles

under which you can group the regul atory provisions of the

Act .

The first is obviously full disclosure of investnent
objectives, risks, fees, and costs at the tinme of purchase and
on an ongoi ng basis. The second is the requirenent for a net
asset calculation for incomng and retiring investors. The
third is regul ati on of conpensation paid to investnent
managers, distributors of fund shares, and affiliates. The
fourth is prohibition of or regulation of various conflict of
interest transactions. The fifth is prohibitions agai nst

unfair capital structures. The sixth is segregation and
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protection of fund assets. And the seventh, and sonet hi ng
which is of continuing significance, and even nore
significance today, is independent director oversight of fund
activities.

Now, others may have other formul ations. But |
believe that everything we will say here today will fall under
the rubric of one or nore of these princinples.

Let ne speak -- since | guess | am in a sense, the
senior staff nenber here, having cone to the Comm ssion in
1960, the nodern era of investnent conpany regulation starts
with two interrelated actions taken by the Comm ssion. The
first was a decision of the Comm ssion in 1958 to engage
Professor Irwin Friend of the Wharton School, pursuant to the
authority contained in Section 14(b) of the Act, to study
whet her the growth of the mutual fund industry, which had
reached the unprecedented figure of $12 billion, had created
any pressing public policy concerns.

The second was the decision by Chairman Cary in the
early 1960s to reorgani ze the Division of Corporate Regul ation
to enphasize the primary role of the Division in the

regul ati on of investnent conpanies. Until that tinme, nutual
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fund regulation within the Division was, | recall, under the
supervi sion of an Associate Director, who also held that title
within the D vision of Corporation Finance.

As part of that reorganization, a branch of
I nspections and investigations was created in 1963.
Concurrently, the responsibility for conducting investigations
into violations of the Investnent Conpany Act was transferred
fromthe D vision of Trading and Exchanges to the D vision of
Corporate Regulation. Ed ODell, who is here today, is a
surviving veteran of that change, and we will hear from him
about that period |ater.

If I may end with a personal observation, it is
clear to ne that veterans of the D vision of Corporate
Regul ati on, under whichever nane it sails, can view their work
and their legacy with great pride. Wen the division was
reorgani zed in 1963, nmutual fund assets were about $20
billion. Today, they hover around seven trillion. Wile
regul ati on cannot force success on an industry, it can
facilitate or inhibit industry growh. [nappropriate
regul ation can stifle growth, while wi se regul atory neasures,

whi ch i npose and enforce high standards, can create and



nurture the ever-fragile public confidence, which is the
bedrock for the success of any industry conposed of financi al
I nstitutions.

It is no accident, in ny view, that there has not
been a maj or scandal in the fund industry on the Comm ssion's
wat ch. The good work of the Comm ssion in nmutual fund
regul ati on over the past 62 years al so serves as a powerfu
and convincing refutation of those ideol ogical theorists who
| anent that the securities |aws prevent the crucible of the
market fromworking its will uninhibited by governnment
regul ati on.

In this area at least, it is clear that the public
has been better served by regul ation than otherwi se. Mich of
the credit nmust go to the people sitting here today, and the
many ot hers who have gone before and cannot be with us except
t hrough their | egacy of achi evenent.

Now, |I'd like to start substantively with Al an

Mostof f, who is the dean of regulators here today, the first

division director that we have on this panel. And I'd like t
ask a question involving the early days of the division, and
the publication of that sem nal docunent in 1966 called Publ

15
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Policy Inplications of Investnent Conpany G ow h.

Al'lan went over to the Division of Corporate
Regul ation after his stint in the Special Study and in the
CGeneral Counsel's Ofice, and he worked on that 1966 report.
And the study forned the basis for a conprehensive | egislative
program which ultimately resulted in the Investnent Conpany
Amendnents Act of 1970. There were recommendations in the
managenent fee area, sales charges, contractual plans, anong
many others. Wat, Allan, can you tell us about this nmajor
epi sode in the history of investnent nmanagenent regul ation?

MR MOXSTOFF. Thank you, Dave. 1'd first like to
correct the record a little bit. | was the director of what
is now the D vision of |Investnent Managenent from 1972 to the
end of 1975, not 1974. And at that tine -- and | guess | can
claimto be the only director of -- the first and only
director of the division that was call ed | nvestnment Conpany
Regul ation in 1972, and then |Investnent Managenent Regul ation
toward the end of 1972 and into '73, '74, and '75. And when
we got around to 1976 and Anne took over the helm the word
regul ati on went out the window, and it becane the D vision of

| nvest nent Managenent .
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“Public policy.” Wll, you really set the stage for
your question in your introductory remarks, Dave. Public
Policy began with the Wharton Report, the inpetus comng from
suggestions in the Wiarton Report that the industry had grown
to the point where there were economes of scale in the
managenent of |arge pools of assets, and those econom es of
scal e, arguably, were not being shared with the sharehol ders.

That coincided with and spurred on the instigation of private
litigation, claimng excessive nmanagenent fees. The Speci al
Study focused on an aspect of the fund industry, the selling
practices and contractual plans. And all of that evolved into
an agenda that the Comm ssion formulated in devel oping the
Public Policy Report.

The Conmission was firmin its views that it woul d
not regul ate nmanagenent fees, but that it wanted to have sone
reasonabl e standard for nanagenent fees, and hence the
suggestion and recommendation in the report that the statute
be changed to assure that the fees be reasonabl e.

On the sales |oad side, the Conm ssion wanted to
control sales |loads in sonme way to prevent themfrom

escalating to unfettered limts. And so, it could be argued
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facetiously, there were five conmm ssioners, each one got a
point, and that resulted in the recommendati on that the sales
| oads be set at five percent nmaxi num ceiling.

On the contractual plan side, the Comm ssion sought
to regul ate contractual plans and control them There were
ot her recommendations in Public Policy, too, such as
controlling the fund-of-funds structure. And that set the
stage for an intensive set of negotiations and | obbyi ng
efforts with the industry and on the H Il by the industry and
by the Comm ssion, which ultinmately resulted in the Investnent
Conmpany Amendnents Act of 1970, which | guess you want to | ead
I nto.

M5. MCGRATH: | have a question. During your
tenure, was the disclosure unit in the division shipped to the
eastern front, Corp Fin, or --

MR MOSTOFF:  Yes. Well, in the beginning, when
Chai rman Casey -- then Chairnman Casey got the idea that the
di vi si on shoul d be reorgani zed, and the Comm ssi on shoul d be
reorgani zed, the enforcenent activities of the Comm ssion were
split off into a separate Division of Enforcenent, and the

| nvest nent Managenent Regul atory Activities were split --
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taken away and consolidated. And so at first, when the
division was created, it was just Investnent Conpany
Regul ati on. I nvestnent Advisor Regul ati on was noved over from
the former Division of Trading and Exchanges and put into that
di vi sion, which then changed its nane to | nvestnent Managenent
Regul at i on.

D scl osure was noved up to the D vision of
Cor poration Finance, where it had been originally until, |
guess it was, the early '60s.

M5. MOGRATH. Wiy did they do that? Wy did they
ship it up? And then Anne got it back, | guess.

MR MOSTOFF: Anne got it back, very necessarily, in
order to do the job nore --

M5. MCCRATH  She traded the "R' for disclosure.

MR MOSTOFF:. That's right.

M5. MOGRATH.  She got rid of "Regul ation" and got
"D scl osure. "

MR MOSTOFF: In order to do the job nore
effectively. Well, that's not necessarily so. It could be
argued that disclosure is one of the nost effective regulatory

techni ques that the Commssion has, if it's used effectively.
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And | think there was such an industry concern based on
experiences that the industry had dealing with regul ators who
were adm ni stering disclosure through the end of the '60s and
the early "70s with the regulatory inpact of disclosure, that
t he Chai rman was persuaded that when he was doing this, he
shoul d get discl osure back anongst the disclosure folks. And
so it was noved up there for that tenporary peri od.

MR GOLDBERG O maybe to be slightly nore crude,
Al'lan, wasn't the issue that it was perceived that where the
staff didn't care for a particular proposal, but they coul dn't
find anything in the 1940 Act that was illegal about it, they
woul d use the disclosure process to force the registrant to
conply with their views. Wasn't that essentially what the
al  egati on was?

MR MOXSTOFF: And that's what | nean by being a very
effective regulatory technique. Exactly right.

MR ROSENBLAT: | think there may wel |l have been
anot her reason, which is that the tradition in the D vision of
Corporation Finance is “you've got a bunch of issuers who want
to make public offerings. They have underwiters chanping at

the bit.” And the tradition in that division is get the
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adequat e di sclosure and get the thing out, so that industry
can finance itself. And the D vision of |Investnent
Managenent's view was if you have a regul atory probl emthat
can't be cured by disclosure, you can't |et that prospectus go
effective. So that there was always this tension before the
consolidation and after the split, because the D vision of
Cor poration Finance could say, "Wll, we're making this
registration effective, because we believe there's adequate
di sclosure. You can deal with the regul atory problens on your
own in your own way."

M5. JONES. Now, sonebody told ne in point of fact,
t he reason the disclosure was sent to Corp Fin was -- Joel hit
the nail on the head. | nean, the perception, regardl ess of
what the staff thought, the Comm ssion thought the division
was using disclosure inappropriately.

MR MOSTOFF: The Conmm ssion thought or the industry

t hought? And then the Conm ssion agreed.

M5. JONES. | don't --
MR MXSTOFF:. | think Bill Casey was sold on that
idea. | argued with himas mghtily as | could, and the issue

really canme down to whether | was going to take the job as the
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director of the division wthout disclosure, or whether | was
going to |l eave the Comm ssion. | just chose to stay and nake
the best of it.

M5. MOGRATH. We're glad you stayed. Can | ask a
questi on?

MR SILVER Just one question. Anne, you were the
one that got it back. How did you get it back?

M5. JONES: Well, | suppose now that enough years
have passed, and | no |onger practice before the Comm ssion, |
can be -- it was a trade-off. Allan said, you know, it was a
question of whether he was going to | eave the Comm ssion or do
it without disclosure. | said |l did not want the job w t hout
di scl osure, because | felt it was a very inportant part of the
function of the Commssion. And that's really howit cane
back.

MR JUDD: 1'd just like to add to this alittle
different viewpoint of what the staff's position nmay have
been. In all the years |'ve been with the Conm ssion, | don't
remenber anyone ever saying, "There's nothing that is illegal
here, but we don't like it, so we're not going to nake the

regi stration statenent effective."



23

| think the nore |ikely position was that there was
a di spute between the registrant and the staff as to whether
certain activity was illegal. And in attenpting to deal with
that nmatter, there were then conprom ses and resol utions of
those types of problens, which is probably one of the nost
effective and inportant aspects that the disclosure function
pl ays, that these problens get ventilated at an early stage
before there's any actualization of the proposal.

Now, of course, people who had different opinions
about the matters, they probably felt that they were being
treated unfairly.

M5. MOGRATH. Stan, didn't you tell ne that when you
first came to the division, you thought that the work was
organi zed so that you were in a branch. And it wasn't a
di scl osure branch; it was a branch branch. And it would
handl e the exenptive applications and the interpretations and
the disclosure review for a group of registrants, the thinking
being that -- | don't renenber what --

MR JUDD: That's absolutely correct. W had a
branch chief in the branch. W had a special counsel in the

branch, whose responsibility was to deal with the applications
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for exenptions and other matters by conpani es whose work was
revi ewed by the branch. And we had exam ners and account ant
and so on, all based within the branch. 1In addition to that,

there was also the office that Ed was in, and Bob Routier, and

MR GOLDBERG  Syd Mendel sohn.

MR JUDD: -- the Ofice of Investigation
I nspections. And they al so played an enforcenent part.

M5. MCGRATH:  So enforcenent was separated out, and
i nspections were separated out, but everything el se was --

MR JUDD: Right.

M5. MOGRATH.  So you really got to know that fund.

MR JUDD: There's al so general counsel, who at that
time, even, had no action function.

MR MOXSTOFF:. Chief Counsel, you nean. Chief
Counsel of the division.

M5. MCGRATH:  Chi ef Counsel .

M5. MOGRATH.  So Anne, why did you get rid of the
"regul ation"” in the nane?

M5. JONES: It seened a better title for what we

were doing with the disclosure. It was actually because --
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MCGRATH: It becane DM
JONES: |'msorry?

MCOGRATH: It was DVR, and then becane DM

2 5 B B

MOSTCOFF:  The acronym was "DWVR "

M5. JONES. It seened a nore appropriate -- and
think it was the perception, and perception becones reality.
The division was seen as being -- by the Comm ssion. You can
say it cane through the industry, probably so, but by the
Comm ssion -- as having been too heavy-handed and too slow in
alot of interpretative positions, and sort of dotting too
many i's, i's that weren't necessarily there, and crossing t's
that weren't necessarily there, and things took a long tinme to
get out. And | think the desire was to still have effective
regul ation of the industry, but to streamine it. But | felt,
as | said, that disclosure was a necessary -- and | think we
all probably agree with that -- disclosure was an inportant
part of it, but it was an attenpt to nake it sort of user
friendly, user in the sense of both investors and industry.

