-~

RECENT DEVELOPMENTS CONCERNING MUTUAL FUNDS

Address of
Donald C. Cook

Chairman, Securities and Exchange Commission

Before the

Fourth Annual National Mutual Fund Conference

New York City

Wednesday, September 17, 1952



RECENT DEVELOPMENTS CONCERNING MUTUAL FUNDS

~ Two years ago I had the pleasure of appearing before you to discuss
the Commission's taen now Statement of Policy which set up certain stand-
ards as to the form and contect of supplemental literarure used in the
sale of investment compavries zecurities, At that time the mutual funds
had total assets of about $2,3.58,000,000. Some in the industry feit that
the application of the Statemedt of Policy would so circumscribe selling
efforts that the funds would wither and die, Now they have assets of over
$3,600,000,000 }

Today I propose to discuss some of the developments during the inter-
vening period in the sales literature of mutual funds, as well as certain
other aspects of mutual fund operation which now deserve attentlon.

If some of my comments Seem sharp it is not because I have any laek
of confldence in the’ theoretical soundness of the investment company 1dea.‘

Rather, as I said the last time I appeared beforé you, it is because
I firmly believe in the investment company concept, but feel that only )
under the prydemt and-eonservative guidanee-of men -eonscientiously ful- -
filling thggrﬁd§$1934as trustees: for: their shareholders, will investment
compagles play the role in our economy they merit,

z Today, many investors:-find it impossible, as a practical matter, to
find their way through the labyrinth of the modern day financial world.
More and mare they hawe-bgen obliged- to- turn to-others for investment
advice and-for the seleetionof an-investment medium which will suit their
individual needs, To fill this need is the avowed purpose of most mutual
funds, But I regret it cannot yet be sald that they fully meet their
respon81b111tles in' -this respect.

: Sometlmes-the 1nvestor is offered securities which the dealer de-
sires to sell because he will realize the largest commission or greatest -
incidental advantage,. rather than one best suited to the particular in-
vestor's needs, When a dealer pushes his own self-inverests to the point
where he sells an investor something that is not suited to the investor!'s
needs and circumstances, he is defeating the true purpsse of the investment
company and v1olat1ng his fiduciary respon51b111 Yy to his customer,

For example; I know of cases in which salesmen of mutual funds have
followed the practice of dividing almost contemporanecus sales to the same
customer for-the sole purpose of keeping each individual sale below the
point at which reduced ¢éommission rates would.be applicable, And this was
done only because in that way they would receive the maximum possible sales
cammission, .
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.- . We at- the Commission earnestly believe that if investment companies
are to live up to their stated high aims and provide the 'kind .of ‘service
that they purport to provide, then OT8;: c,argful consideration must be
given both to the character of their pens :and their business pract.lce_s
Two of the most important services which 1nvestment companies state.they
are offering the investor are the careful .selection of the type of invest-'
ment suitable to his needs and c:.retmstances, and, thereafter, the con- " ..
tinuing professional management of his funds. .

e

.+ All too often, however, salesmen have little or.no training in the
nature, purpose-and merits of the funds they are trying to sell, They
camot, therefore, select investments best suited to the needs of their.
customers even if they made the attempt. Both investment companies and
their underwriters have an obligation to see that the men engaged to sell
their shares .are thoroughly qualified Vo perform the services that t.hey
are supposed ‘to perform, Selling securities obv1ously is quite different
from, selling tangibles which the buyer can examine and test for .himselfe
With securities the buyer must rely upon the ability and mtegrlty of the
salesman, - If the salesman is lacking in either of these qualita.es, he .
has no business trying to sell mutual funds, R R Y _;__-
The same principle holds true for management. It should bring %o
its.task the necessary knowledge, experience and integrity required.of a
trust.ee engaged in a complex and hazardous. undertaking involving the
sa.fety of other peoples money. The- mdust.ry must somehow see to it that
mutual fund managements always possess-these necessary qualifications:
Turm.ng now to sales llterature, some indication of the size of
the task involved in the administration of the Commission's Statement of
Policy is to be found in the volume of supplemental sales literature
filed with us. During the Commission's past five fiscal years an annual
average of somewhat in excess -of 2,000 pieces of such literature: has been.
filed. For the fiscal year ended en June 30, this year, 2,100 pieces were
filed, - : - . PO - -

The largest amount filed in any one year, fiscal 1951, was.just
under 2,600 pieces. This appears to-have been occasioned by i{he revision
of material to make it conform to the Statement of Policy. Aside from
this the Statement of Policy does not seem to have had much effect- one
way or the other upon the volume of sales literature used, since the
amount of material filed each year over the past five.years has been .
about the same. But as new supplemental sales literature is always being
proposed and used, the problems with it are cont:.nuing ones and we must
be prepared to dea.l with them for the indefinite future.

