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22, 1940, and Section 216 of the Investment Advisers Act of 1940,
approved August 22, 1940.
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. Chairman.
The PRESIDENT OF THE SENATE,

The SpEakER oF THE House OF BEPRESENTATIVES,
Washington, D. C.
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Part 1

ADMINISTRATION OF THE INVESTMENT COMPANY ACT
OF 1940

The Investment Company Act of 1940 requires the registration
of and regulates investment companies, that is, companies engaged
primarily in the business of investing, reinvesting, and trading .in
:securities. Among -Sther things, thg Act requires complete dis-
closure of the finances and the investment policies of these com-
panies, thus insuring to investors full and complete information
with respect to their activities; prevents such companies from
changing the nature of their business or their investment policies
without the approval of the stockholders; prohibits persons guilty
of security frauds from serving as officers and directors of such com-
panies; prevents underwriters, investment bankers, and brokers from
constituting more than a minority of the directors of such com-
panies; requires management contracts in the first instance to be sub-
mitted to security holders for their approval; prohibits transactions
between such companies and their officers and directors and other
insiders except on the approval of the Commission; prohibits the
issuance of senior securities of such companies except in specified
instances; and prohibits pyramiding of such companies and cross
ownership of their securities. The Commission is authorized to
prepare advisory reports upon plans of reorganizations of registered
investment companies upon request of such companies or 25 percent
of their stockholders and to institute proceedings to enjoin such
plans if they are grossly unfair. The Act also requires face-amount
certificate companies to maintain reserves adequate to meet
maturity payments upon their certificates.

ENACTMENT

The Investment Company Act of 1940 (Public No. 768, 76th
Congress) was approved on August 22, 1940, and became generally
effective on November 1, 1940. This legislation was enacted after
extensive hearings before subcommittees of the Banking and Currency
Committee of the Senate and the Interstate and Foreign Commerce
Committee of the House of Representatives. The original bill from
which the statute as enacted was evolved was based upon the Com-
mission’s report and recommendations resulting from its detailed
study of investment companies and investment trusts made pursuant
to the direction of Congress contained in Section 30 of the Public
Utility Holding Company Act of 1935.!

1 For accounts of this study, see previous annual reports of the Commission.
ia .. 1



2 SEVENTH ANNUAL REPORT

Representatives of the investment companies opposed certain
provisions of the original bill and suggested alternative regulatory
provisions. With the approval of the Congressional committees,
concerned, the Commission and the industry endeavored to work out
a compromise measure acceptable to both, and ultimately succeeded
in doing so. It was this comhpromise measure, with certain modifica-
tions, which was enacted into law as the Investment Company Act
of 1940.

The fact that this legislation was endorsed both by the Commission
and the great majority of the persons whom it proposed to regulate
excited considerable comment at the time of its passage 2 and deserves
some mention at this point. The Commission, while of the opinion
that “if you do not have a comprehensive and effective program of
regulation, it is probably better to have none,’’?felt that the com-
promise bill sufficiently carried out the Commission’s major objectives
and accordingly recommended its enactment.* Representatives of
the industry, on their part, conceded that ‘“abuses have existed in the
industry and * * * legislation is necessary to prevent their
continuance,”® and joined in advocating passage of the compromise
bill.

This cooperative relationship between the Commission and the
industry has in general been preserved in the administration of the Act.
The Commission believes that, while adhering scrupulously to the
statute, it has given appropriate weight to the spirit in ‘which it was
conceived. Persons closely associated with the industry have frankly
recognized that the Act is not “a complete cure of all possible evils in
the investment company field,”” but is rather based upon a desire “to
proceed cautiously and experimentally, attempting to prevent the
main abuses which have been known to exist.”

It is probably safe to say that the Investment Company Act of
1940 represents the minimum workable regulation of investment
companies. On the other hand, it does not follow that this minimum
regulation is necessarily inadequate. Thus far the Commission has
had only 8 months’ experience in the administration of the Act.
Further experience will presumably indicate a need for minor amend-
ments and may or may not indicate a need for major amendments.
If and when amendment seems advisable, the Commission has full
power under Section 46 (a) of the Act to make appropriate recom-
mendations to the Congress and will not hesitate to do so.