MR SILVER W had planned to roughly go through
the history of the division and regul ation on a chronol ogi cal

-- roughly chronol ogi cal basis, but the best |aid plans always



give way to other exigencies. So we're going to break here
and go forward 40 years or so to the --

M5, MCGRATH  Forty?

MR SILVER -- tenure of Marianne -- no, 30, |
guess -- Marianne Snythe as division director.

The | guess it was '92, after two years of study,
following a request of Chairnman Breeden, the division
publ i shed a white paper with a red cover on the state of
I nvest nent conpany regul ation with recomendations for the
future. In your covering letter, you stated that the
fundanental protections of the act had worked out very well
over the past 50 years. However, you also stated -- and |
quote -- you do "recommend changes that we believe wll

pronote investor protection, encourage innovation and

26

flexibility, and facilitate conpetition and capital formation

by renovi ng unnecessary regul ation."

Can you give us one or tw of the major

recommendat i ons, what happened, and how did they work out in

practice? And then you can escape to the airport before

anybody descends upon you.

M5. SMWWTHE: Well, | don't have the reputation for
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answering questions imediately or directly, so first let ne
digress and say that | didn't wite the study, obviously. The
division did. People |ike Matt Chanbers pl ayed a trenendous
role, Nancy Morris, a |ot of people on the staff. Stan Judd
was always there to make sure that we didn't digress too far
fromhistorical truth. And so it was a group effort.

Chai rman Breeden's major contribution, in addition
to insisting that the study be done, was to insist that the
cover be red. He went to Stanford. | went to Chapel HII. |
presented himwi th a Carolina blue color. A fight ensued. He
was the chairman. He won. So the Carolina blue book is
really a red book out of an egregious power play by the
chai rman of the SEC

Now, what two or three recommendations did we nmake?

The truth was that when we did the study, the nore we
studied, the less we were interested in recommendi ng any
changes, because it was the fiftieth anniversary of the
| nvest nent Conpany Act in 1990, when we got started. And the
nore we | ooked, the nore we thought that, you know, that old
adage, "If it ain't broke, don't fix it." And it didn't seem

like it was very broke. It had worked nicely.
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But we had to cone up with sonething. And the
things that we cane up with that | think were sensible and
smart and have had sone |ife after the study, |'d say the
advertising substance of the proposal, which we al ways thought
was kind of silly to have to put into an investnent conpany
ad, the substance of the big prospectus. | know that the
current division has proposed a rule that essentially picks up
on that idea fromthe study. I'msure that it's not just from
the study. There were intervening factors that nade that idea
have sone life, the idea being that to the extent that you can
sinplify and nake sensi bl e those docunents that investors
read, you have a better chance of encouraging themto read
t hose docunents. So the advertising rule, | think, was one |
woul d say we had.

The second, we thought then -- | still think now --
t hat Congress needed to change the statute to require that
I nvest nent conpany boards have a majority of directors who are
truly independent -- not just disinterested, but independent -
- of the advisor or any affiliates of the advisor.

Paul figured out a nuch nore ingenuous way than

bot hering Congress with this. He sinply tied the requirenents
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of certain desirable deregulatory rules to an obligation that
the fund have a majority of directors that are independent. |
think that was very, very ingenuous.

Then the third thing that I'mparticularly pleased
with, although I don't think that everybody at this table
woul d agree, is we recommended that a couple of things be
ki cked out of the Investnent Conpany Act. Qualified investor
funds. That is, funds that were invested in by rich people.
W never could quite figure out howto say smart people. But
in this country, noney is sonetinmes a proxy for brains, so we
said rich people.

And t hen secondly, we reconmmended that asset- backed
and col |l ateralized nortgage obligation securities be exenpted
fromthe Investnent Conpany Act. So sone of our
reconmendati ons were in the direction of increasing investor
protections. Qhers were deregulatory. And they all had a
life.

| could go on, but | won't.

MR SILVER  You | eave yourself open for five
m nutes of cross discussion. So if anybody has any coments

about the '92 recommendations and the way they' ve gone, this
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I's your chance to get Marianne before she races off to the

airport.

M5. SMWTHE: You know, | have to just say, having
been nostly raised in this agency, and ny heart still being
there, in the interest of full disclosure, | just got an e-

mail fromny assistant saying ny flight is delayed an hour,
but that | should get out to the airport --

M5. MCGRATH.  Ch, no.

M5. SMWWTHE: -- but that | should get out to the
airplane anyway. So |I'mgoing to be |eaving very soon.

MR ROSENBLAT: | was especially interested in
Mari anne's nentioning that when they did their study, they
concluded there was very little that they needed to change.
And | renenber that when | cane to the Comm ssion in 1964, we
believed that if the investnent conpany was great, it was
great for investor protection. And another thing that changed
over tine was that if sonething was in the |Investnent Conpany
Act, even though it mght seema little bit irrational or
against the grain, that it had to be good, it had to be fair.

And one of the exanples of that was our insistence

on no quantity discounts for nutual fund sales. They woul d
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have been, as Section 22(d) requires, that you have a fixed
price disclosed in the prospectus. There had been sonme m nor
adj ustnmrents for pension plans and ot her kinds of arrangenents
where you commtted to buy a certain anount during a tine.

But then ultimately, we saw the light, and we said, "Wll, how
about quantity discounts?" So we proposed the rule to the
Comm ssi on.

Now, Kathy McGath wanted to go all the way and have
fully negotiated prices. But | was in the CGeneral Counsel's
office, and we told her, "No, you can't repeal Section" --

M5. MCGRATH: W got close. W are close. Any old
price stated in the prospectus.

MR ROSENBLAT: You can't repeal Section 22(d). You
can nodify it and al nost repeal it, but you can't get rid of
it. So --

MR MOSTOFF: On that point, Kathy, shouldn't we
give credit to Phil Looms? Wsn't he the person who read the

statute carefully for the first tine, and came up with the

idea that it's not "the" public offering price, it's "a
public offering price.

M5, JONES. You know, that may very well be right,
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but I think that was a really serious m stake on the part of
the division to buy that. | think it has introduced so nuch
confusion into the industry.

MR MOSTOFF: Well, there is — effectively - no
22(d) any | onger.

MR ROSENBLAT: Well, it's 12(b)1 that did the rea
damage.

MR MOSTOFF: W'l get to that.

MR ROSENBLAT: But anyway, | just wanted to end on
a hunorous note, which is | think that was the only -- our
meno to the Conmm ssion had a cover -- it was a blue cover --
and the cover had --

M5. SMYTHE: Was it Duke blue or Carolina blue?

MR ROSENBLAT: | don't know. It was kind of pale
blue. It was Dechert blue, actually. And we had a cartoon on
the cover. And the cartoon showed a scoutnaster and sone Boy
Scouts in an ice creamshop. And the scoutnaster was saying,
"Do you give any discounts for group sales?" So we nmade our
poi nt .

M5. MOGRATH. Wl |, you know, this leads into an

overall question that | have al ways had, and that we've
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di scussed to a certain extent, which is why has the fund
i ndustry stayed relatively clean over all these years conpared
to the other segnents of the financial services industry, both
t hose regul ated by the SEC, the banks and S&.s, and insurance
conpanies. You know, is it that big problens, nassive
scandal s haven't been detected? O is there sone weird
conbi nation of culture in the industry, this statute, the
rules, all the cooks that have to get involved in conplying
with it that has nade this work so that business can go on and
grow, while at the sane tine, the noney isn't getting stol en?

MR GOLDBERG Well, a cynic mght say that this is
such an enornously profitable industry, you don't have to
steal .

M5. MCGRATH  Well, that's true. So much for 36(b).

M5. JONES. | think part of it is where the fund
industry sort of started, sort of a trustee concept. As a
Bostonian, | would point out that a lot of themstarted in
Boston, and we Bostonians are very proper. And I think the
trustee concept carried forward, and people really felt there
was a stronger fiduciary obligation to the kind of noney that

was put in wth someone else investing it than there was if
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you were just buying stock. | think a lot of it is howthe
i ndustry started.

MR DUDLEY: But | think the statute had things
built into it that encouraged that --

M5, JONES. | know. Absolutely. Yes, | agree.

MR BARBASH | think, Kathy, Jack's point is well
taken on the statute. The statue, in essence, has a nunber of
fundanental principles that seemover tinme to work well as a
regul atory franmework, and then you add to that this ability in
Section 6(c) to exenpt out inportant changes, or to respond to
i mportant changes in the industry. | think that conbination
gets you where you are where you have a vibrant statute that
wor ks.

If you go through the history of the fund business,
| would venture to say that nost of the significant, or a
nunber of the nost significant el ements of change have been
facilitated by the exenptive order route. So it's the
conbi nati on of the exenptive order procedure and fundanent al
regul atory principles that work over tine that accepts it.

MR GOLDBERG You know, | think the exenptive

orders and exenptive rules have a flip side, which is
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soneti mes overl ooked. Because the industry is conpletely
dependent on the Commi ssion's use of its exenptive authority
and the nodern fund couldn't work w thout sone exenptions, it
really gives the Conm ssion, also, the ability to add what ever
requirenments it feels it needs to the statute sinply by
putting themin as a condition to an exenption.

I think we saw that in the recent rules the
Conm ssi on adopt ed regardi ng fund governance. And whether a
purist would think that's the best way to legislate or not, it
certainly has all owed the Comm ssion to both expand and
contract the Act over the years.

MR SILVER Well, since we've gotten to Section
6(c), | think that Marty Lybecker and Stan Judd can cast sone
l'ight on where it cane fromand howit's been used over the
years. It was, of course, until very recently that the
exenptive power in the Securities Laws was confined to the
| nvest nent Conpany Act. So Marty, why don't you kick off.

MR LYBECKER. When you | ook at investnment conpanies
and conpare the regul atory schene to any kind of bank
regul atory schene, the first thing that surprises you is that

we' ve got a 6(c) and they don't, or nothing quite like it,
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certainly, and not a process |ike we've got.

And there's certainly a huge benefit to having a
6(c) and a staff and a Comm ssion that's prepared to exercise
judgnment and authority, and the exanples are very easy. Money
mar ket funds, we discussed in detail, but using 6(c) to
basically create exenptive relief, and then ultimately, have a
Rule 2(a)7. And even you who live through the variable
annuity and variable |ife years knows that w thout a 6(c),
what ever anybody says about how well insurance fits within the
act, without that authority, it would have been virtually
I npossi bl e.

On Kat hy's watch, we had probably the first reaction
that | can renenber to the Comm ssion bei ng concerned about
whether it had authority were the two dissents in the Vanguard
Star Fund proceeding. | renmenber being not the only one who
got a call fromKathy saying, "Can you please go talk to these
peopl e? Tell them what you did with noney market funds,
because they're not prepared to deal w th funds-of-funds.

And the best part about 6(c) conpared to what any
other divisions got is that if you re prepared to support what

the person wants, you don't have to find sone way to torture
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the words in Section 3(c) or 3(a) or 2 or anywhere else to
make it fit, and you get the benefit when you recited all the
things that you're allowed to do in 6(c) by saying it's in the
public interest for the protection of investors. So you can
say policy, not just law And that's the good part.

The bad part is that we've all had to process
applications here -- | nmean when we're on the Conmm ssion's
staff -- that were filed by idiots who asked for things that
were appalling. And so the down side is you sinply can't
control what people do. And in a broader sense, it always
forces regulatory change, or at least it creates the dynam cs
of putting regulatory change on the Conm ssion's staff.

Looki ng at the process, you' ve only got two choices
too, although we've all nmade themgo fromblack to white. But
you can support it, which often neans you just negotiate
forever until you finally have got sonething you' re prepared
to support. And if they get tired in the process, you know,
that's kind of their problem

O you can tell themfromthe begi nning you' re going
to oppose it. And there was a while -- atinme in the late

"70s and ' 80s when we sinply sent things back and said there's
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no way we'll ever support this. You know, withdrawit. o
away .

But those don't give you -- the benefit is what |
said, that | think the division has always used it well to
deal with things where 6(c) could help create a regul atory
framework before the '40 Act was there. And it's nade the '40
Act dynamc in the way the banking |l aws never were. |nstead,
t hose guys had hol es punched in the d ass-Steagel Act until
Congress finally nmade nost of the d ass-Steagel Act go away
with G amm Leach-Bliley. The bane is that other people can
set your agenda. And whether you're an associate director or
director, you hate it when all of a sudden, you're forced to
commt a whol e bunch of resources to sonething that you would
want to have a fight about.

| didit to Kathy with Stanford in requesting a
hearing right in the mddle of the TIAA-CREFF application.
["msure you didn't like submtting the staff to a year-and-a-
hal f hearing. And | believe --

M5, MCGRATH:  No. But fortunately, Stan Judd was in
the division. That saved the day.

MR LYBECKER Well, actually, it was the Cctober
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"87 crash that did it.

(Laughter.)

MR LYBECKER It becane a lot |less interesting to
fight with TI AA-CREF after the universities were worried about
their --

M5. MOGRATH.  Yeah. But you've got to admt that
havi ng a bunch of college professors with buckets of tine on
their hand harassing you daily was not fun.

MR LYBECKER. They were ny probl em

MR SILVER \Well, before we stray from6(c), Stan,
| think you had sonme conments.

M5. SMYTHE: It was never good to get her nad,
Marty.