.
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As you know, "the Statement’ of Pollcy resulted from a survey of ‘a
vast quantity of sales 11terature voluntarlly submitted by investment
canpanies and their sponsorss The survey was made jointly by the Commis-
sion and the National Associdtion of Becurity Dealers. It revealed a
great variety of exaggerations, misstatements and even some falsehoods
in the sales literature then in use, In fact the literature was so bad
that many of the companies in the industry were thoroughly disgusted over
the situation.

Nevertheless, we are realistic enough to know that the Statement of
Policy was not welcomed unreservedly by the entire industry. Indeed it
was rather sharply attacked by some. A few financial writers even de-
scribed it as an unnecessary limitation upon private initiative., However,
it was in the main accepted in good faith and with good grace by most of
the industry. The attacks upon it gradually petered out when it became
apparent that it had the real effect, not of stifling the use of legitimate
sales literature, but rather of elevating it to a higher level of accuracy
and effectiveness,

Generally speaking, I am satisfied that the industry has made a
sincere effort to bring its sales literature into line with the Statement
of Policy. ThlS has been indicated by the frequency with which material
is submitted in advance in order that there may be no doubt as to whether .
it meets the requirements of the Statement when it is released to the
publice Of course, we have not achieved perfection. The administration
of the Statement of Policy has been and still is largely a process of
education, both as to its requirements and as to its objectives. There
are still today a considerable number of persons who inadvertently
viclate its provisions and there are even a few, I regret to say, who
have indulged in calculated circumventions.

As an example, the Statement of Policy requires that under certain
circumstances the market risks involved in the investment shall be pointed
out or explained, Efforts have been made to meet this requirement by
inserting a brief phrase that the investment is "subject to normal market
risks,™® Of course, this does not adequately point out or explain the risk
involved, Further it is felt that it is misleading since it obviously can
be taken to mean that the investment is not subject to abnormal market
risks of whlch there are many

"By and large, however, the sales literature presently used is free
of the more flagrant misstatements of several years ago. One now seldom
sees in sales literature éxpress or implied promises of a consistent return
of 7% or 8% on one's investments in mutual funds,  Formerly, such repre-
sentations were frequently made, Such a return was arrived at only by
ignoring the sales load and by treating as a part of the return distribu~-.
tions of profits arising from the sale of portfolio securities even though
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these "profits" were bought and paid for by the investor when he purchased
his shares and the dividend in-reality;was a.return of the investor's .

capital, on the receipt of whiﬁf{ﬁ_é‘-‘gﬁaiiﬁﬁligéd to-pay taxes, The State--
ment of Policy now places very exacting requirements upon statements re-.-.
lating to.past and future returns on investments in investment.company-

securities.- Those requirements have resulted in much more reliable state-
ments as to the rate of return on investment in such securities. . ‘

But all of the bad practices have not been wholly eliminated. We
know. that some salesmen still point to.the prospects of -capitak ggins
distributions in the future as an inducement to buy shares, with?ut -
disclosing .the-fact that the investor will be paying for these- d:.str:.l?u— .
tions in advance. - -This situation is further aggravated. by the. excessive
delays between.the declaration, the fixing of record dates,-and-the . -
payment of .dividends, which prolong the period during which salesmen are-
tempted to use this misleading sales argument. In fact there is reason
‘to believe that sometimes these dates are fixed with this sole purpose
in mind, - ) e

Most persons are motivated, at least in. substantial part, in making
their investimgnts by their. desire to accumulate a fund for future -use, .
For some it is .to provide financial security in old age; for others, ‘it .
is to provide the necessary funds for the education of their children; -
and still others. seek to provide for some deferred pleasure, such as
long-dreamed—of traveles ..

