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Internalization might not benefit the \shareholdel;ﬁs of mewly created funds.

These investors sometimes' benefit fromi the external 'system because an ddviser
to such a fund often ig willing to invest his time and energy:toibuild the fund;
and therefore may: spend more o run the fund then He receives from it in ad- -
visory income in the first years. He does so in the hope that as the fund grows it
will provide an advisory income that will be adequate enough to compensate for .
the deficits incurred when the fund 'was small and to provide an A‘Opp()rtunity?for

* capital gain. Since tfh‘e‘proSpectfoftliei"entrepreﬁeﬂri’al profits that can be ‘earned

under the external gystem once a fund reaches a: certain size is principal incen-
tive for the formation of new funds, there is some-reason to believe that forced-

internalization might inhibit the formation of new funds. = - o
~ Consideration should also be given to the fact that many mutual fund marage-
ment companies are NOwW publicly held. ‘Since most of those companies ‘ derive

substantially all of their income from their profitable advisory relationships with:

the investment compaines that they serve, compulsory “internalization would
have a greater impact than our recommendation on the interests of the many B
thousands of public investors who hold  stock in mutual® fund mana‘g“ement
companies. Lo S e dntl penyd SRt G L

"It should be pointed out, however, that management company shareholders are
_a much smaller and a more sophisticated group than mutual fund ,shareholders.1
The prospectuses covering public offerings of shares in mutual fund management
companies have made it very clear that under the Investment Company ‘Act the
relationship ‘between ‘an jnvestment adviser. and it$ investment company -client
js always ‘terminable at ,thefinves'tm'ent company’s election. R

The Commission believes. that it is important, to achieve a fair balance of
all the interests affected and that every effort should be made to find an. ap-
proach which would deal effectively with problems of mutual ‘fund ‘investors
in & manner that would have the least possible adverse effect on the mutual fund
management business. We think that section 8 of H.R. 9510 and 9511 embodies-
such an approach. ‘ o B T T A S I A At R
The Public Utility Holding Company Act of 1935 prohibits registered holding -

companies from supplying goods or services to the operating ‘companies in their

systems. It permits holding company subsidiaries ‘or “piutual service ‘¢om-
* panies”, to furnish such services, but only under ‘contracts. to be “performed
* % % gt cost fairly and equitably allocated * %2 Tt should be noted in this

successful funds and fund complexes ‘which

connection that there are today large, -and £ ‘
r oWl rvice subsidiaries ‘owned by the
PR IR RR S T R DR LSRR

are operated either by their own sta
funds themselves. R ol , G RN
* 'While there are similarities between the' roleiof the service: company in “the:
utility business of the pre-Holding Company Act era and the yole of -the man-,
agement company in the. mutual fund business of today,,gthg'mrwo,sitnationssare
not precisely parallel. In the mutual fund case, the advisory business. is generally
the central function and main source of profit 'of the management’ company, ‘which
usually -has no - gubstantial stock. i terest i the funds which it advises. To
compel internalization by law would be {0 wipe out the value of management
company securities, substantial quantities of which are held by public investors..
" In the utility situation, on the gther hand, the seryice function was. only a
part of the holding companies’ business.: {[‘l;ei-@}_pmncip‘a_liasseﬁs were the securi-
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ties of the operating companies, -and thei'r;ppiucipa,l.;S,Oqgce,gofiinct,)me was gen- -

ffs or by se

erally the return on those securities., Their dissolution. resulted in the distribu-

i

tion to the holding company shareholders of opérating company securities, which

very often had a market value higher than that of the surrendered holding com-
pany securities. T e e
. Moreover, while the conflicts .of interest engendered by, external management
in the mutual fund industry ‘directly affect the interests of four million mutual
fund shareholders, the conflicts of interest endemic to the public utility holding
company structures of the pre-1935 era inflicted direct injury on almost every
consumer of gas of electricity in' the' United States. The artificially inflatéd costs
of production that the service ‘compdny device jnflicted: on:the operating’ coms
panies affected theé customers as well as the security holders of those companies:
State and local regulatory bodies: were tnable tQIprbtect‘ consumers because. they
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"1 At the énd‘of 1966 the publicly ‘held management companies had about 67,000 share-
holder accounts; less than 19 of the approxima ely 7,000,000-shareholder accounts that-the-
mutual.fund_s had at.that same time. .. S T R by
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