MR JUDD. Several years ago, | came across a
sem nal essay by Janes M Landis, who had served as Chairnman
of the SEC between 1935 and 1937. The essay was published in
1938 under the title "The Admnistrative Process." At page 52
of that essay, | found this observation by M. Landis.

He said, "Many adm ni strators who have had to
struggle with the problemof translating a statutory scheme of

regulation into a working reality woul d have wel coned, at
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least inthe limted form the power conferred by the so-
called Henry VI11 clause in English |egislation. These

cel ebrated clauses,” he went on to say, "give the

adm ni strative power to nodify the provisions of |egislation
insofar as it may appear to be necessary to bring the schene
of regulation into effective operation."

That was the first tine | had ever heard of a Henry
VITl clause, so | did sone research to find out a little nore
about it. It seens that in England, a legislative clause that
gi ves the executive power to amend the |aw by order in order
to bring the lawinto effective operation or to renove any
difficulty is called, perhaps in disrespectful comrenoration
of Henry VIIIl, a Henry VI1I clause.

Henry VIl cl auses have been used to confer power to
alter financial limts, to bring lists up to date, to nake
exceptions to the operations of a statute, or to alterations
of detail within a narrowl y-defined field. Their use seens to
date not fromthe age of Henry VI1l, but fromthe Loca
Gover nment Act of 1888.

In his essay, M. Landis also had the following to

say, at pages 66 and 67, phrases such as "public interest,
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protection of consuners and others are bound in the law. In
and of thenselves, they have, of course, exactly the neaning
that we put into them But as portfolios bearing the form of
a thought, they do not reach the admnistrative in an enpty
condition. Rather, they have already been lined and fitted so
that it becones inpossible for the admnistrative to pack
bricks into what is ostensibly an overni ght bag.

"For the admnistrative, the task of grasping the
| egi sl ative thought should not be difficult. The neaning of
such expressions is, of course, derivable fromthe general
tenor of the statute of which they are a part. To read them
properly, one nust catch and feel the pace of the gal vanic
current that sweeps through the statute as a whol e.

"Of significance in this connection is the practice
recently adopted in statutory drafting of reciting the
conditions that |lead to and nmake inperative particul ar
| egi sl ation before setting out the provisions of the statute
itself. Despite the occasional cavalier and cynical treatnent
of these recitals by the court, they do help to create the
frame of reference within which the admnistrative is to

operate, and to pose the objective that was intended to be
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reached. "

MR SILVER Stan, if | may borrow from our
Congressional friends, can you revise and extend your renarks
for the record, or rather Dean Landis's remarks for the
record?

MR JUDD: |'ve finished reciting Landis's remarks.

| read them because | thought they were a very apt and lucid
description. For ne, reading Section 6(c) and Section 1 of
the I nvest ment Conpany Act of 1940 in which the purpose of the
evils of the act was intended to elimnate or mtigate are
stated, it seens nore than possible to ne, even likely, that
they reflect the influence of the Landis essay on the drafters
of the Investnent Conpany Act of 1940.

MR SILVER They certainly may. But | think
recall that the practice of the long introductory sections
whi ch are contained, of course, in all of the Federal
Securities Laws and other of the New Deal |egislation, was, in
part, at |east, designed to show a national interest and the
effects on interstate conmerce and ot her jurisdictiona
provi si ons which would aid the admnistration in the

i nevitable | egal challenges in the Suprene Court.
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MR JUDD: Yes, that is true about the '33 Act, the
'34 Act, and to sone extent, about the '40 Act. But the '40
Act is different in that there was stated there the evils that
the Act was intended to mtigate or elimnate. And it is
stated specifically that the purpose of the act should be
interpreted with that intention in mnd. That is in the '40
Act. | don't believe it's in the '33 Act.

MR ROSENBLAT: | have a very brief comrent. |
think that either the 1996 or 1998 anendnents gave all the
di vi sions federal exenpt --

MR SILVER  Yes.

M5. MOGRATH. Yes. And | told Corp Fin not to take

MR ROSENBLAT: And it's very interesting. | don't
know to what extent they've used that power. And | recal
that in earlier tinmes when that suggestion was rmade, Corp Fin
was really strongly against it. They just didn't want to be
badger ed by peopl e.

M5. MCGRATH: Wl I, that's because they cane up and
| ooked at the exenptive application offices, and Investnent

Managenent went, "Good God. W don't need that."
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MR ROSENBLAT: Right.

M5. MOGRATH. Because it nmay be beautiful for
conformng the act and nmaking it work and all this stuff. But
I think consistently, it has been an adm nistrative nightnare,
because the resources of the division never, ever, ever nmatch
t he workl oad that comes in through the exenptive application
process.

MR LYBECKER It's been used under the '34 Act,

Al an, after Granm Leach-Bliley. The evangelical Christians,
sonething or another, filed an application of the '34 Act on
its sweep vehicle to try and get exenptive relief.

MR SILVER Paul, if | may ask you. | certainly
think that the use that you have nmade out of Section 6(c) has
surprised ne, and I thought | was surprise proof after al
these years. And | don't mean that in any pejorative sense it
surprised ne. | thought it was quite an ingenious use of
Section 6(c). Were did the idea cone fron? Howdid it
devel op?

MR ROYE. You're referring to the corporate
governnment effort?

MR S| LVER Gover nance.
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MR ROYE: Wll, actually, before | get started, |et
me make the standard disclainers, since | still work for the
Comm ssion, that these are ny views, not the views of the
Comm ssion. And I'll make the disclainmer for you guys, since
your views probably don't represent necessarily the views of
t he Comm ssi on.

MR GOLDBERG No. | think they should be --

M5. JONES: Well, they should. They shoul d.

MR ROYE: But, actually, | think a |lot of people in
this roomhad a lot to do with the thought process on that.
But, actually, | think we got the idea really going back to
the work that was done on 12 b-1 by Joel Col dberg and D ck
Gant, wherein 12 b-1, the concept of self-nom nating
directors is reflected there. And then the Comm ssion did ask
for comment about the notion of independent counsel, and there
wer e suggestions along those lines in the 12 b-1 of proposing
and adopting rel eases. And, you know, we, | guess, cane to
the conclusion that if you can have self-nom nating directors
as a requirenent for 12 b-1, why not a mgjority of independent
directors? Wiy not encourage the notion of independent

counsel for independent directors, and | ooking at a series of
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rul es that involve conflicts where we thought the role of
I ndependent directors was inportant that we could extend those
concepts into those rul es?

MR GOLDBERG So | inspired this?

M5, JONES. | think it's interesting that it only
took an hour to get to who it was who was responsi ble for 12
b-1.

MR LYBECKER That's the first tinme |I've ever heard
himadmt it too.

MR SILVER Well, | think that we shoul d get back
to, in a sense, where Allan left off, and that is the
recommendations in the 1970 amendnents. But things, as |
mentioned earlier, didn't start there in the history of the
Division. Ed ODell, what insights and what nenories do you
have as to the reorgani zation of the Division in those early
years when Chairman Cary made the determ nation to enhance the
responsibilities of the then-Di vision of Corporate Regul ation.

MR O DELL: Thank you, David. | cane to the SEC in
1962, and | went to work in the Enforcenment Division, then
called Tradi ng and Exchanges. One of the cases | worked on

there involved a registered investnent conpany, and so | had
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the opportunity to work with and for Syd Mendel sohn on t hat
particul ar case. And once that case was conpl eted, Syd was
delighted to accept ny offer to join him

And in those days, Syd's branch was really divided
into two segnents: the inspection group and the investigation
group. The inspection group took on as its responsibility
educating the regional offices on the fundanentals of the
I nvest nent Conpany Act. And that involved principally Syd and
Bob Routier, with the help of sonme others, going around to
each one of the regional offices and putting on a two- or
t hree-day sem nar on how the '40 Act was constructed, and what
its principal purposes were, and so forth.

They al so created an inspection outline, which
raised all of the various regulatory issues that the regiona
staff should look for. That outline happened to end up
becom ng the outline for Form N1R one of the first annual
reports.

Separate fromthat, there was an investigation
group, of which | was a part. And what we would do is when
one of the regional offices would come upon a particularly

material violation, we would go from Washington to the
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regional office and help themw th the |egal issues that they
had not previously encountered. And so really, for the first
tinme, the '40 Act enforcenent was bei ng supervised by | awers
that spent full time in the "40 Act. Wile it was in the
D vision of Trading and Exchanges, you would typically get
| awyers who had never worked before on a '40 Act matter. And
the statute being as conplex as it is, and the issues being so
much different than the issues you find under either the '33
or the '34 Act, enforcenent of the '40 Act was not a top
priority.

Once we started out, you would get all Kkinds of
ei ther basic violations on -- sonme cane close to or actually
anounted to fraud. A conmmon thing that you would find is that
a managenent conpany woul d forget to renew its advisory
contract on an annual basis. And you would go in, and they
didn't have an effective advisory contract, and they've been
collecting fees under that contract. And then you would have
totry and find out howto resolve that in a way that was fair
and equitabl e.

Sone of the cases | worked on cane up under the

Smal | Busi ness | nvestnent Conpany Act, where SBICs that were
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regul ated by the SBA were al so regi stered under the Investnent
Conpany Act. And sone very ingenious pronoters found various
ways to take the SBA's noney in the SBIC and put it to their
own use.

For exanple, on two or three different occasions,
they would be in control of the SBIC They would invest --
the person controlling the SBIC would invest in a portfolio
conpany and take the bulk of its equity, and then they woul d
use the investnent conpany's noney to pronote the venture.

And usual ly, they would put their noney in as a subordinated
venture, so that there would be no dilution of equity.

W even had a case where the pronoters actually put
the stock of the operating conpanies into nom nee nanes,
either of relatives or of particular friends, and again, then
use the noney fromthe SBIC to go out and buy operating
conpanies, and in that way, try to profit. So that was the --
it was that type of thing that we found

| mean, one final exanple I will give you, and it
happened not to be one of ny cases. But one of the people who
wor ked on the Investigation Unit went to a fund that was

headquartered i n Phil adel phia, open-end fund, and it had a
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six-nmonth certificate of deposit on a conpany called sonething
| i ke Consolidated Industries and Enterprises.

And the investigator said, "Wll, what is that
conpany all about?" And when he did, the president got
flushed and concerned, and the investigator's instincts took
over. And upon investigation, they found out that it was a
sham conpany, and that what the officer of the fund had done
was to sell phony paper to the fund, and then kept rolling it
over every six nonths. And so it went fromthere.

But it was an interesting and an exciting tine. And
the people in the D vision of Inspections and | nvestigations
traveled all around the country bringing some very interesting
cases, which got publicity, and I think which made the
i ndustry stand up and take heed. Because the publicity, if it
ever hit you, was quite adverse. Let ne stop there, David.

MR SILVER Well, you did nention in the course of
your remarks one nane, and that was of Syd Mendel sohn. | nust
say that securities regulators, |like regulators of al
financial institutions, usually do not invoke any affection
anong the people they regulate. But in the history of the

Division, | think there are two figures who evoked the
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affection and admration of all they dealt with, and Syd
Mendel sohn was certainly one, and Sol Freedman, of course, was
t he ot her.

You used the term in describing one of your cases,
of finding a "fair and equitable" resolution in a situation in
which a fund nerrily went along without renewing its right to
exist, in effect. And that could be used as the epitaph for
both Syd and Sol .

Syd and Sol were, anong other things, nost keenly
interested in all the rules they worked on and in all of the
matters that canme before themto find a fair and equitable
result. And once Sid and Sol were convinced that the people
who were before themor the transactions that were being
proposed to themwere fair and equitable, their attitude was,
"Wll, let's find away to do it, rather than find a way to
block it."

One anecdot e about Sol Freedman. Sol wore bow er
hats. Some of you sitting here may renenber that. | guess
I’ mone of the few people who knew where he got those bow er
hats. Al fred Jaretski of the firmof Sullivan & Cromnel |, who

was Sol's opposite nunber back at the tines when the act was
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bei ng negoti ated, wore bowl er hats, which he got in London.
It would probably violate all kinds of Conm ssion rules and
governnent regul ati ons today, and indeed, probably be
felonious, that A fred Jaretski was the source of Sol
Freedman's bow er hats.

| think there are others here who renenber Sol and
Syd. And please, I'd |like to have sone of you --

MR O DELL: David, I would certainly like to second
and third your comments on Syd Mendel sohn, who | worked much
nore closely with than | did with Sol. Syd Mendel sohn was a
gentleman to the core, honest and straightforward as coul d be.

Hs word was his bond. | nmean, he had all the classic
personality traits that a good governnent worker shoul d have,
and he set an outstandi ng exanple for everybody that cane in
contact wwth him And he's mssed greatly by all of his many,
many friends.

MR MOSTOFF. Absolutely. Both of -- go ahead,
Jack.

MR DUDLEY: Sol Freedman, of course, was ny first
boss in the division. But | worked with Syd, and | felt very

strongly that the enforcenent that Ed and that group had was
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much nore inportant and very effective because they were

famliar wth the '40 Act, and knew the difference between

what was an inportant violation and what was not renew ng your
contract annually. Wat does that nean, 365 days, 12 nonths?
That kind of thing. So | think it was good.