The inyvestment trust industry was quick to realize the effective-.
ness 'of appealing to this desire, For.example, -supplemental sales " .
literature in the pre-Statément of Policy era contained enticing promises
of security in oné's old age (sometimes illustrated by an elderly couple.:
walking hand-in-hand toward the sunset with contented and carefree sndiles
upon their faces), Of .course the possibility of lower security prices
was nowhere alluded t0, Lo L T : -

] Under the Statemént of Policy such emotional appeals: are no longer

permissible. . The results and achievements of investment comparies must
be statéd with an accuracy and objectiveness in keeping with the invest—~
ment hazards involved.. ' L R

Much of the credit for the measure of success already achieved
under the Statement of Policy .goes to the Investment Companies Comnmittee
of the NASD. That Committee, under the direction of its Chairman;, Harry
Prankard, and through”the labors of its Secretary, Ray Moulden,. has.
assumed great responsibility for the enforcement of the Statement of
Policy as a substantial measure of self-regulation, The Commission has
cooperated closely with the Committee and has, of course, acted in -those
areas not subject; to the jurisdiction of the NASD.
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As might be expected, administration of the Statement of Policy
has revealed certain defects in its provisions. It was prepared with a
view to correcting certain speclflc ev1ls which our previous experience
had revealed to be prevalent, As we have worked with the Statément of
Policy, it has become -apparent that its provisions could now be improved
so as to make it a more effective document. It is our intention to
undertake such a revision in due course.

One of the difficulties in the operation of the Statement of Policy
arises from the fact that sales literature is frequently not filed with
the Commission or the NASD until after it has been widely distributed to
the public. Section 24(b) of the Investment Company Act only requires
that sales~literature be filed within ten days after it is used, )

Frequently, where the literature contains misleading statements,
it has -had its- damaglng effect before the Commission or the NASD has had
an opportunity to require a correction. The NASD's requirement is that
such literature need only be filed within three days after its use.
Thus, both the Commission and the NASD are required to rely on the’
voluntary cooperatiqn of the companies to subtmit literature for examina-
tion prior to its use, "Withdrawal" of the material after it has been
widely distributed obviously does not undo any damage -that -has been
done. However, as a matter of practice, and to the credit of the :
industry, much of the sales literature used is submitted to. the NASD or
to the Commission, or both, prior to its distribution., This makes it
possible for us to make suggestions or comments before the material is
put in~final form, and distributed to the public,

In splte of the progress whlch has.been made in the policing of
invgstment companies! sales literature, it still all too frequently con-
tains ‘misleading material. -While a revision of the Statement of Policy
might go far.in- eorrecting the defects which have become apparent since
it was promulgated, it is doubtful that any code of disclosure can ever
completely curb-the activities of those bent upon evasion. For this
reason there are some who believe that the use of supplemental sales
literature should be prohibited altogether and that the prospectus should
be the -sole Selling document, I am not yet prepared to subscribe to such
an extreme measure., In the-light of the progress already made, it seems
to me entirely possible, in due course, through the joint efforts of the
Commission, the NASD and the individual members of the industry itself,
to keep the content of. supplemental sales literature within reasonable
bounds, Further, the Commission desires it to be understood that it in-
tends -t6 deal very firmly with any future violations so that the temptation
to both mislead investors and to steal a march on competitors will be
greatly minimized. )
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-One type of .sales literature being used with .increasing frequency
is a_certain standardized "performance" cha.rt which we have permitted as .
being-within the Statement of Podigyes, W.m. as.you know, is one
which shows the met asset value. o;ffaégi*ﬁhs&l azment over a period of .
ten.or more years, together with accumulated caplt.al gains dlstrlbutions
and dividends.from .investment.income. Previously .charts containing .sm:h
information had been used in highly misleading forms but as a result of )
the joint study by the Cammission and the industry certain basic revisions
were agreed upen. It was-only.then that the Commission decided that for
the time being, at 1east , it -would raise no object:l.on to the use of the
standardlzed chart, .

