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Foreword

As of the end of 2017, the aggregate value of assets managed by United States
registered investment companies, comprised of mutual funds, exchange-traded
funds, closed-end funds, and unit investment trusts, totaled $22.5 trillion.
Mutual funds are the dominant format, accounting for $18.7 trillion of this
amount.  Approximately 45.4% of all U.S. households own investment
company shares (figures from Investment Company Institute’s 2018 Fact Book
(58" ed.). Registered funds serve as investment vehicles through which
ordinary citizens save for retirement, education of their children and other
financial goals. Investment companies make available to investors of modest
means diversification and professional management. Through the financial
markets, professional fund managers allocate the savings of millions of
individuals to businesses and governments. This allocation of capital, in turn,
stimulates economic growth and job creation, as businesses that rely on financial
markets use this capital to fund their enterprises, develop new technologies and
hire employees. Over the 78 years since enactment of the Investment
Company Act of 1940 (1940 Act), this virtuous cycle has continued to operate,
albeit with occasional slowdowns.

The bulk of investment company investors are individuals of limited wealth and
little experience with financial institutions. Laws, and confidence that those
laws will be enforced, are necessary if these investors are to trust their savings
to anonymous institutions. The 1940 Act is largely the result of a report
produced between 1938 and 1940 by the U.S. Securities and Exchange
Commission (SEC) documenting excesses and abuses in the investment
company industry. Industry leaders recognized that responsible regulation
would contribute greatly to regaining public confidence and cooperated in
crafting the new law. The SEC’s report documented numerous instances of
self-dealing and overreaching by fund insiders, and insiders’ use of pyramid
ownership structures to control funds while risking a disproportionately small
amount of capital. In the 1920’s, few mutual funds existed; closed-end funds
dominated the market. Many of these funds were controlled by large financial
institutions that also earned revenue from underwriting and brokerage
businesses. To earn underwriting fees, these firms caused the funds that they
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controlled to purchase securities of dubious value. The contents of fund
portfolios were not disclosed to investors. Thus, this abuse was not readily
detectable. Firms caused controlled funds to engage in excessive securities
trading to generate commissions for affiliated brokers. Funds diluted the value
of fund shares sold to the public by issuing shares to insiders as compensation or
at discounted prices. If share prices fell, funds would sometimes repurchase
shares selectively from insiders or affiliates. Closed-end funds used substantial
amounts of leverage, and that leverage magnified the profits from a generally
rising stock market. Partly due to this, closed-end fund shares traded at double
digit premiums to the value of the securities that they held. With the
precipitous fall of stock prices in late 1929 and subsequent depression, debt
servicing requirements left little or no income for distribution to shareholders.
As losses mounted, and investors needed cash, sellers outnumbered buyers, and
closed-end fund share prices fell from steep premiums to discounts. Losses
were less severe among the few mutual funds available at that time. Because
of the need to meet redemption requests, these funds used little or no leverage.
Nevertheless, the entire investment company industry’s image was tarnished.

The provisions of the 1940 Act were designed to address specific, recently
experienced, and not just theoretical, excesses and abuses. First, the 1940 Act
severely limits leverage by closed-end funds by requiring at least 300% asset
coverage for borrowings and 200% asset coverage for preferred stock. (An
exception was later made for “business development companies” (BDCs), i.e.,
public venture capital companies regulated as a specialized type of closed-end
funds, for which asset coverage must be at least 150%.) Mutual funds are
limited to bank borrowings, and these must have asset coverage of at least 300%.
Next, the 1940 prohibits a fund adviser or its affiliates from issuing securities to,
or buying assets from the fund that it manages. Moreover, a fund may not
purchase a security from an underwriting syndicate if its adviser or an affiliate
of the adviser is a member of that syndicate. In addition, a fund may not
engage in a joint enterprise or transaction if its adviser, principal underwriter,
promoter or any of their affiliated persons participates in the transaction as
principal. This last provision is particularly expansive. Determining exactly
what conduct constitutes a prohibited joint transaction has frustrated fund
lawyers for decades. In this regard, Professor Yao’s discussion does not
provide an answer, but she identifies the important cases and commentaries.
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The 1940 Act’s many specific and detailed prohibitions and requirements might
have stifled innovation but for provisions that give the SEC broad authority to
grant exemptions from its restrictions by means of orders applicable to specific
transactions or funds or by rules more generally applicable to the fund industry.
This authority is supplemented by SEC staff no-action letters that do not have
the force of law but provide useful guidance on a somewhat expedited basis.
Professor Yao’s discussion of these ancillary developments is particularly
thorough. Included are both the exemptive orders that made exchange traded
funds possible, and interval fund experiment under rule 23c-3, a rule that
permits a closed-end fund to redeem a limited percentage of its securities at
specified, fixed intervals (e.g., each quarter or each year) as an experiment
intended, in part, to address the discount at which closed-end fund shares often
trade. Also included is a no-action letter issued to Eaton Vance Management
during the recent financial crisis to facilitate financing of certain closed-end
funds. This letter was issued in coordination with the Internal Revenue Service
of the U.S. Department of the Treasury and is an example of regulatory
flexibility when circumstances demand it.