My favorite Sol Freedman story was we had a
conference with Joe Levin, who used to work at the Conmm ssion
in the CGeneral Counsel’s Ofice, Sol said, "You can't do what
Joe proposed because it violated Section 59 of the statute."
And Joe was | ooking down at his book to find Section 59, and
he said, "Sol, there's only 58 provisions in the act." And
Sol said, "That's it. You're not going to be able to do it."

MR LYBECKER Syd was a good boss. He was m ne.
He was such a genuinely nice person, it was possible to have
fun with him Hs wife Trudy woul d nake a sandwi ch for him
every norning, and he would conme in in the car commuting with
three other people, including a person who was a conm Ssi oner.

He was a cl ose personal friend of his. And because he was
sitting right next to him he couldn't much get out of the
driveway W thout getting right into lunch. And then, of

course, he would go out for |unch.
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Wien we were at 500 North Capitol, the spiffy place
to go was over to the Hyatt. It was only a couple bl ocks
away, and we would get Syd to go along with us every now and
then. And he also was penurious. He didn't spend much on
| unch. So he always ordered sonething like a tuna fish
sandw ch, and the rest of us would al ways order sonething a
little nore expensive. But he always had ones in his wallet.
So we woul d make sure that we could get his wallet out on the
tabl e when we started nmaki ng change to pay the tab. And he
never could figure out how his tuna fish sandw ch al ways
seened to cost $12 to $15. And | nade sure he paid the tip
for all of us. He got so convinced that | was shortchangi ng
hi m on the change that he brought CGoel ke along with a
cal cul ator one tine.

(Laughter.)

MR MOSTOFF: | want to say about both of them So
and Syd, that they were the nodels, really, for civi
servants. They were both career people. It's inportant to
renmenber that. Syd started as a nessenger, and rose to the
| evel of director of the division. And Sol started in the

"40s as a young attorney, and rose to the | evel of division
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director. They gave their entire professional career to the
governnent and to public sharehol ders and public investors.
Terrific people.

M5. JONES. Let ne say about Syd that | told you one
of the conditions of ny taking the job as division director.
Anot her condition was that Syd be associate director. And Syd
was a remarkabl e person. Because | was a little younger than
Syd. | had been at the Commssion a lot less tinme. | knew a
heck of a lot |ess than Syd knew about investnent conpanies
and regul ation. But he never let that show up in any of the
dealings when I was technically his boss. At least | was
smart enough to know that | needed good peopl e around ne.

And Sol Freedman, | had net. | was in private
practice in Boston before | canme to the SEC, and | had net Sol
at a couple of conventions of the North American Securities
Adm ni strators, the blue sky regul ators.

MR MXSTOFF:. In those days, wonen | awers did bl ue
sky work, right?

M5. JONES. That's right. That was one of the chief
t hi ngs.

So | had net Sol there, and decided that | wanted to
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work at the SECif | could, and wound up in Sol's section.
Vell, | was viewed with a ot of suspicion, | think, at first,
because Sol knew nme and had known ne under soci al

ci rcunstances, and was very friendly. And everyone | ooked at
nme sort of with a jaundiced eye, because who was this person
who Sol knew? But he was a terrific -- just a wonderful --
both of themwere just superb human bei ngs.

MR DUDLEY: | told Sol that Anne woul d never stay
with the Conm ssion. She would | eave after getting experience
in one year, and go back to Boston

MR ROSENBLAT: W thought she was an industry spy.

But because Sol was such a fabul ous guy, and | worked under
him | really fell in love with everyone he fell in |ove wth,
and that certainly was the case with Anne. And when she went
up to Conm ssioner Needhamis office fromthe division, we
stayed in touch.

MR MOSTOFF: One of the conditions for ny taking
the job of Director was that Anne cone down to the division as
associ ate director.

MR O DELL: Before we |eave, Syd Mendel sohn -- |

want to tell what | think is one of the funni est stori es about
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Syd, and it was told to ne by his wfe Trudy. One day, Syd
was hone, and they were sitting at the dinner table. And one
of his sons, who will go naneless, says in the mddl e of

di nner, "Mom and Dad, |'ve decided to drop out of college.”
And Syd says, "Well, why do you want to do that?" And his son
says, "l've got to find ny head."

Syd stops for a nonent and says, "Don't worry about
it. | know just where it is."

MR JUDD: One thing about Sydney that |'mnot sure
was nentioned, but | think that he had a great role in the
general education of the bar and the investnent conpany
industry to the investnent conpany law. He had a, | guess you
call it, a dog-and-pony show that he took around the country
and city after city for the ALI-ABA in which he presented a
series of panels on the Investnent Conpany Act. Now, those
had actually started -- Syd started themas a form of
informng the staff about the |Investnent Conpany Act.

MR SILVER That's the point you nade earlier.

MR JUDD: And fromthat, these other prograns,
which lasted for many years, took place, and | believe played

areal role in informng people about the act.
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MR ODELL: And the trips he nmade to the regiona
offices was really the genesis of the ALI-ABA courses that he
taught |ater on.

MR BARBASH. David, Paul and |I were baby | awers
when Syd was the director, and he was this person on high,
because he was the division director. W were just out of |aw
school. And | have always thought and | think I will always
thi nk of Syd as being the nost know edgeabl e person on
everything relating to the investnent conpany industry. He
knew everyt hi ng about the business. He knew everything about
the people. He knew everything about the |aw. And he was
everything everybody said. H's word was his bond. He's just
aterrific guy.

He had a direct bearing on ny tenure as the director
of IM Wen | was a baby |awer, | was here for about six
nonths, and | got a job offer to conme to New York, which I
decided to take. And as a result, | left one week short of
being wth the Comm ssion staff for one year. | had been at
the Departnent of Labor earlier. And | used to refer to
nysel f as having been here for a year. And whenever |1'd see

Sydney, he would correct ne and said, "You weren't here for a
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year. You weren't here for a year. You were here one week
| ess than a year."

So when | was the division director, and | knew I
was going to | eave because of sone testinmony up on the HIl, |
was able to insure that ny tenure at the Conmm ssion as
division director was five years and a week. | went back to
Sydney, and | said, "Sydney, it's your damm week. Now | think
we're even."

MR SILVER And with that, | think Carla is giving
nme the sign here. It's tinme for a break. Wen we return, we
will, as Gerry Gsheroff used to say, anong other things, plunb
the depths of Section 17(d).

M5. MCGRATH:  They' Il never cone back, Dave.

MR SILVER And that guarantees to clear the room
of anybody that has any lingering affection for what we're
doing up here. So we'll return here in just 15 m nutes.

(A brief recess was taken.)

M. MCCRATH I'd like to remnd our |isteners that
there is alot of interesting material on the web site for the
SEC Hi storical Society, ww.sechistorical.org. There's a very

I nteresting discussion of Section 17, if you can stay awake
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for it.

And David, in the Roundtable on Securities
Regul ati on and the d obal |nternet Econony, you raised a point
as to whether this 60-year-old | aw, which is already plastered
over with band-aids, is a prinme candidate for a nodel
changeover, or nerely requires a few nore band-aids. And
listeners can also find that discussion by clicking on the
sane web site.

Bob Pozen, at that same Roundtable, got into talking
about the Section 17 debate, including a major policy question
about how we want new i nvest nent nmanagenent firns to be
organi zed. And you can find that on the web site as well.

So anybody that's interested, it's
www. sechi storical.org. Even | can punch that into the
conput er.

MR SILVER Thank you, Kathy. Resum ng our trek
t hrough the history of investnent nmanagenent regul ation, one
area in which the D vision has al ways been active is the
regul ati on of advertising by fund organi zations. Let ne give
you the two polar exanmples, if you will, of how things change

over tine.
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When | first canme to the Comm ssion, there were
staff nmenbers who knew nore about type size than nost
printers. And | nmean that quite literally. And so there was
al ways great concern as to whether things were being disclosed
I n proper type size.

Today, when you watch tel evision advertising of
nmut ual funds and ot her products, even drugs, in a mllisecond,
all kinds of disclosures flash by on the screen. In the drug
area, probably what you're mssing is that the nost prom nent
side effect of this drug is death. But | challenge anyone to
be able to see it. And certainly, all of the stuff which the
Conm ssion apparently feels very content is being disclosed
because it's in a comercial on nmutual funds is subject to the
sanme limtations. So it's along trek fromthen to here.

But let's go back to the beginning. Because | think
we have with us the person who vetted the first nutual fund ad
ever to appear on television, and that woul d be Jack Dudl ey.
So Jack, why don't you tell us about sonme of the early
activities.

MR DUDLEY: In the good old days, a |lot of the ads,

we'd neet with the NASD every week and review ads, | as the



62

assistant director. And even sone of these ads would go
before the five conm ssioners and nmake deci sions.

But the one | think Dave is referring to, there was
a certain promnent fund that sponsored a lion, and the |ion
wanted to wal k down through | ower New York Cty. And, of
course, this is what we called a tonbstone ad. And as you
know, tonbstones can't nove. So that was our first question:
Can the Iion wal k?

Wl l, we passed on that and said that was okay. But
then as the |ion was com ng up out of the subway, there was
the sign “Wall Street” on top. No, you can't have Wall Street
there. W objected to that, and --

M5, MCGRATH:  What did you want, Burger King?

MR DUDLEY: About that tinme, | thought maybe ny
place in life was not at the SEC passing on these ads.

MR MOSTOFF: Jack, ny recollection of that was that
the staff said the lion couldn't walk up out of the subway; he
had to wal k down to the subway.

MR DUDLEY: No. It could walk up, but it couldn't
have V&l | Street.

MR ROSENBLAT: That rem nds ne of a | ogo problem
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that we had. There was a fund that had a rocket as its | ogo
In the prospectus, and Sol Freedman said they couldn't use it
unl ess the rocket was pointing down.

VMR DUDLEY: But the other one, too, was the pot of
gold. They had a rainbowwith a pot of gold at the end, and
the staff knew enough to get the pot of gold out. So we
actually went to the Comm ssion and said, "Can they keep the
rai nbow shape?” And the Comm ssion, in its wi sdom decided
well, if they straighten it out, they can keep the colors.

M5. MOGRATH.  Well, by the tine | cane al ong, we had
a phenonenon where every fund in the country was nunber one in
performance in its category. It was an anmazi ng phenomenon
And so Bob Pl aze and Gene Coel ke assenbl ed what we used to
call the A-Team and tried to standardi ze perfornance nunbers.

And that was an incredible |ong process, and, you know, we
finally had to concede there is no right way to cal cul ate
yields and total return. W just want a way.

VMR DUDLEY: But in the days when | was there in the
'60s, you had the statenent of policy, which was very strict.

Capital gains had to be shown separate fromdividends, and it

was very restrictive. And |'msure those people are turning
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over in their grave if they could see sone of the ads.

MR MOSTOFF:  This discussion reflects an evol ution
I n thought that took place throughout this tine period from
the idea that the prospectus was a di scl osure docunent to the
I dea that the prospectus should be a selling docunent. That
was a maj or sea change.

MR GOLDBERG Well, you know, another sea change
was, as Jack suggested, there were very severe restrictions on
showi ng performance at all, and they noved all the way from
that to requiring it in the prospectus.

M5, MCGRATH:  But always with that | egend, past
performance i s no guarantee of future results.

MR SILVER \Well, before we | eave the war stories
conpletely, | think the rocket ad was finally conprom sed by
havi ng the rocket go across the page, level flight. But then
| remenber another ad which had an oak tree, and that was
deci ded to be inproper because mghty oaks fromtiny acorns
grow. And therefore, the inplication is that there would be
growh. And | don't renenber who vetoed that ad.

MR MOSTOFF: It was perfectly logical. W

recollection is that the name of the fund was the Acorn Fund.
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deciding these issues, | think that's, to ne, you know, not

what they shoul d be doi ng.

MR SILVER Well, I'd like to hear from sone of you

with how we went fromthere to here, and the "here," as |

define, the mllisecond disclosure on television. | nean, you

fol ks were the ones that were here during all these years as
this all devel oped, as it happened.

MR GOLDBERG | think that the single person nost
responsi bl e, and he mght not want to hear this, was Stan
Judd. | think Stan canme up with what | thought was a
trenmendously creative solution to a problemthat had stym ed
the staff for years.

You know, you go way back. The only ads that were
all oned for nmutual funds were tonbstone ads. And over the
years, the Comm ssion had expanded what was allowed in
tonbstone ads. Besides putting the nane of the fund, you
could put a brief description of the fund' s investnent

obj ecti ves.

But conceptually, a tonbstone ad had to be sonet hi ng

that was so brief, it wasn't a prospectus. And the Comm ssion
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had al ready stretched the concept of what isn't a prospectus
so far it just couldn't be stretched any nore. And the big
thing the industry was interested in was adverti sing
performance. There just wasn't any way to put that in and
still think it was a tonbstone ad.

MR SILVER The industry used to be interested in
adverti si ng perfornmance.

MR JUDD: Well, yeah.

MR GOLDBERG And Stan cane up with the idea of
having an omtting prospectus, what we now call a Rule 482 ad,
whi ch was a prospectus -- and that's where the "the substance
of which" requirenment cane in. The statute says you can use
an omtting prospectus that omts things that are in the full
statutory prospectus, and that opened the door eventually to
TV ads. Wen we first did the rule, Stan, | don't think we
all oned TV ads.