Althgngh- the gharts now in use are much less objectionable-than -
they were prior to the formulation of the standardized chart, they are
still:not wholly satisfactory. For example, such charts do not_clearly
show the sales:-load, a matter about which the entire industry.seems . - .-
unduly - self-conscious, Further problems regarding the presentation.of
capital gains distribytions still exist. It is to be hoped that we can ..
soon ,joimbly work-qut some reasonable solutions to these pI‘ObIQIBS'r
A.nother prgblem the Commission has wrestled with is the use of .
so-—called "mstltutlonal" literature. Institutional literature is that _
which does not’ advertlse the securities of any particular campany but
which.seeks to. mterest the public in a particular class of secur:.t:.es,
such ag: mutual funds generally, or in a particular: type of- service, such
as the. aglnsory serv:.ces rendered by a broker or dealer, Ty

Back in 1948, the staff of the Commission expressed the opinion

in a letter, since referred to as the "Cashion letter", that institutional
advertising by a_dealer in investment company secumtles would not can~ .. -
stitute.an offering of securities of any investment company, .if the- dealer
was prepared to offer more than one security and, before determining. which-_
securlty to offer, considered the individual needs of the prospect:.ve :
investor. Since that time most institutional advertlslng with respect to -
investment compam.es has been done on the basis of that op:.nion.

. The so-c_:alled_ Cashion letter has proved to be an .unsatisfactory .
basis for the authorization and regulation of institutional advertising, -
both from the standpoint of the industry as well as from that of the
Commission. .We believe it is unrealistic in its approach in that.a
certain type of advertising by a dealer who has only one security for. sale
is deemed to violate the Securities Act of 1933, whereas another dealer
using precisely the same advertising does not violate that Act if he.has
more than one security for sale and the proper state of mind, Such a
construction of the statute is obviously very difficult to administer . ..
since campliance with it rests upon the dealer's unexpressed intention, -
For example, if he determines in advance to offer prospective investors
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a particular security, then he does not come within the principles enunciated
in the letter. If, however, he fully intends to consider the investor!'s
needs he may use such advertising materiagls

For sore time now the Commission has been considering the possibility
of formulating a more practical basis for institutional -advertising.
Specifically, we have been thinking in terms of a rule which might permit
the distribution without the use of a prospectus of articles, brochures,
pamphlets or other publications- which meet eertain standards of compre-
hensiveness and objectivity. Such a rule might also permit, subject to
appropriate conditions, advertising-that such publications are available.

Wle doubt that it would be wise to permit such a publication to
identify by name or context any particular investment company or security.
In our opinion, it should only present a fair and objective description of
the nature and method of operation of investment campanies generally, or
of one or more of certain classes of them. Further, we believe that any
advertising of such a .publication should be limited to such a description
of the publication and its contents as would tend to arouse -interest only
in the publication and not in any particular company or security. Further,
any person advertising the publication should be required to furnish a copy
of it to every person who requests it and should be prohibited from.offer-
ing the 'securities of any-investmgnt-company to any- such person until that
person has ‘received the publication gnd had an opportunity to examine it,

It is our hope that such a rule will entirely replace the interpreta-
‘tion contained in the Cashion letter and that all future institutional
advertising with respect to 1nvestment companles would be governed by its
provlslons. . .

If~such.a rule is-worked out it might-also serve as a useful medium
for educating the public about investment companies, This is a well worth-
while objective, Of course, as you know, if such a rule seems feasible it
will be circulated for public comment and the Commission will carefully
analyze and weigh -all comments and suggestions received,

"Still another problem with which the Commission has been- concerned
for some time,;but which it has not yet been able to explore, is -the
practice of reciprocal business, or .as it is sometimes called, "give-ups."
Reciprocal business involves the practice on the part of investment
companies or their underwriters of alloting to dealers, who sell the
company'!s securities, aportion of the brokerage commissions on the
company!s portfolio transactions. " Usually portfolio transactions, as a
matter of convenience and efficiency, are effected through one or a
limited number :of brokers, However, since the dealers who sell the company's
securities have -indirectly produced the business which necessitates the
effecting ‘of: at' least some portfolio transactions, many dealers and some
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., issuers feel that they-are entitled to a portion of the commissions on
such’ transactlons. .
s A& .f‘ﬁ»; spobas !