Today, as China’s gross domestic product (GDP) is poised to surpass that of the
United States, its regulated fund market is much smaller both in absolute terms
and as a percentage of GDP.  This is unsurprising in view of the relatively short
time capital markets have had to develop. The potential benefits of a
well-regulated investment company industry both to individual investors and the
nation are great. Professor Yao provides a well-organized, comprehensive and
up to date survey of U.S. fund regulation. She appears to have read and
digested not only every case involving the 1940 Act but every important
commentary on those cases.

James M. Curtis

Branch Chief, Division of Investment Management

U.S. Securities and Exchange Commission (1991 —2017)
United States

August 2018
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Convention Used in Case Editing

Footnote numbering used in edited and excerpted case studies generally
consecutively follows the footnote numbering used in the original documents.
Where a footnote appearing in an original document is omitted in the
edited/excerpted case study, the footnote number sequence of the
edited/excerpted case study may differ from the sequence of the original
document.
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Statement of President Roosevelt
On Signing Two Statutes to Protect Investors

August 23, 1940
http://www.presidency.ucsb.edu/ws/?pid=15993

“I have just signed the Investment Company Act of 1940 and the Investment
Advisers’ Act of 1940; . . . They mark another milestone in this Administration s
vigorous program—begun in 1933 and supplemented in 1934, . . .—to protect
the investor. . . . I have great hopes that the Act which I have signed today will
enable the investment trust industry to fulfill its basic purpose as a vehicle to
diversify the small investors’ risk and to provide a valuable source of equity
capital for deserving small and new business enterprises which the investment
bankers have been unable to finance.”
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Chapter 1 Concept of Investment Company

“ ... investment companies are affected with a national public interest in
that, ... (2) the principal activities of such companies—investing, reinvesting,
and trading in securities—are conducted by use of the mails and means and
instrumentalities of interstate commerce, . . . ; (3) such companies
customarily invest and trade in securities issued by, and may dominate and
control or otherwise affect the policies and management of, companies
engaged in business in interstate commerce; (4) such companies are media
for the investment in the national economy...”

-—Investment Company Act of 1940, § 1(a)

Section 1.1 ~ Primary Engagement: Managing Investments vs
Operating Business

Laws & Rules Highlight:

“Investment Company”: Statutory Definitions & Selected Exclusions
IC Act (15 USC 80a-1 et seq.)

e § 3(a)(1) (primarily investment business: three alternative tests of ICs)

e § 3(a)(1)(A) (classic/orthodox IC: issuer is or holds out as being “engaged primarily
in” investment company business)

¢ § 3(a)(1)(B) (archaic IC: issuer of face-amount certificates of installment type)

e § 3(a)(1)(C) (presumptive/prima facie IC: issuer “engaged in" investment company
business and having over 40% of its total assets on an unconsolidated basis in
“investment securities )

e § 3(b) (primarily non-investment business: exclusions from § 3(a)(1)(C))

»

e § 3(b)(1) (self-operating exclusion: excludes an issuer “primarily engaged in’
non-investment company business, directly or through wholly-owned subsidiaries)

e § 3(b)2) (SEC exemptive order exclusion: excludes an issuer “primarily engaged in”
non-investment company business, directly, or through majority-owned subsidiaries, or
through controlled companies conducting similar types of businesses)