MR JUDD: | think there are a ot of factors that
pl ay together here. There's a funny kind of nature of the
i nvest nent conpany. You think about it in conparison to any
ot her business. Wat is the product of the investnent

conpany? | mean, they don't nmake cars that can be adverti sed
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or anything. They basically sell their shares.

But the |aw basically said that the only way you can
sort of use the nmeans of interstate commerce in order to
pronote the sale of the shares was basically through a
prospectus. And there was this exception to that, which was
that if you had sonething created under Section 210 of the
Securities Act, that was not a prospectus. And that was the
tonbstone ad. That was not a prospectus. And therefore, it
was not a docunent that would give rise to potential liability
under Section 12 of the Securities Act of 1933.

But when we were thinking about how coul d peopl e
| earn nore about investnent conpani es other than by reading
the formal prospectus, and it becane sort of we were thinking
wel |, we have funds that are sold through brokers. There were
hi gh sales |l oads. And there was the rising of the no-I|oad
funds. And sone of us thought that if we could nake it nore
possi ble for funds to get their nessages across, that would
further the no-load funds, and perhaps serve to reduce | oad
overal | .

So in 1977, Sol Freednman asked ne to draft a rule

under the Securities Act of 1933 that woul d permt investnent
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conpani es --
MR GOLDBERG Syd, | think -- Syd Mendel sohn. Syd

asked you, | think.

MR JUDD: Yeah.

MR GOLDBERG You said Sol. It couldn't be Sol.

M5. MOGRATH.  Not in '77.

MR JUDD: Syd asked ne to -- that's what happens
with nenory -- permt investnent conpanies to include

i nformati on about their past performance in their adverti sing.

Vel |, as Joel nentioned, it seened to ne that
Section 210 of 1933 Act, which excepts fromthe definition of
prospectus a notice, circular, advertisenent, letter, or
communi cation in respect of a security that does know nore
than identify the security, state the price thereof, state by
whom orders will be executed, and contains such other
i nformation as the Conm ssion by rules or regul ati on may
permt, and which had already given rise to Rule 134, which
permtted any investnent conpany registered under the
| nvest ment Conpany Act to present extensive information about

the conpany in an expanded tonbstone adverti senent, could not
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properly be stretched to enbrace within the exception of the
definition of a prospectus material that woul d include
performance i nfornmation.

But in Section 10(b) of the 1933 Act, however, |
found the basis for a rule that would permt investnent
conpani es to advertise their perfornmance, subject to
appropriate restraints and in accordance with the protection
of the interest of investors. That section authorizes the
Comm ssion by rule or regulation to permt, for the purposes
of Subsection (b)1 of Section 5 of the 1933 Act in relation to
any security with respect to which a registration statenent
under the 1933 Act has been filed, a prospectus that satisfies
Section 10 of the 1933 Act.

Section 10(b) provides that in addition to the
prospectus referred to in Section 10(b) -- that is, the
prospectus that contains all of the information included in
the registration statenent -- the Conm ssion nay permt the
use of a prospectus for the purposes of Subsection (b)1l of the
Section 5 that is to be circulated frominterstate comerce,
which omts in part, or summarizes, the information in the

prospectus specified in Subsection (a).
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The Comm ssion had al ready adopted a rule on summary
prospectuses, which was not much used. | thought that what
woul d do the trick would be a rule on what | called an
omtting prospectus, i.e., a prospectus that was [imted to
i nformation, the substance of which is included in the Section
10(a) prospectus, but would not have to include all of the
information in the Section 10(a) prospectus.

Such a prospectus woul d expose a person using it to
sell a security by the neans of interstate commerce for
liability under Section 12.2 of the 1933 Act if the prospectus
was untrue or materially msleading. That's different from
the 134 ad.

In addition, such a prospectus, while not itself
subject to Section 11 of the 1933 Act, would be limted to
i nformation, the substance of which is included in the Section
10(a) prospectus, and thus to informati on whose substance is
subject to liability under Section 11.

Now, Section 11 liability is quite different than
Section 12.2 liability in terns of the people who are |iable.

Under Section 12.2 -- under Section 11, that liability woul d

potentially extend to, anong others, one, every person who
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signed the registration statenent; two, every director of the
I ssuer; three, accountants who have consented to be naned as
havi ng prepared or certified any part of the registration, or
as having prepared or certified a report or valuation which is
used in connection with the registration, and every
underwiter with respect to --

MR SILVER Stan, | think at that point, you talk
about the potential liabilities which can flow from
m sl eadi ng, inaccurate advertising. Let ne cut to Barry, who
Is the nost recent division director we have present right
now, and ask him as an effect during your tenure, has these
restraints on advertising had any real effect. And second,
during your tenure, did the Conm ssion contenplate or did they
bring any actions based on fal se and m sl eading ads as the --
of the offense.

MR. BARBASH. Answering the second question first, |
don't recall during ny five-year tenure, David, that we
brought cases on advertising. There have been sone cases
brought since, but | believe there weren't any at that point
in tine.

In terns of the approach towards 482, or what shoul d
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be done with 482, Marianne nentioned earlier that during the
course of doing the redbook study, the issue cane up of the
subst ance of requirenent enbedded in 482, which, for many
participants in the fund business, becane sonething of an

adm ni strative nightmare. And the question there was is

everything in the prospectus -- does everything in the
prospectus -- if you put out a particular ad, does the ad have
to be limted to just -- every word has to be imted to

what's in the prospectus.

So, for exanple, the problemin the ad that people
woul d note was you have an advertisenent you want to put out
about a fund that invests in Japanese securities. Can you put
out an ad that talked a little bit about the Japanese narkets?

And the question was well, gee, if you did that, would that
be not consistent with the substance of requirenent? Because
i f there was nothing about Japan in the prospectus or the
statenent of additional information, then how could you do the
ad?

And a nunber of people in the fund business were
t al ki ng about bei ng whi psawed on ads, and not being able to

have ads that tal ked about information that really didn't
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address the fund particularly, but information about the kinds
of securities. And that had been picked up in the redbook
study as sonething that probably should be taken into account
to noderni ze advertisenents and get away fromthe idea that
every ad had to mrror what was in the prospectus, get away
fromthat concept and broaden out the information.
That's where we were headi ng during the tenure.
It's really been during Paul's tenure that the staff has nade
nore progress in getting out a role proposal on that subject.
During ny time, things were really quiet on the
advertising front, generally, probably because nost of the
time and attention we were spending in the disclosure area was
on the prospectus itself and trying to sinplify it.
MR SILVER Wat role did the NASD play during your
tenure, of course historically being very active in this area?
MR BARBASH Well, the NASD continued its role of
| ooki ng at advertisenents generally during the tine that | was
the division director in the advertisenent area, where the
| argest issue was the issue of nmanager perfornmance and
portfolio managers and their results over tine, and portfolio

managers noving froma particular fund group where they
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devel oped a record of performance wanting to go over to an
organi zation and wanting to bring the performance record with
t hem

And we were faced on the staff with the question of
whet her doing that was consistent with the securities |aws, or
precluded by the securities lans. And | would argue that it's
pretty clear under the securities |laws that are applicable
here that noving performance records, so long as there's clear
di scl osure of what the role was of the portfolio nanager and
other material information about what that portfolio manager
did and what his or her record was, that you could nove it,
and it was not an issue under the Securities Laws.

The NASD saw it differently, and the NASD nenbers
t hought that there was still a possibility for m sl eading
I nformati on about having track records filings. And nost of
time during ny tenure, it was a debate about that particular
subject. That was an issue of adverti sing.

MR ROSENBLAT: Well, the SEC has actual ly del egated
virtually all the responsibility for review of advertising of
mutual funds to the NASD. So one m ght ask themwhy you see

tel evision ads where you can't read the stuff that you have to
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put in a 482 ad.

M5. MOGRATH. That's because -- all design them and
you can't read it. That's why you can't read it.

MR SILVER | think it's just advancing age, A --

M5. MCGRATH:  Yeah, that's right.

MR SILVER -- that we can't read those mllisecond
di scl ai ners.

MR ROSENBLAT: No. But |'ve had sone dealings wth

the NASD on various issues, and they are very strict on print

stuff. | nean, they can drive you crazy on print stuff. But
the television area seens to be not -- they seemto be letting
it all go.

MR SILVER They're good on print stuff. You ought
to see themon quill pens. Really absolutely terrific.

M5. MCGRATH:  Are you going to get after Joel
Gol dberg and get an explanation here of 12 b-1?

MR SILVER A total and conpl ete explanation of 12
b-1. But let's pick up first where Allan left off. He sort
of got off the hook early, because Marianne had to | eave.
Al lan, there were a whol e series of recommendations in the

public policy report. They were in the sales area, sales
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| oads specifically. They were in the nmanagenent fee area.
They were in the contractual plan area.

O those three maj or groups of recommendations, the
contractual plan problemseens to at | east have been sol ved by
the ' 70 anendnents whi ch changed the structure of contractual
pl ans wi thout getting into what the old front end | oad was.

It really doesn't seemto be a |live probl emtoday.

The one that's open continuously, and was opened in
1970, was the nmanagenent fee area. There was imedi ate
litigation on the private side claimng fees were excessive
under Section 36(b).

But there is one curiosity about Section 36(b)
specifically that | think I nentioned to sone of you at |unch
today. In the negotiations which |ed to the enactnent of the
' 70 anendnents, the Conm ssion and the staff were very firmon
Insisting that the Comm ssion have a right to sue on its own,
that Section 36(b) should not be left wholly to private
enforcenent, but that the Comm ssion could bring a case quite
I ndependently under Section 36(b) in the case of excessive
f ees.

And this was a major bone of contention in the
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negotiations. And finally, the Comm ssion prevailed, and the
Conm ssi on does have the right to bring an action for
excessive fees under Section 36(b). Fromthat day in 1970 to
today, the Comm ssion has never brought an action under
Section 36(b) alleging excessive fees. Does anybody here have
any expl anati on?

M5. MCGRATH:  Must be reasonabl e, those fees.

MR GOLDBERG No excessive fees, | guess.

MR MXSTOFF:. Well, one way to |look at this is that
the statute, as enhanced in 1970, has worked reasonably well.
And with the increasing intensity of independent directors in
their performance of their duties generally that fees have
been kept under control enough so that there's not a situation
that's cone to the Conm ssion's attendance, presunably, that
I s shocki ng enough to warrant the Comm ssion taking the
initiative and bringing an enforcenent action, or a |egal
action.

M5. JONES:. As an independent director, | hope that
the publications who are here present today will quote you
accurately and distinctly and fully.

MR MOSTOFF:. What did | say?
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M5, JONES. Well, you know, the fees al so have
stayed across the industry within a certain close range of one
another. And so if the Conm ssion were to sue them they have
to sue themall

MR ROSENBLAT: Yeah, there's one oddity --

MR MOSTOFF: If you look at the tests of
reasonabl eness as they've been articulated by the courts, a
| ot depends upon the concept of profitability, and
profitability gets you into the question of whether you
penal i ze sonmeone who's running an efficient business, and
therefore enhancing the profitability because of the
efficiency of the conpany. And | think it takes you around in
a circle.

So that it does seemto ne that the statute is
working, and it's reasonable to presune, absent Conmm ssion
action, that nothing has come to the Comm ssion staff's
attention that warrants initiating an i ndependent challenge to
a sort of advisory fee.

M5. MCGRATH:  Now, Allan said "around in a circle.”

MR ROSENBLAT: Well, one oddity of Section 36(b) is

that it says that the investnent adviser has a fiduciary duty
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with respect to the fees. But the case |aw as it devel oped,

al t hough there was sone attention given to profitability, the
focus was on what the directors did -- whether they were fully
i nfornmed and whet her they consider the appropriate factors,
and whether they felt that the advisory fee was reasonabl e,

not that anybody el se did.

And Dechert has a | ot of investnent conpany clients,
but I have to tell you -- and it's all in the cases -- when
you |l ook at the profitability figures in at |east several of
the cases -- profitability is rather high. And the courts
said, "Well, no, the directors felt that was okay. And they
were fully infornmed, so that neans that there's no violation
of Section 36(b)."

MR GOLDBERG Well, you know, | think Al an, both
you and Al lan Mbstoff have kind of equated a highly-profitable
fee with a potentially excessive fee, and | don't think that's
what the courts have said. | think they' ve said profitability
is one of several factors that you consi der.

MR MXSTOFF. | certainly didn't nean to create that
inmplication. M/ point is that I'mnot sure that profitability

is a factor that you should consider, because a dramatically
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profitable conpany could be profitable as a result of the
operating efficiencies of nanagenent, as opposed to the
unr easonabl eness of --

MR. BARBASH. If you go back to the |egislative
hi story of 36(b), | think what you have is these days what the
statute was intending to get at. Wen the '66 public policy
i nplication study cane out, that asked for or reconmmended a
subst anti ve reasonabl eness standard that sonebody nade a
finding that this particular fee is excessive.

And what happens with the negotiation process is
you've got a standard witten into 36(b) that is generally
process-oriented, | would argue correctly interpreted by the
courts to be process-oriented. And the result is that in a
process-oriented context, it's very hard to challenge the fee
if the process is followed. This is an industry that pays
close attention to the process.