* Beo 86 Cong. Rec. 14916, 14922, 14924, 15413-14; Senate Banking and Currency Committee, Hearings on
ﬂ‘ 3580, pp. 1110, 1130; House Interstate and Foreign Commerce Committee, Hearings on H. R. 10065, p. 77.
{3 Sgnate Banking and Curréncy Committee, Hearings on S. 3580, p. 133.

4 Senate Banking and Currency Committee, Hearings on 8. 3580, pp.1105-1107; House JInterstate and
JForeign Commerce Committee, Hearings on H. R. 10065, p. 63. [~

§ House Interstate and Foreign Commerce Committes, Hearings on H. R. 10065, pp. 72et seq. - ‘: ¢
4 Beo 26 Wash. U. Law Quarterly 303, 347 (April 1841).



PART I—THE INVESTMENT COMPANY ACT OF 1940 3.
GENERAL NATURE OF ADMINISTRATIVE PROBLEMS

In part, perhaps, because the statute was the result of a com-
promise, but in greater measure because of the diversity of companies
it covers and the intricacy of the problems they preasent, the Invest~
ment Company Act of 1940 is a complex and elaborate piece of legisla-
tion, calling for the use of a great variety of administrative procedures
and techniques. The Act contains flat statutory prohibitions the
violation of which may give rise to either injunctive or criminal
proceedings in the courts; provisionswhich authorize the Commission
to institute injunctive proceedings but the:violation of which is not a
criminal offense; requirements for filing financial and other data with
the Commission, which is then open to public inspection ; requirements
for the transmission of financial and other data to security holders;
provisions authorizing the Commission to render advisory reports to
security holders; provisions authorizing the Commission to adopt
rules and regulations in some circumstances for the purpose of giving
content to statutory prohibitions which would otherwise be inopera-~
tive and in other eircumstances for the purpose of relaxing statutory
prohibitions which would otherwise obtain; provisions for adminis-
trative orders in proceedings initiated in some cases by the Commission
and in other cases by the companies or persons affected ; and provisions
for the further study of certain aspects of investment company
operations. Fortunately, most of these procedures have been em-
ployed in the same or a comparable form in one or more of the statutes
already administered by the Commission, so that no serious diffi-
culties have been encountered in fitting the administration of the new
Act into the framework of the Commission’s previous practice.

For the purpose of administering the Investment Company Act
of 1940 (together with the Investment Advisers Act of 1940), the
. Commission created a new division of the staff, the Investment
Company Division. The organization and functions of the new
division are generally similar to those of the older divisions of the
Commission.

. “The principal problems faced by the Commission during the first
¢ight months of its administration of the Act can conveniently be
grouped into seven categories, namely, (1) determining which com-
panies are investment companies subject to the Act and which are
not investment companies or are entitled to exemption; (2) the
classification of companies subject to the Act; (3) prescribing the
information to be filed with the Commission and that to be trans-
mitted to security holders; (4) the administration and enforcement of
those provisions of the Act which regulate the relationships and trans-
-actions of persons  who atevaffiliated with investment companies;
(5) matters relating to'the distribution, redemption, and repurchase
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of securities issued by management companies; (6) reorganizations of
investment companies; and (7) the treatment accorded certain
special types of companies, such as unit investment trusts, periodic
payment plans, and face-amount certificate companies.

THE “INVESTMENT COMPANY’”’ CONCEPT

Although the terms “investment company’’ and “investment trust’”’
have been part of the language of the financial community for some
time, a definition precise enough to distinguish them sharply from
holding companies on the one hand and operating companies on the
other did not exist prior to the enactment of the Investment Company
Act of 1940. The distinctive feature of the Act in this connection is
its use of a quantitative or statistical definition, expressed in terms
of the portion of a company’s assets which are investment securities.
Thus the statute provides, inter alia, that & company is an “invest-
ment company’’ if it is engaged in the business of investing, reinvest-
ing, owning, holding, or trading in securities, and owns investment
securities (defined to exclude securities of majority-owned subsidiaries
and of other investment companies) exceeding 40 percent of its total
assets (exclusive of Government securities and cash items).