One of the obvious dangers in the practlce of alloting brokerage
commissions to selling dealers is the necessity of churning the portfolio
for the purposes of producing enough commissions to satisfy: the dealers.
Sueh churning-is more apt to occur. where dealers have been promised in-.
advance that .they will receive a portion of the commissions. Bu® it .
should be remembered that where there has been an express advanss promise,
the commissions, really constitute additional remuneration for selling the
coppany's securities and therefore should be fully disclosed in the pro- |
spectus,

[

-In -other- cases, there is no.advance promlse o dealers that, they -
will share in the commissions on portfolio securities. But where a
company has followed the practice of voluntarily alloting such commis-
sions the dealers.may well regard themselves as being entitled to a
portion of the commissions as a matter of right, Therefore, it is
questionable whether there is more than :a difference of degree in'.those
cases where a share of the commissions:4s promised in advancé and. those
where such commissions are distributed as a. matter of custom.” Thus in
either case there is a violation-of the statute if.adequate disclosure
ig notimade in the prospectus, -Further, where a partfolio is churned:. .
to, provide for brokerage commissions, charges of breach of trust or
fraud might well be made.

. .The Commlssion is now engaged in. the preparation of a questionnaire
the purpose-of which is to furnish.more accurate information than it now
has as to the nature and scope of the practice of alloting brokerage
commissions to dealers in investment company securities. It is intended
to-be sent to all open-end investment companies and their underwriters
as well as dealers. After the survey has been made, the Gomm13310n will
be in a position to determine what action should be taken. .

Today'we hear on all sides the cry that the sources of venture )
capital are drying up and that new undertakings are finding it increasingly
hard to obtain the necessary capital to explore new fields, For the most
part organized investing has overlooked the fact that the blue chips of
today were the promotions of yesterday.

Most new enterprises have been largely dependent upon such funds~
as they were able to obtain from venturesome indixiduals, Instltutlonal
investors, do net, as-a rule, place their funde in such undertakings. Ce

Prior to the adoptlon of the Statement of Policy: many'mutual funds
claimed in their literature that they were an important source of.new - .
capital. This was not true in the-sense in which it was intended to be "".
understood, although a few such funds did provide venture capital for new
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j . Hence, the Statement of Policy now provides that it is
gggigggigzsto rgggeéent or imply that investment companies in genergl
are direct sources of new-capital to industry or that a particglar invest-
ment company is such a source unless the extent to which such invest-
ments are made is disclosed. It is hardly necessary to add that this
provision of the Statement of Policy virtually put an end to such ad~
vertising for the simple reason that investment companies had generally
not been furnishing such capital.

It has been suggested to me that here is a field in which mutual
funds might make a real and very constructive contribution to our
economy; that lere is an opportunity to show, not just by words, but by
deeds; a faith in the strength and dynamic character of our great
democratic capitalistic system. This would not mean, of course, that
mutual funds would proceed to load their portfolios recklessly and
indiscriminately with large amounts of securities of immature enter-
prises with only remote hope of success. .What is meant, I take it, is
this: there are today, as there have always been, worthwile business
ventures in the early stages of development which need and merit the
reasonable support of those in control of large pools of capital, such as
the mutual funds. If such support were forthcoming many of them would no
doubt in due course become seasoned companies whose securities would then
be suitable for inclusion on a larger scale in the portfolios of mutual
funds as well as in those of other types of investors.

Limited financial support by the mutal funds might well ptroduce
profits more than commensurate with the risks assumed., It was pointed
out that as a matter of technique such investments could be made through
a corporation organized for that purpose in which a number of mutual
funds might invest a limited portion of their assets. Such an undertaking
seems to merit careful consideration. It may well be in view of the
enormous growth enjoyed by mutual funds in recent years, and in view of
their consequent greater role in the investment field, that such activities
may now be safely undertaken on a scale which would be important to the
economy,- while limiting the exposure of any one fund, and would hold real
hope of a substantial excess of profits over losses, Further, it would
be an. answer to the charge that mutual funds are parasites in the invest-
ment field, standing between investor and issuer and performing relatively
useless. functions, .

It has been also suggested that there is yet another field in which
mutual funds might well opérate to maintain and strengthen our industrial
economy. This is the field of so-called special situations, Large profits
have been made in this area by those who have been wise enough to invest
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in companles whose securities were undervalued because of special but
essentially temporary circumstanges..: Qhesaxcircumstances might be-a

lack of adequate working caplﬁal*aﬁd a’v¥esultifg inability to obtain new
funds, - Or, paradoxically, they might: be an excess of current: asséts *
not yet profitably employed or a niggardly dividend policy in relation

to earnings both present and antlclpated.