And | think the reason why the SEC hasn't been abl e
to bring or hasn't brought cases over tine is sinply that.

The process is well-developed. It's talked about all the tine
in court cases. |It's talked about at every conference. And

nost of the people in the industry get it right. And it would
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be very hard, given the way the court cases have cone out, for
the SEC to bring a case.

And since the Comm ssion is always under resource
constraints in all of its areas, particularly in the
enforcenent area, to bring a nega-case and lose it is worse
than anything. And | think there's been a rel uctance.

Cearly, that's what we felt during ny tenure.

M5. JONES: | would like to irreverently suggest,
however -- and | include nyself in this comment -- that if any
one of us -- if all of us were sitting on the panel as

Comm ssi on enpl oyees 15 years ago, this would be a very

di fferent discussion of whether nmanagenent fees are too high
or not too high. | think it depends sort of, frankly, where
you sit.

MR LYBECKER. The last point | would nmake -- |
don't nmean this to be the last point that's nmade about this,
but the point I'd like to make is if you look at the litigated
cases, the ones that have been actually where you' ve got
District Court and appellate opinion, | think we're talking
l ess than 10. If I'mnot wong, seven or eight of the ten are

noney market funds, the last one was a bond fund. And the
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process in that |ast case was by far the worst of all of the
processes that were carried on.

Thi nk about -- and then there's always the
suggestion that noney market funds, that they becone nore
profitable. It's just nore noney under managenent, and there
have to be break points. The original case against
Gartenberg, the break point, if I"'mnot wong, is at a billion
dollars, and it's never been changed. There's one break
point. That's it. Fromthe tine they put it in place to the
time they got sued in that lawsuit till today, it's one break
poi nt, sane pl ace.

Ckay. Rosenbl at takes out, opens an account at a
brokerage firm and he puts a thousand dollars into a noney
market fund. And let's just say it's got a hundred basis
poi nt expense ratio. So he pays 10 bucks for his thousand
dollars, and he gets all the services that they're supposed to
get. Al of them

Bar bash, of course, is much nore highly conpensat ed,
so he puts his hundred thousand bucks in the sanme brokerage
firmand in the sanme noney market fund, and he pays a whol e

|l ot nore for exactly the sane services.
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If what was intended to be attacked under 36(b) was
the idea that small sharehol ders shoul dn't subsidi ze | arge
sharehol ders, the reality is it's exactly the other way
around. Large sharehol ders of noney nmarket funds subsidize
smal | sharehol ders.

And so what we're seeing today is the | eakage back
out of noney market funds in bank deposit accounts, where
smal | sharehol ders who end up in the deposit account are going
to be charged at the account |evel on anount of noney that
supports the services they're actually receiving. | don't
think there's anything wong with the way things are today.

MR SILVER See, that just proves that 15 years on
we're all nmuch w ser

M5. JONES. Maybe that's it.

M5. MCGRATH:  So can we get Joel to tell us about 12

b-1?
MR SILVER Before we get to that, Joel --
(Laughter.)
MR GOLDBERG Take all the tine that you need,
Dave.

MR SILVER  Because the first great debate about 12
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b-1, as | recall, took place in a room between Al an Rosenbl at
and nyself. It had been the industry's position, fromtine

i menorial, that the I nvestnent Conpany Act did not preclude a
fund fromusing its own assets to pronote the sale of fund
shares. One can argue ad infinitumabout the validity of that
position on both sides, whether it's a good thing or a bad

t hi ng.

But the first argunment, | think, was purely the
| egal argunent that there was no prohibition in the Act
against the fund using its own assets for distribution. Al an,
what was your position?

MR ROSENBLAT: Well, | don't renenber speaking
about this. But | think the way it cane out, and that's why
it's a 12(b) rule, is that 12(b) says you can't act as -- a
fund can't act as an underwiter of securities, except under
rul es adopted by the Comm ssion. So that's why -- and 12(b)1
says you can, in effect, act as an underwiter of your own
shares if you neet these conditions.

Now, whether the conditions really are realistic
anynore i s another question. And whether there should have

been sone cap on the anmount you coul d charge and whet her you
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could charge a sales load and a 12 b-1 fee, which | woul d have
t hought was not the case when it was proposed or adopted, is
anot her question too.

MR SILVER But we can conduct a second round 20
years later of that |egal debate and the bearing of Section 10
on the issue. But even without the debate the stage is set
for Joel explaining to us everything he knows about 12 b-1,
when and how, the circunstances under which it was adopted.

W do have to go back to the tinme when the open-end
segnment of the nutual fund industry was in dire straits. The
i ndustry was in net redenptions for a period. Nobody thinks
that's a good or healthy condition for sharehol ders who
remain. And the industry was | ooking for a source of funds to
finance distribution. And Joel, how did you cone into the
act ?

MR GOLDBERG Well, without entering into the
question of who was responsible for the rule, | will admt to
bei ng near the scene of the accident.

| think that a couple of nyths have to be punctured
right fromthe start. Everyone tal ks about Rule 12 b-1 as

being the rule that permts funds to pay for distribution. It
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isn't.

For years, as Alan and Dave have suggested, the
Comm ssion and the staff took the position that mutual funds
shoul dn't pay for distribution, that there was an unacceptabl e
conflict of interest. But they never could quite find a
section of the act saying that. There were various theories
advanced. You know, it was a per se breach of fiduciary duty,
or it was a 17(d). O, if there was a sharing of the advisory
fee, it was an assignnent of the advisory contract. But none
of these theories really stood up to anal ysis.

But it was kind of Iike the elephant in the Iiving
room Nobody really wanted to say that there wasn't anything
i1l egal about funds paying for distribution until the pressure
to increase sal es becane so great that sone in the industry
effectively chall enged the Comm ssion's position. You had
several noney funds organi zed where they were saying in their
prospectus that they would share half of the advisory fee with
deal ers who sold their shares. And obviously, it's a very
small step fromthat to saying, "Wll, we'll just charge half
the advisory fee, and we'll have the fund pay what woul d have

been the other half directly to the sal esperson.™
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It had becone clear that the sort of in terroram
statenments about it being generally inappropriate or inmoral
to pay for distribution were not going to hold back the tide
forever. And | think that's what pronpted the Conmm ssion, or
at |east the staff to recommend to the Comm ssion that they
regularize and limt the practice.

That was done, as Al an suggests, by adopting a rule
under Section 12(b) of the act. The Conm ssion defines the
term"acting as your own underwiter"” to include paying for
distribution. So if you pay for distribution, you re acting
as your own underwiter. Section 12(b) says you can't do that
In contravention of Comm ssion rules. There had been no
Comm ssion rules until then. But the Comm ssion adopted one,
and it restricted the circunstances under which a fund coul d
pay for distribution.

So | think the first nyth is that Rule 12 b-1 all ows
funds to pay for distribution. The second nythis that it was
in response to the net redenptions that were prevalent in the
i ndustry, and that there was sort of a desperation attached to
it. In fact, by the time the rule was adopted in 1980, the

noney funds had brought the industry back to unprecedented
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prosperity, and there were even increasing sales of equity
funds. The net redenptions had ended years earlier. The real
I npetus for adopting Rule 12(b)1 was the fact that the |ack of
any intellectual basis for preventing paynents for
distribution had surfaced. And to mx the netaphors, you
couldn't get the genie back into the bottle.

Now, | think if | had it to do over again, or even
if | had it to do the first tine, the big m stake the staff
and the Comm ssion nade at the tinme of Rule 12 b-1 was we did
not foresee that paynments out of fund assets woul d be used as
a substitute for a sales |oad, you know, in the formof a
contingent deferred sal es charge.

And when you think about it, it was so obvious, it's
just astoundi ng that we never thought of it. Because the
i nsurance industry had been doing essentially the sane thing
for years by having contingent deferred sal es charges on
variable annuity contracts, and then using the nortality and
expense charge to cover that. [It's astonishing that we never
t hought that that could be -- or we never thought about the
fact that that could be easily transferred to the conventi onal

fund industry.
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MR ROSENBLAT: On your point about -- and Dave had
nmentioned it -- about the assignnment of the advisory fee,
there is actually a no-action letter that | wote, where they
said, "W want to share with the -- share our advisory fee
with the broker dealer,” and we said that was an assi gnnent.
And there's a subsequent letter signed by Joel Col dberg that
sai d, when sonebody wote in again, "No, don't worry about
that. We're thinking about it."

MR GOLDBERG Well, we were.

MR ROSENBLAT: W' re tal king about an intell ectual

basis. | think there's nothing wong with saying that it's an
assignnment of the advisory fee. |If you |ook at the definition
of "assignnent," it includes assignnent of a choice in action,

which is the right to receive proceeds.

MR GOLDBERG  You better help, Alan.

MR MOSTOFF:  Well, | recall Sid Mendel son
explaining 12 b-1 when it was done as just putting on top of
the tabl e what was bei ng done under the table.

MR LYBECKER Exactly. Joel's history is nore than
fair. W had such problens --

MR MOSTOFF. Except you're going to want to go back
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alittle bit further. Because | renenber in the mddle '70s
when the industry was in net redenption being visited by fund
representatives, | renenber an appearance that a forner

chai rman made before the Comm ssion pl eading the poverty of
the fund industry. And | renmenber conm ssioners at the

concl usion of that saying to ne, as the division director,
"W've got to do sonething,” and the staff began thinking
about it.

MR LYBECKER. But you can follow the record. |It's
very clear the staff went to the Comm ssion over a period of
years, alnost five years, and constantly asked either to sue
t he peopl e who were breaching the Conm ssion's unwitten rule,
or to do sonething, and putting it on the table. | absolutely
was right next to you when that decision was being nmade. It
was right. W had --

MR GOLDBERG Ch, so it was you.

MR LYBECKER It's Dick Gant who did it. It's
Gant. But the noney market fund exanple, it was the worst,
and we could not get Comm ssioner Pollack to see his way clear
to an enforcenent case. It was the one where the unnaned

i nvest nent advisor, for 10 basis points, would advise the
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fund. Regional broker deal ers, unnaned, woul d have d ass A,

B, C D E shares, and the advisor that was -- dividends paid
on G ass A wuld be exactly equal to 20 basis points in every
damm dol |l ar the broker put in the fund. How could you not say
that that was using fund assets to pay for distribution? W
either wanted to sue them or we had to do sonet hing.

The intellectual record is that there were three or
four conmm ssioners who absolutely wanted to stick with you
can't use fund assets for distribution. And | absolutely
agree with Joel. It's very fair on the history of how it

happened, and | will also agree that none of us foresaw that

you get level loads. It wasn't on the |ist.
MR GOLDBERG Well, if | can just finish up on the
t hought of the level loads. | think that's the great flawin

12 b-1 as it exists. Because the rule really assuned, you
know, you woul d have a paynent of maybe 20 points, 25 points
tops, and it would cover advertising or training of sales
personnel, or that kind of thing.

So the requirenents of the rule nmake absol utely no
sense in the context of contingent deferred sal es | oads,

especially the requirenent that the plan can't continue for
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nore than a year at a tine, and it can be termnated at any
time. | think that all of these underwiters who have
advanced mllions of dollars for paynents of sales conm ssions
woul d be quite surprised to be told that there isn't any
assurance they're going to get the noney back through a 12 b-
1.

M5. MCGRATH:  How about the fol ks who securitized
t hen®?

MR MXSTOFF. Well, yeah. They get a guarantee from
t he advi sor.

MR BARBASH  You know, it's interesting, Joel, you
tal k about what you think the big m stake was or the oversight
was in 12 b-1. And ny recollection is, just as an aside, that
it was an Allan Mostoff client that had --

MR MOSTOFF. It certainly was.

MR BARBASH. -- first contingent deferred sal es
charge. | renenber --

MR MOSTOFF: And it didn't do that. It couldn't do
that without the exenptive order that we were able to obtain
after persuading the staff that the concept was fair and in

the interest of investors.
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MR BARBASH And | was a young practitioner, and we

were all astounded at the step that was taken. W never

t hought - -

MR LYBECKER It seened perfectly natural.

MR BARBASH -- that that was the way 12 b-1 was
going to go. But I once had occasion -- | had Sydney

Mendel sohn, who was the division director then. Wen 12 b-1
was adopted, Sidney was the division director. Joel was an
associate director. Dick Gant was, | think, special counsel
to Sidney. Marty was an associate director. Al of them had
something to do with this project. | can tell you. | was

t here.

And Dick used to nake ne -- | was a young staff
attorney, and Dick used to nmake ne drive himout to his house
in Arlington because | lived out that way. And he was
conpl aining the whole tinme about it. So in the nane of Dick,

I would say he didn't like it either.

But | once asked Sydney in the context of having him

cone over and talk to the staff about various issues, | asked
hi mwhat did he think of 12 b-1. And he was totally convinced

it was the right thing to do. He always agreed that there was
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no legal basis. He could see in the '40 Act that said that
you coul dn't have distribution paynents made out of fund
assets.

But interestingly, the thing that he was al ways
troubled by was that there was no cap on 12 b-1 paynents.