With this quanlitative test as a starting point, the statute then
proceeds to carve out exceptions. Certain types of companies are
excluded from. the investment company category by express statutory
exceptions. These types include such organizations as banks, insur-
ance companies, savings and loan associations, small loan companies,
public utility holding companies, and charitable corporations. In
addition, the Act provides machinery whereby the Commission may
declare by order upon application that a company, notwithstanding
the quantitative definition, is nevertheless not an investment com-
pany. Thus, companies that believe that the application of the .
quantitative test would unreasonably cause them to be classified as
investment companies are given the opportunity of obtaining admin-
istrative dispensation by showing that they are primarily engaged in
& busmness or businesses other than that of investing, reinvesting,
owning, holding, or trading in securities, either directly or through
majority-owned subsidiaries or through controlled companies con-
ducting similar types of businesses.

The experience of the Commission, during the 8 months the
Act has been in effect, indicates clearly the general feasibility of
working with the definitions of “investment company’ contained in
the Act and the administrative procedures provided in relation to
them. During that time only 27 applications for declarative orders
were filed. Of the applications which have so far been studied,
7 have been withdrawn by the applicants at some stage during
the course of the administrative proceeding. Most of the with-
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drawals resulted from the informal exchange of views with representa-
tives of the particular companies involved. Of the 4 cases which
were formally decided by the Commission prior to the end of the past
fiscal year, all were clear cases for administrative relief, and in each
the order prayed for was granted. It is true that knotty questions
have been raised by some of the applications, but those questions
relate to so few companies that they do not interfere with the effective
regulation of the field as a whole.

EXEMPTION OF COMPANIES FROM THE INVESTMENT COMPANY
ACT OF 1940

Tn additian.ta the provisigns for excluding certain types-of orgamiza-
tions from the concept of “investment company,” the Act contains
certain exemptive provisions applicable to companies which, while
admittedly investment companies, should for one reason or another
be relieved from some or all sections of the Act. Several of these
exemptive provisions are provided by the statute itself, but three
subsections of the Act leave exemption in whole or in part to adminis-
trative determination.

In Section 6 (b) the Commission is directed to exempt by order any
employees’ securities company from the provisions of the Act, to the
extent that such exemption is consistent with certain specified stand-
ards. To date, 7 companies have filed applications for exemption
under this section.” The most important are those applications filed
by 4 investment companies holding funds for the benefit of more than
40,000 employees of General Electric Company. The total assets of
these 4 companies amount to more than $200,000,000.

The disposition of such applications presents many difficult problems
and requires constant use of the Commission’s informal conference
procedure for Section 6 (b), in effect, directs the Commission to study
in detail the history and operations of each such company and to
determine the effect which each section of the Act will have on one or
more aspects of the applicant’s business, After this is done, the
Commission must, in effect, accommodate the Act to the particular
circumstances of the employees’ securities company involved, in the
light of the considerations enumerated in Section 6 (b). This process,
in relation to the applications of the four companies affiliated with
General Electric Company, has almost run its course. Formal hear-
ings have been set, and opinions and orders should be issued in the
near future. The other applications under Section 6 (b) are in some
stage of the same process.
minclude employees’ stock bonus, pension, or profit-sharing trusts which meet the conditions

of Segtion 165 of the Internal Revenue Code, since such trusts are excluded Irom the definition of “investment
cofipany”’by Section's (¢)° (13)!

424232—42——2



<

6 - ' SEVENTH ANNUAL REPORT

Section 6 (d) of the Act directs the exemption by rule or order,
to the extent consistent with the public interest and the protection of
investors, of certain small closed-end investment companies whose
securities are offered intrastate. At the end of the fiscal year the
three applications filed under this section were pending.

The remaining exemptive provision, and in many ways the most
important, is Section 6 (¢) which reads as follows:

“The Commission, by rules and regulations upon its own motion, or by
order upon application, may conditionally or unconditionally exémpt any
person, security, or transaction, or any class or classes of persons, securities,
or transactions, from any provision or provisions of this title or of any rule
or regulation thereunder, if and to the extent that such exemption is neces-
sary or appropriate in the public interest and consistent with the protection
of investors and the purposes fairly intended by the policy and provisions

' of this title.”