The primary reason for mutual funds is expert management., Hence
it is said that they should. be in a peculiarly favorable ‘position to
locate and .exploit such.situations. It is argued that a group of invest-
ment compapies could, either as a syndicate or through’a new company,
acquire epough of the securities of individudl special situations.so as
to enable them to be a real forée-in the ‘elimination of the factors
causing undervaluation., Such activity, the argumenﬁ goes, could make a
real contxibution to our economy as well as proving profitable for the
mutual funds themselves, -This suggestlon also merlts careful con51dera---
tion,

I have commented on these maiters of’ manageflal concern eni&'be-
cause I believe that all of you are entitled to hear publlcly some of :
the views which have been sought privately.

Mutual funds have grown rapidly over the past ten years, both in
number and in size. At the beginning of 1942 there were 73 companies in
the field, having total assets of about $412,000 000, At the end of -
June 1952 the number of campanies had inéreased to 133 and their total-
assets had increased to approximately 3.6 billion dollars. Of course, )
some of this growth has been due’ to the upward trend in the market. during.
that period, but much of 1t is also due to the 1ncrea31ng popularlty of
mutual funds, .

. While the great maJority of mitual finds have less than
$50,000,000 each in total assets, there are ten companies having total
assets between $50,000,000 and $100,000,000; four companies have total .
assets between $100,000,000 and $200,000,000; and there are two companies .
with total assets of more than $300,000,000. One of these has. total
assets in excess of $400,000,000, The ‘Commission has been. carefully .
following this growth process and intends to give it increasing attention,

In this connection Section 14(b) of the Investment~Company Act of-
1940 prov1des as follows: P

"The Commission is authorized, at such tlmes as it
deems that any substantial further increase in size of
investment companies creates any problem involving the
protection of investors or the public interest, to make
a study and investigation of the effects of size on the
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investment policy of investment companies and on security
markets, ‘on concentration of control of wealth and
industry, and on ‘companies in which investment companies
are interested, and from timé to time to report the re~
" sults of its studles and investlgatlons and its recommenda-
* tions to the Congress." N

The Commission believes that the mutual funds have reached a p01nt where
the Commission must give ‘serious thought to undertaking a Section 14 study."
If any of them have reached the point where their size seriously hampers
the performance of their true funetion, it might well be misleading for
them to continue to advertise and sell securitdes on the assumption and
representation that those functions will be performed, Investors should
not be sold on the promise of professional management, if such manage-
ment, as a practical matter, is impossible because of the size of the
company. Nor should the investor be sold on the promise of the liquidity
of his investment, if an attempt to liquidate on any substantial scale
would result in a disasterous price decline or in the necessity for
suspending the redemption privilege,

Mutual funds shares are sold to the public as a medium through
which the investor can obtain botha diversification of risk and pro-
fessional management of his funds. It is important to know whether a
mutual fund, after it reaches a certain size, can continue to exercise
real management of its investments or whether the amounts of securities in
which it deals are of necessity so large that that degree of flexibility
essential to the achievement of the best investment results is no longer
possible,

It is important to know whether excessive size renders it im-
possible to shift from one security to another when conditions indicate
that it would be desirable to do so, Would the effort to liquidate
large holdings of a given security break the market and hence either
make it impossible to liquidate the holdings or if liquidation is forced
through, then only at a substantial loss? It is possible that after a
certain size is reached the most that can be done is to hold on to the
securities and watch the value of the portfolio rise and fall with the
market as a ship rises and falls on an ocean swell?

These are questions which can only be answered, if at all, after
a thorough study of the many problems involved., Serious consideration
is now being given to the undertaking of such a study.
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These,'ﬁhen, are some of the problems that we at the S.E.C. are
pondering today. They are not problems .of .egsy solution, At the least
they will require a great deal of: Garefﬁi sﬁﬁdy& and even then easy
solutions will not be.found, But the moge closely the industry cooperates
with the Comm1531on, the more likely it will be that a solution satis-
factory to all concerned will be found. I can assure you that you will
have our cocperation and.I believe that it is desirable for you to give us.
yours. If we wark together, this industry, in the basic soundness of
which all of us believe, will come to realize the high hopes we have
for it,.

52098,