That was the one --

MR GOLDBERG Well, you know, | think that the
reason there can't be a cap -- | don't think there can ever be
one. And the reason there can't --

MR BARBASH. Did you tell the NASD that?

MR GOLDBERG  What ?

MR BARBASH. Did you tell the NASD that?

M5. MCGRATH:  That's a bucket, not a --

MR GOLDBERG No. The reason there can't be a cap
on the charge to the fund, | think, is this. Before the
Conmm ssion permtted, if you will, fund assets to be used for
distribution, there were no-load funds. And they used to sel
t hrough advertising. They obviously had sonme distribution
expenses. Even the |oad funds woul d operate at a | oss as far
as the underwiter was concerned. Typically, the distribution

for load funds cost nore than the sales | oad woul d conpensat e
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for.

Who paid for this? Wo paid for the distribution of
the no-l1oad funds or for the |oad funds? The answer was the
I nvestment advisor. Well, where did the investnent advisor
get the noney? Dy ng, ding, ding. Fromthe fund.

MR MOSTOFF:  Through the advisory fee, you nean.

MR GOLDBERG Right.

MR MOSTOFF:  Yes.

MR GOLDBERG And | think if you say all right.
The 12 b-1 fee can't exceed -- | don't know -- 50 points, do
you prevent the investnent advisor from kicking in another 507?

And if you do, have you outl awed no-|oad funds?

MR DUDLEY: Could | just -- isn't it not the
governnent's position and the best position to set caps on
what' s happening in the market place? Hasn't the industry
really set the caps, and doesn't that answer the question why
there's no suits under 36(b), and why 12(b)1, the cap has cone
out to one percent?

MR GOLDBERG | think that's right.

MR DUDLEY: | nean, the governnent becones the bad

guy when they get involved in setting price.
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MR MOXSTOFF:. You're absolutely right. But 12 b-1
has led to a situation where today, people are confused and
find it somewhat awkward to deal with constraints of the rule
and the business constraints that they find thenselves in as a
result of taking advantage of the rule. But | want to speak
on behalf of the rule for a mnute.

Wthout the changes that resulted in 12 b-1, and
al so without the contingent deferred sal es charge, there woul d
not have been, in ny view, an enbracing by the retail
br okerage industry of the rmutual fund concept. And I don't
think they woul d have distributed nutual funds the way they
ultinmately have, and | don't think mutual funds, which I
bel i eve are a wonderful product, would have been enbraced by
the public investor the way it has. 12 b-1 has allowed that
t o happen.

Now, that's not to say that there isn't roomfor
I nprovenent of the current situation. But it allowed and
caused, | believe, a C change in the attitudes toward nutual
funds as a formof investnent that the retail industry was
willing to merchandi se.

M5, JONES. | was intrigued to see that the
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Comm ssion indicated maybe an interest in | ooking at --
recently looking at 12 b-1. And, you know, wi thout going into
it in any great depth, | would hope they would. | woul d doubt
that it's going to happen any time soon, but | woul d hope they
woul d.

| remenber, because a precursor of 12 b-1 was on the
table when | was director. And one of the ugliest neetings I
ever attended, Commi ssion staff, was between investnent
managenent and enforcenent over 12 b-1. | nean, the
Conm ssi on was al ways a very wonderful place to work, and
great relationships between all of the divisions. And | want
to tell you that this one neeting with enforcenment taking --
practically accusing us of being crimnals, it was the ugliest
nmeeting -- | think maybe the ugliest neeting of staff | have
ever attended at any agency. And |I've been to two others, as
you know. It sticks with ne.

But | was happy to | eave before 12 b-1 was adopt ed.

My hands are cl ean

MR JUDD: 1'd just say that the concept, as you

nmentioned, and this sort of comng out of the trust in Boston

and so on | think is very significant in creating the idea
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that -- the purpose of these funds are to serve the interests
of the participants, and that their interest is in the growh
of their investnents and returns, and that they are not
particularly -- they're interested in the business aspect of
the growth of the fund if there is no, for exanple, growh in
the net asset val ue per share.

Now, |'ve done sone work in the |last nine years
around the world, and | nust say that | don't think that I've
ever occasioned, cone across anypl ace, a concept of funds
bearing sal es distribution costs.

MR SILVER Well, Stan, | think I'll exercise ny
prerogative, closing this part of the discussion with a very
qui ck anecdot e.

| was privileged to have in one of his |later years
in teaching the law of trusts Professor Scott, who sone of you
probably have heard of. And on the question of who pays who
for what, Professor Scott dealt with that. And he said that
in the typical Boston situation, the husband goes to his
reward, the wi dow goes to Europe and has a grand tour, does
the opera, sees the Mona Lisa, cones back on the Muretania,

or whatever it is that docks in Boston, and there is a young
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man fromthe Harvard Trust Conpany waiting on the dock with
flowers, et cetera.

At that point, Professor Scott would | ean forward
over the gl asses and say, "Wwo do you think was paying for
those flowers?' So it really is the sanme question that always
exists. Utimately, of course, it's the custoner who pays.

M5. MCGRATH  But which custoner, Dave?

MR SILVER Well, who paid for the widow s fl owers?

M5. MCGRATH  She did. But the 12 b-1 fee --

MR RCSENBLAT: The ot her sharehol ders who cane in

before they started paying the 12 b-1 fees, they paid.

MR SILVER Vell, | think we're at a point where |
want to give each of you, really, a very short period -- there
are a lot of us here -- say a mnute, two mnutes at nost, on

sort of the triunph and tragedies. Wat do you regard is the
greatest positive event in the time, your time, on the staff?
What do you think is an opportunity that was foregone that
shoul d have been done? And although you' re the nost recent,
Barry, you happen to be sitting there, so let's start with you
and go around the table.

MR BARBASH | | ook back fondly, | think -- the
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thing that strikes ne about having worked in this building is
having worked in this building. 1 |ook back on every day as a
terrific experience, and | just enjoyed the five years
i mensely here.

In terns of substantive matters, a lot of our tine
during ny tenure was spent on disclosure and trying to nake
the prospectus easier to use, nore understandable for

investors. And | have to say, |ooking back, it rem nds ne

sonmet hi ng of Don Quixote. |'mnot sure you can ever w n that
one. | think you go out and you try to get prospectuses to be
somewhat sinpler. | think it's in the interest of

sharehol ders that they are. But inevitably, sonmeone else is
going to have to do it five years down the road, or six years
down the road.

Because | think there's a tension with disclosure,
and it's a conti nuum between wanting materials that are
under st andabl e and useful, and then using disclosure as a
nmeans to effect sone kind of regulatory purpose. And
i nevitably, when you're trying to engage in the latter
endeavor of trying to effect a regulatory purpose, you end up

wi th docunents that are really not understandable. They're
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not designed to be understandable. They're designed to

regul at e.

So as | look back, I'"'mglad we tried to sinplify the
prospectus. | wish it had been | onger standing.

In terns of what | regret not having the
opportunity, going back to a thene fromearlier, | would have

liked, and it just didn't conme up that there was anything at
the tine -- | was always amazed at what the division's staff

did in the noney market area, and facilitated a product or

servi ce, whatever you want to call it, that was so different,
so beneficial. | regret not having the opportunity of having
wor ked on sonmething of that sort. It just didn't cone up that

we worked on that. W tended, over ny five years, to work on
ot her thenes, and we didn't have an opportunity to do
sonmething like that. And | admre the staff who did.

MR SILVER Al an Rosenbl at ?

MR ROSENBLAT: | think by far, the thing | renenber
as the nost -- had the nost fun on and found nost rewardi ng
was the '70 anendnents, which | think we've covered
adequately. But | think a close second is the so-called M ni

Account Rule, which is the basis for the wap free accounts,



102

whi ch have grown enor nously.

And that has a curious history, because we saw ads
i n the paper and ot her nedia by investnent advisors who were
managi ng snmal |l accounts as | ow as $5, 000, and supposedly gave
personal i zed service. And we couldn't believe that that could
be the case, and we tried to stop it with sone warni ngs and
no-action letters. And WIIliam Casey thought that that was
wong, and he said to Allan and nyself, you know, "Get rid of
that. Stop it. There's no reason why you can't bunch
custonmers and have their funds managed on this sort of basis."

And Allan cane up with a very original and innovative idea,
which is let's have an advisory conmmttee.

Now, happily, the Advisory Commttee Act had been
adopted, but it was not yet effective. Qherw se, we couldn't
have done this in such a short tine, because we would have had
a charter approved by the Comm ssion, and neetings woul d have
had to have been open. So we got all the foxes into the
chi cken coop.

We got Merrill Lynch, who had been doi ng sonet hi ng
simlar. W got Debevoi se, who had represented G tibank when

they advertised sonething that was |ike a managi ng agency
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account, or a common trust fund, but it was for very snall

i nvestors. And when the Comm ssion | ooked at it, they found
there are really only eight securities they ever invested in.
So they sued Gtibank, and there was a settlenment in which
Ctibank agreed to nmend its ways.

Vel |, the interesting thing about the advisory
commttee was the people on it were really terrific. W found
out that one of the main offenders, a guy named Danforth we
t hought was a main of fender, who was adverti sing $5, 000
accounts, we went up to Connecticut and went to his office and
found he was actually doing it and giving individualized
servi ce.

And the advisory conmmttee was very useful, because
they really believed that they could hel p work out a
regul atory schene to deal with this. And there was sone --
and which were ultimately adopted as Rule 3a-4, which says you
can run parallel trades. You can bunch people's noney. You
can pool people's noney. It won't be an unregistered
I nvest nent conpany, just so long as sone basic principles are
followed, including the ability to instruct the advisor not to

invest in certain types of securities, and also the ability to
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take your assets out in whole or in part at any tine, which
you cannot do wi th an investnment conpany.

So | think that worked pretty well, and that set the
stage for the wap free accounts that are very conmon now.

MR SILVER In a couple of sentences, greatest
tragedy.

MR ROSENBLAT: Well, the greatest tragedy was
| osing the Lowe case. And that was a case in which we went
after a really bad guy whose advi sory registration had been
revoked by the Conm ssion because he, anbng other things, nade
m srepresentations to a court. He had stolen noney fromhis
clients. And then when he settled the case, he had falsified
a check -- he had taken a check for a thousand dollars and
changed it to $10,000 and presented a copy of it as evidence
in the court that he had settled the case.

And so we went after himand tried to enjoin his
acting as an adviser. It went to the Suprene Court, and the
Suprene Court held that the Advisers' Act does not cover
newsl etters that do not give personal advice tailored to the
i ndi vidual needs of the client. That conpletely deregul ated a

whol e segnent of the industry that we had been regul ating for
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years and thought that we had the right to regul ate.

Interestingly enough, three Justices in the case
concurred in the result but said, "No, the Commssion is
right, but this statute is unconstitutional."

MR SILVER | renmenber arguing with Bob Bl ock that
at some point, the First Amendnent does trunp the Advisors'
Act. Jack Dudl ey, triunph and tragedy.

VR DUDLEY: Dave, | look at, and being an assi stant
director, associate director of the division, and as a
governnment enpl oyee, | just thought it was ny responsibility
to treat people fairly that canme before the Conm ssion, and
not to abuse the power that a governnent person has.

And it was a sinpler tine. There didn't seemto be
any great issues. As a personal triunph, | think it was in
appearing before the Court of Appeals for the Second Crcuit
and uphol ding Rule 17(d)1 on the prom se that the Conm ssion
woul d revise the rule, and it wouldn't be as conplicated as it
now appears, as | prom sed Judge Friendly.

My biggest failure, you know what it was. | never
coul d convince the Comm ssion to change Rule 17(d)1. | still

have a sol uti on
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MR SILVER  Stanley, triunph and tragedy.

MR JUDD: 1'd just say that |'ve enjoyed the al nost
30 years that | was at the Comm ssion. There was a | ot of
interesting things that devel oped on a day-by-day basis. And
I"mnot prepared to say which child is the nost beautiful.

In terns of --

MR SILVER  The nost ugly.

MR JUDD: Al | can say is that as you age, you
continually discover things, and you find out things that you
did may not have been as w se as you thought they were when
you did them

For exanple, there was a request once that came in
for a no-action position with regard to the situation where
you had a person abroad who sold an interest in a foreign
I nvest nent conpany who had a brokerage account in the United
States. And the sales efforts to sell the fund was nmade from
abroad to where this person |ived. And there was no
connection with the United States except that the instruction
woul d go to his brokerage account in the United States to pay
for the sale of the mutual fund. And | wote that we woul d

not in that circunstance see that this was a sal e through
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jurisdictional nmeans of the sale of the nmutual fund share.

Vell, last spring, | was in Panama. And | find that
I n Panama, they have sort of -- and | suppose throughout the
rest of the Caribbean, they have taken this as the way in
which to sell sort of funds patterned after American funds,
but they are not American funds. But they are sold |ike
Anerican funds. They are usually pronoted by peopl e who cone
down fromMam -- fromwhat |'ve heard, good-| ooki ng wonen
who give lectures on them The securities are then --

MR SILVER | don't know what side you' re com ng
out on, Stanl ey.

M5. MCOGRATH.  SEC ver sus good-| ooki ng wonen. | can
see it now.