Sixty-two applications have been filed seeking orders under this
seetion, of which 20 had been disposed of at the close of the fiscal
year ended June 30, 1941. Many of the applications requested orders
which amounted to little more than the formal expression of minor
administrative determinations. For instance, requests were made for
additional time in which to file with the Commission or to transmit
to-security holders documents and other forms of information; re-
quests, in effect, for stays pending the outcome of proceedings in-
stituted under other provisions of the Act; and requests for temporary’
exemption from specified provisions because of a variety of circum-
stances. For the purposes of such applications, the exemptive power
vested in the Commission has helped to eliminate many small but
irritating inconveniences, particularly those which inevitably occur
during. the period of adjustment to new regulatory law, without
sacrificing substance or principle.

Some of the applications filed under Section 6 (c¢), however, have
requested sweeping substantive exemptions. Such applications
involve considerations in many respects similar to those discussed in
relation to applications filed by employees’ securities companies under

- Section- 6-(b). During the period between the effective date of the
Act and the close of the fiscal year, only one application for complete
exemption from the Act was granted under Section 6 (¢). This order
related to an unusual situation—an investment company created to
hold the assets of the New York agency of a European bank with no
known American investor interest in either the investment company,
the agency, or the bank. The exemption, however, was granted for
only 1 year. -

It will be noted that the exemptive function of the Comm1ss10n may
be exercised fiot only by order on application but also by rule on the
Commission’s own motion. No rules have been adopted under this
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section giving complete exemption to any class of companies. The
few rules which have been adopted are principally of two types:
procédural rules and rules de minimis:

A typical example of a procedural rule is Rule N-6C-3, which pro-
vides, in effect, that any employees’ securities company which filed
an application under Section 6 (b) of the Act prior to November 15,
1940, is exempt from the provisions of the Act applicable to investment
companies until the Commission has finally determined the applica-

-tion. Such' a rule is, in effect, a stay pendente lite and is comparable to
the procedural orders of exemption to which reference has already
been made.

An example of a rule de minimis is Rule N-15A-1. The Act con-
tains a2 number of provisions regulating investment advisers of invest-
ment companies and the contracts pursuant to which they give their
advice. Among these provisions is & requirement that investment
advisory contracts be approved by the shareholders of the investment,
company concerned. Since the remuneration under such contracts
commonly is as high as one-half of 1 percent of the value of the assets
of the investment company per year, the essential soundness of this
requirement of shareholder approval is obvious. An occasional
company, however, may retain an investmert adviser for special
purposes under an arrangement providing for such small compensation
that to require shareholder approval of the contract would be an

- unnecessarily cumbersome procedure which, instead of protecting the

shareholders in any substantial sense, would merely distract their
attention from more important aspects of the investment company’s
operations.
' Rule N-15A-1 was therefore adopted. It provides, in effect, that
an investment adviser of a registered investment company may act
under a contract which has not been approved by the voting securities
of the registered company in accordance with the provisions of Sec-
tions 15 (a) and (e) if such adviser is not otherwise affiliated either
with the registered company or with a principal - underwriter
thereof; if his compensation eitheris not more than $100 a year or
is not mere -than '$2;500 a year and one-fortieth of 1 percent of
the company’s net assets as determined in accordance with the rule;
and if the aggregate compensation of all investment advisers of such
registered company either is not more than $200 a year or is not more
than one-twentieth of 1 percent of the company’s net assets.

CLASSIFICATION OF INVESTMENT COMPANIES

‘Investmeny, companies are divided by the statute into three classes,
namely, manggement compa.mes unit tivestment trusts, and face-
amount cerfificate companies,
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The management company is the most familiar type of investment
company. Organized as a corporation, association, or business trust,
it normally has a board of directors or trustees who have more or less
freedom in selecting the investments to be made by the company and in
otherwise managing the company’s affairs. -

Management companies are further divided by the Act into closed-
end and open-end companies. The peculiarity of the open-end
company is that it issues redeemable securities, the holders of which
are entitled to withdraw from the company at any time by presenting
their shares and receiving their proportionate value of the then assets
of the company. Ordinarily, an open-end company is continuously
engaged in selling and redeeming its own securities, and this constant
process of sale and redemption presents serious regulatory problems.
Closed-end companies are management companies whose securities
are not redeemsable and which ordinarily are not engaged in the
continuous distribution and redemption of their securities, and which
consequently present problems of a different character.