¢ § 3(b)(3) (excludes wholly-owned subsidiaries of industrial corporate parent: where
both parent and subsidiaries are presumptive ICs solely due to § 3(a)(1)(C), and parent
company is excluded from IC by § 3(b)(1) or § 3(b)(2)—requirements designed to

prevent a parent company from circumventing § 3(a)(1)(C) by downstreaming all its
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investments into a wholly-owned subsidiary)

§ 3(c) (specific types of issuers: exclusions from § 3(a))
§§ 3(c)(1) & 3(c)(7) (exclusions for private investment funds)

& § 3(c)(2) (exclusions for brokers, dealers, and underwriters)
& § 3(c)(3) (exclusions for banks, bank common trust funds, and insurance companies)
¢ §§ 3(c)(5)(A)-(B)-(C) (exclusions for commercial finance (factoring & sales financing)

companies, and mortgage banking issuers)

* § 3(c)(11) (exclusions for qualified pension and profit-sharing plans, bank collective
investment funds and insurance company separate accounts consisting solely of assets
of such qualified plans)
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Laws & Rules Highlight:
“Investment Company”: Selected SEC Safe Harbor Exemptions*

17 CFR §§ 270.0-1 et seq.

*Safe harbor rules obviate the need for case-by-case SEC exemptive order process under § 3(b)(2).
[IC-10937, 44 FR 66608 (1979)]. “A determination under either § 3(b)(2) or § 3(b)(1) that an issuer
primarily is engaged in a noninvestment business also means that it is not an investment company under §
3(a)(1).” [IC-19566, 58 FR 38095, 38096 n.10 (1993)]

Rule 3a-1 Certain Prima Facie Investment Companies

Rule 3a-1 deems certain “prima facie” ICs under § 3(a)(1)(C) “not to be in fact” ICs if the
issuer (1) is a prima facie IC solely by virtue of § 3(a)(I)(C); (2) consolidating with its
wholly-owned subsidiaries, has no more than 45% of assets invested in and no more than 45%
of net income derived from investment securities, and (3) is not a special situation investment
company; and it has primary control over controlled companies, which are not ICs and through
which the issuer engages in non-investment business.

[Certain Prima Facie Investment Companies, IC-10937, 44 FR 66608 (1979); IC-11551, 46 FR 6879
(1981)]

Rule 3a-2 Transient Investment Companies

Rule 3a-2 excludes “transient ICs” from §§ 3(a)(1)(4) and 3(a)(1)(C), if the issuer (1) does not
hold itself out as being engaged primarily in investment business, (2) has a bona fide intent to
be primarily engaged in a noninvestment business within the safe harbor period; and (3) is
subject to a maximum safe harbor period of one year and one reliance on the safe harbor rule in
any three-year period—to both accommodate temporary investment needs of transient ICs and
prevent circumvention of IC Act by non-transient ICs.

[Transient Investment Companies, 1C-10943, 44 FR 67152 (1979); IC-11552, 46 FR 6882 (1981)]

Rule 3a-3 Certain Investment Companies Owned by Companies Which Are Not
Investment Companies

Rule 3a-3 extends § 3(b)(3) statutory exclusion for wholly-owned subsidiaries of corporate
parent, and deems certain subsidiaries not to be IC, where (1) such subsidiaries solely due to
specified technical reasons do not meet § 3(b)(3) statutory exclusion; (2) corporate parent is not
an IC under § 3(a), or is excluded from IC by § 3(b)(1) or § 3(b)(2), or is deemed not to be an
IC under Rule 3a-1; and (3) corporate parent and wholly-owned subsidiaries on a consolidated
basis have no more than 45% of assets in and no more than 45% of net income from investment
securities, as a safeguard to prevent use of corporate structural arrangement to circumvent IC
Act.  Notwithstanding Rule 3a-3 exclusion for the subsidiaries, the parent and subsidiary
relationships can be collapsed and the totality of the corporate arrangement be deemed an IC
under § 3(a)(1)(A).

[Certain Investment Companies Owned by Companies Which Are Not Investment Companies, IC-10944,
44 FR 67150 (1979); IC-11553, 46 FR 6884 (1981)