MR JUDD: Well, the point is that the result of
this is that you have people in that whol e area who think
they' re buying American funds. But what they're doing,
basically, is buying a foreign fund, which is the way it's
bei ng sold, the only connection being wth a paynent com ng
out of a United States broker's account, that in those
circunstances, there is none of the protections that we think

of as applying. That is, the Investnent Conpany Act doesn't
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apply; the '33 Act doesn't apply; nothing applies. And these
people all over the world nevertheless are putting their
confidence in these types of securities.

MR, ROSENBLAT: Wat about Regul ation S?

MR SILVER Kathy, you don't get off the hook
because you're a noderator. Geatest triunph, greatest
t ragedy.

M5. MOGRATH. Ckay. | guess the rule that | |ike
the best was the fee table. But | think that the thing that |
li ke the best was the fact that in the seven years that | was
at the division, it got to be a very popul ar and happy pl ace
to work, with everybody producing a lot of stuff. And | think
we had real high norale, and a good tine, and nanaged to get a
fair anount of quality work done.

My biggest failure, | think, was trying to tackle
and clean up Rule 12 b-1, and see if we could get findings
that the directors had to nake straight, and CDSCs. W did
get the NASD, | guess, by scaring the hell out of the industry
to cone up with their buckets rule. But that was a hard
| esson. There was too much noney flow ng through 12(b)1 fees

to make it touchabl e.
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MR SILVER Allan?

MR MOSTOFF: Well, | had the sanme experience that
others have had. | had a terrific career. Really had a | ot
of professional gratification fromthe eight years or so that
| was in the division as special counsel, assistant director,
associ ate director, and then director.

| guess, you know, | was privileged to work with
peopl e who had institutional nmenory. They went back to 1940.
So | learned fromthemand was able to work with them and
sonme of the changes that led to the public policy, the changes
inviewthat led to the public policy report. And the '70
anmendnments were an exciting tinme for ne, and the '75
anendnents were very exciting.

Carifying the Comm ssion's position on insurance
products, to the extent one could - and variable annuities and
variable |life were a challenge for the division - | thought
we did a reasonably good job with the assistance of the
CGeneral Counsel’s office in dealing with them And while it
was over by the tinme | becane the division director, a good
part of ny career in the division was spent giving sone

attention to the problemof unregistered funds in the context
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of the fund-of-funds, which was a real |ive denonstration in
the '60s of the wi sdomof 1940 that led to the enactnment of a
statute that is intended to protect investors in a pool ed
vehicle fromthe kinds of abuses that went on in the '30s,
because we found themagain in the context of the fund-of-
f unds.

D sappointnents? |'mnot sure I'd qualify this as a
di sappoi ntnent, but really a strange situation which | thought
you m ght have wanted to tal k about, the position of the
Conm ssion with respect to the -- | thought you m ght be
| eading into this when you tal ked about M. Scott. The
question of the fiduciary obligation or responsibility of the
I nvestnent advisor with respect to the conpany he or she is
managi ng in the context of the transfer of control of that
conpany. That was a problemthat the Comm ssion has westled
with, as we know, for ages, going back to the ISl case.

And a young |l awer, when | joined the division in
"64, | got a big |lecture about the inportance of the
Comm ssion finding the right case to reverse that decision.
And | spent a lot of tine finding the right case. And when we

t hought we had the right case, we went up to the Conm ssi on
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And | o and behold, the Comm ssion didn't want to reverse the
deci si on.

MR SILVER W had the right cases, but the
Comm ssion didn't want to --

MR MOXSTOFF:. That's right. And that turned around
into the Public Policy report, where the Conmm ssion said that
on the one hand, there is a fiduciary obligation, but on the
ot her hand, the advisors shoul d be conpensated for the
entrepreneurial efforts and w sdom

And then all of a sudden, we had Judge Friendly and
the Rosenfeld v. Black case giving the Comm ssion what it
wanted in the ISl case. And Casey called nme into his office
and saying, "W've got to do sonething about this. Let's get
this reversed. This was the position the Comm ssion wanted."

And that led to Section 15(f) and the '75
amendnent s, whi ch was amazi ng.

MR DUDLEY: Just sonething real quick. They cane
in-- at that point, Lazard cane in to us and said, "W want
to have an agreenent that we'll not conpete, and that's what
we are selling.” And at that point, the Conm ssion had given

up on bringing the perfect case, and we let themwal k out of
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the office. And the private lawsuit did what the Conm ssion
had been asking the staff to do all al ong.

MR MOSTOFF:. Now, one other thing. | was really a
convert to the concept of regulation as an inportant vehicle
for the protection of investors. And when | started to | ook
at the Investnent Advisers Act, | felt that it was sort of an
enpty vessel, and | wanted to see the Conm ssion do nore
there. And we did work on the concept of an expansion of the
Advisers Act to build into it sonme mninmum qualifications for
i nvest ment advi sor activity. There was a |egislative proposal
whi ch was hatched, | guess, while | was the director of the
division. And, of course, that went nowhere. So that m ght
qualify as a di sappoi nt nent.

MR SILVER Joel ?

MR GOLDBERG One of the things | was the nost
proud of was probably a negative acconplishnment. A fund was
filed during ny tinme as director that was going to be
sponsored by VISA International. And this was at the tine
that the banks still weren't allowed to sponsor funds.

VISA filed a noney fund that they proposed woul d be

sol d through banks that were nenbers of VISA International
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And what was uni que about the fund was it would invest in CDs
i ssued by the banks that sold the fund in an approxi nmate
portion to the anount of shares that the banks sol d.

There was enornous pressure fromboth inside and
outside the Commssion to nake this fund effective. They
weren't asking for any kind of exenptive order. They wanted
only to be nade effective. This was sort of the heyday of the
Reagan years. It was very difficult to resist the pressure,
but we did. Eventually, VISA w thdrew the fund.

I think had that fund been permtted to conmence
operations, it could have profoundly changed the nutual fund
I ndustry, because it would have established the notion that
the investnment of the fund's portfolio can be determ ned, at
| east in part, by who sold the shares of the fund. VISA was
proposing to have restrictions. The CDs would have to be of a
certain quality, and the bank woul d have to have certain
financial strength.

But the basic principle that the investnents of the
fund have to be chosen with an eye single to their investnent
merit would have been lost. And | think that was --

MR SILVER W've got to nove along. But one



114

sentences or two sentences, greatest tragedy.

MR GOLDBERG | don't knowif it was a tragedy. |
think with 20/ 20 hi ndsi ght, where we had a nunber of nobney
funds that were at risk of breaking the buck. You m ght
recall, Dave, you and | had sone | ate-ni ght conversations
where | would tell you soneone's about to break the buck, and
you woul d go out and find sonme sugar daddies in the industry
to step up and nake sure it didn't happen

| don't know whether that was the right thing.

t hink maybe if one or two funds had gone down to 99 cents for
a short tine, the world woul d have been conditioned to the
fact that it's not awful. You don't |ose all the noney. You
just lose one or two cents on the dollar, and it will cone
back. And perhaps we woul dn't now have to have a Rule 2(a)7
quite as restrictive as it is.

MR SILVER  Anne?

M5. JONES. W are just about at the twenty-fifth
anniversary of the time | left the SEC. So ny recollection --
and unli ke everyone else at this table, | have really
basically left the practice of securities | aw and becane an

FCC conm ssi oner and what - have-you, and since then have
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practiced nostly in the comunications field. | have been an
i ndependent director of fund groups for 18 years. But ny
recoll ections are not nearly as vivid as yours, because |
don't live with these things.

My overall recollection is, as has been stated by
several, a wonderful place to work, with great people. The
only negative of the whole -- and what really didn't turn out
to be a negative. But when | was nomnated for a seat on the
Federal Comuni cati ons Conm ssion, the Wall Street Journal
editorialized against nmy appoi ntnent, because | had tried to
bring sone kind of regulation of the Wall Street Letter. And
they said | clearly was against the First Arendnent, because |
was trying to regulate the witten word, and | should not be
an FCC comm ssioner. Fortunately, no one paid any attention.

But that is a tragedy, that that whole area is so cl ouded
with First Amendnment obligations.

But | think probably the best place | ever worked.
It was 10 wonderful years, and history speaks for itself. |
nmet great people. And | amresponsi ble for Joel ol dberg
bei ng an al derman. Anyway, that's really all.

MR SILVER It's a mxed blessing. Ed?
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MR ODELL: Since it's been nore than 35 years
since | left the Comm ssion, I"'mnot going to restrict nyself
to comments of things that happened while | was at the
Comm ssi on.

In terns of positives, one of the things that has
real |y been of substantial benefit to the industry is the
advancenent and proliferation of series conpanies. And |
think the staff has done a great deal in terns of
interpretations and no-action letters to facilitate that. And
| think that has gone a |ong way towards hel ping the industry
grow as rapidly as it has. And it has al so been very hel pful
for the smaller conplexes to create a |larger variety of funds
at a reduced cost.

A second maj or devel opnent happened very recently,
and it's the nove to corporate governance and the
strengthening of the role of directors and getting them
i ndependent counsel. | think the down side of that one is it
shoul d have happened 20 or 30 years earlier than it did, and I
think it would have been a positive to the industry.

The final positive, |I think, just in general is the

noney market funds. And they have been, in ny judgnent, one
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of the key reasons why the fund industry has devel oped and
acquired so nuch assets during the '80s and '90s and so forth.

On the down side, 12(b)1, | think, really needs to
be revisited. | think that it's now becom ng a nethod for the
br okerage industry to siphon off assets out of the funds. And
I think that so much of the noney just goes right through to
pay brokers, and | think that whol e thing ought to be
reconsi der ed.

Secondly, | don't think that the staff has paid
enough attention to enphasi zing di sclosure relative to after-
tax returns. And | think that there has been tal k about it
and so forth, but I think it's much nore significant to issue
to investors than anybody realizes. Simlarly, | don't think
there has been enough attention to after-expense returns if
you woul d include 12(b)1 as an expense.

And | think those two things, if they were better
known, woul d nmake people realize why a no-load S& 500 i ndex
fund may in the long termbe the best investnent that you
could make. But that just hasn't really conme to pass yet.

MR SILVER Marty?

MR LYBECKER | got to lead the |life that Barry
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wanted to have, because | got to be the regulatory father of
noney market funds. Nobody else wanted it. It started with
Allan, it went through part of Anne's adm nistration, and
ended up in Sid's. And, of course, what we had is people
chal I engi ng the Conm ssion's position, which was very
conservative: mark-to-nmarket, or else. W had the choice

bet ween anortized cost and penny rounding. W also had people
filing applications |like crazy. So we had to figure out what
to dowithit. And after the Comm ssion set it down for
hearing, there was no way to stop the applications fromcom ng
in.

So we ended up at one point in having 40 people, 40
different fund groups, in a hearing, and trying to figure out
how to deal with each of themas a party. And the party kept
getting larger. So the first thing we did was settle out
everybody who woul d swal | ow penny roundi ng on the grounds that
I f sonmething could develop later in anortized cost, they could
have that too.

It is not fun, Barry, to have your boss be an
admnistrative law judge. He could care | ess about policy and

have ex parte rules where you can't talk to the five
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comm ssi oners who appoi nted you. Wen you were trying to nake
decisions, and the ALJ is the next person you get to talk to,
it sucks. And Dr. Coelke did a great job of being our expert
witness, but it wasn't easy. Corralling all those peopl e,
getting themto settle, and then getting themto waive the ex
parte rule so that | could go talk to conm ssioners privately
was i ncredi bly hard.

W didn't get the -- we started the process -- it
was started in 1975 by the Comm ssion telling people to mark-
to-market. W didn't settle the thing until August of '79.
For nost of the year that we were in the hearing, | built a
triangul ar stack of Maal ox bottles denonstrati ng which of the
peopl e had been the nost unpl easant for the | ast week.

MR SILVER Marty, is this the triunph or the
tragedy?

MR LYBECKER. This is the triunph.

MR SILVER kay. | just wanted to nake sure. Cet
to your tragedy.

MR LYBECKER. The result is we watched noney narket
funds be sonething that was astonishing. Well, at one point,

they conpletely destabilized the banking industry. R ght now,
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the noney is going absolutely the other way. So ny proudest
achi evenent is the noney market fund. The tragedy is the sane
thing. Sonebody insisting on getting what they wanted,
instead of getting it admnistratively, they went to the HII,
and we ended up with the BDC anendnents that have been used by
very few people. 1t's unbelievably conplicated. You and |
and three other people who also |ike baseball can probably
figure themout. And it's been ill-used, and it was all the
result of one person wanting his way.

MR ROSENBLAT: But if | can add a footnote to that,
it's ironic that we went along and tried to work out somethi ng
for the industry, and we made it so conplicated they coul dn't
use it, which is what we wanted fromthe start, | think.

MR SILVER On that, I'mnot sure, down note or up

note or sideways note, | think we're about at an end. |If |
can cast a positive. On the positive side, | would agree with
Barry, Ed, and Marty. | think the nost extraordinary

achi evenent of the division was the creation, by definition of
the nodern noney market funds in Rule 2(a)7. Really, al nost
out of whole cloth.

And with that, Carla, | think you have your tape.



And thank you all,

and we can adj ourn.

(Wher eupon, at 5:00 p.m, the Roundtable was

adj our ned.)

*x * * % *
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