The statute also subdivides management companies, whether closed-
end or open-end, into diversified and non-diversified companies.
The distinction here is between the company whose investments are
diversified among the securities of numerous issuers and the company
which concentrates its investments in the securities of a few issuers
or in blocks of voting securities which enable it to exercise a controlling
influencein the affairs of the issuer. The statute contains a statistical .
test for determining whether a management company is diversified
or non-diversified.

Unit investment trusts are organizations where portfolio manage-
ment has been entirely eliminated or reduced to a minimum. Char-
acteristically, the holder of a share in a unit investment trust has
merely an undivided interest in a package of specified securities, which
are held by a trustee or custodian. Few, if any, unit trusts are actively
selling their shares today, with the exception of the shares being sold
on a periodic payment basis.

The peculiarities of the face-amount certificate.company are two-
fold. First, it publicly distributes certificates which are not equity
securities representing a fluctuating interest in a fund, but evidence
of indebtedness providing for the payment of a fixed amount at
maturity. Second, these certificates are predominantly sold on a
periodic payment basis, providing for the payment by the holder of a
definite amount at specified periods. In order to give certificate
holders some assurance that they will receive the amount promised
them at maturity, the Act contains elaborate provisions requiring
the setting up of reserves and the deposit by the companies of qualified
investments equal to the reserves. It is the administration of
these reserve requirements, together with supervision of the continuous
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selling in which these companies usually engage, which present the
_principal problems in the regulation of this class of investment
companies.

A proper determination of the classification and subclassification
of an investment company is essential to the administration of the
Act. A number of sections of the Act apply to all companies, regard-
less of classification, but because of the difference in problems pre-
sented by different types of companies, other sections of the Act
relate only to one or two classes of companies, or in some instances
only to a particular subclass of management companies.

INFORMATIONAL REQUIREMENTS

Registration Statements.

The first step in the general scheme of regulation provided by the
Act is the requirement that investment companies shall register with
the Commission. A company registers under the Act by filing with
the Commission a notification of registration. For this purpose the
Commission has prepared Form N-8A, a short form which requires
little more than the identification of the company and its management,
and the classification of investment company within which the regis-
trant considers itself to be. As of June 30, 1941, 436 companies with
total assets of approximately $2,500,000,000 were registered under the
Act. Of these, 11 were registered as face-amount certificate com-
panies, 181 as closed-end management companies, 141 as open-end
management companies, and 81 as unit investment trusts. Twenty-
two companies are of doubtful classification.

The next step in the course of registration is the filing with the
Commission, in secordance with rules, regulations, and forms pro-
mulgated for the purpose, a detailed registration statement containing
complete information regarding the company. Most of the required
information is similar to that required in registration statements filed
under the Securities Act of 1933 and the Securities Exchange Act of
1934. In addition, however, the Investment Company Act of 1940
requires the registration statement to contain a recital of the policy of
the registrant with respect to certain specified subjects, such as
issuing senior securities, borrowing money, engaging in underwriting, ‘/
making loans, or investing in real estate or commodities. These
required statements of policy, which must be as specific as is practi-
cable, constitute one of the keystones of the Act. Once having stated
such a policy in its registration statement, a registrant may not
deviate from it without the consent of a majority of its outstanding
voting securities.

The first form for a detailed registration statement was promul-
gated by the Commission on May 23, 1941. It is designated Form
N-8B-1 and applies to all registered management companies. Tenta-
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tive drafts of the form were submitted to all registered management
companies for their comments and suggestions before the definitive
form was adopted.

Because of the importance of the portion of Form N-8B-1 dealing
with recitals of policy, members of the Commission’s staff have been
made available for conferences with investment companies, prior to
the filing of the registration statement, concerning the problems of the
company in answering the items in that part of the form. A con-
siderable number of such conferences have been held.

In connection with the informational requirements of the Invest-
ment Company Act of 1940, the Congress has directed the Commission
to avoid duplication where reports and statements are also required to
be filed under the Securities Act of 1933 and the Securities Exchange
Act of 1934. That policy has been carried into effect. Thus by rule,
it has been provided that a company may, under proper circumstances,
file copies of Form N-8B-1 in lieu of the annual report for the 1940
fiscal year required under the Securities Exchange Act of 1934.
Similarly, rules have been adopted which are designed to allow com-
panies having statements and reports already on file under the other
Acts to file copies of such statements and reports in lieu of equivalent
data required in Form N-8B-1. The Commission is presently en-
gaged in developing a procedure whereby registration statements
under the Investment Company Act of 1940 and the Securities Ex-
change Act of 1934 may be filed on a single form. Similar steps are
being taken to correlate the information filed under the Investment
Company Act of 1940 with that required for the registration of secur-
ities under the Securities Act of 1933, so that copies of registration
statements and reports filed under the former Act may be used for
the registration of subsequent issues of securities under the latter Act
in lieu of the equivalent information otherwise required.

Forms of registration statements for classes of investment com-
panies other than management companies are in preparation.
Periodic Reports to the Commission.

The Act requires registered investment companies to file annual
reports with the Commission containing such information as is
presently obtained from investment companies filing annual reports
under the Securities Exchange Act of 1934 and, in addition, the
Commission may require semi-annual and quarterly reports in order
to keep current the information contained in registration statements,

The Commission has already adopted a rule requiring annual re-
ports to be filed for each fiscal year after the filing of the registration
statement, and a form is now in preparation for this purpose. It is
the intention of the Commission to promulgate a single form which will
satisfy the requirements of both the Investment Company Act of 1940
and the Securities Exchange Act of 1934.
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Any. action concerning semi-apnual and quarterly reports will

naturally be deferred until the forms for annual reports have been

prepared. However, the Commission has been receiving, as required

by the Act, copies of all periodic reports containing financial state-

ments which are transmitted by registered investment companies to
their security holders.

Reports and Other Information Sent to Security Holders.

Under the Act certain information is required to be transmitted
to stockholders. by registered investment companies at various times-
and under various circumstances. Thus, reports of condition must be
rendered at least semi-annually. This requirement has already been
‘implemented by rules applicable to management companies and to one
type of unit trust. The significance of this requirement cannot be
overestimated, when it is considered in the light of the power given to
the Commission to bring about some standardization in the substance
of information made public, particularly statements of accounts.

Other provisions designed to keep security holders better informed
on matters relating to their investments are likewise important.
When a dividend is paid by a registered company from a source other
than certain types of income, or accumulated income, the payment to
the security holder must be accompanied by a written statement
indicating its source. The Commission has adopted a rule furthering
“this provision and all registered companies are now operating under it.
‘The Act also provides that any solicitation of proxies, authorizations,
and consents of security holders shall be made only in accordance with
the rules of the Commission.®

Financial Requirements.

An especially important part of the informational requirements of
the Investment Company Act of 1940 are those relating to finanecial
statements and accounts. The Act authorizes the Commission to
require a reasonable degree of uniformity in the accounting practices
of investment companies, and work along this line has already been
begun. Meantime, Regulation S-X, which is a compilation of the
accounting requirements of the Commission developed in the adminis-
“tration of the Securities Act of 1933 and the Securities Exchange Act
.of 1934, is being employed under the Investment Company Act of
1940, with appropriate modifications. It has thus been possible to
make provision for full and informative financial data in registration
statements filed under the Act without unduly hastening the Com-
mission’s long-range program for developing uniform accounting
practices in the industry.

" Beo page 232, fnfra.
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AFFILIATED PERSONS

Section 1 of the Act states, among other things, that the national
public interest and the interest of investors are adversely affected—

‘“‘when investment companies are organized, operated, managed, or their
portfolio securities are selected, in the interest of directors, officers, invest-
ment adv