Vil May 20, 1949.

Governor Eccles:
~

You may be interested in ths zttached
memorandum to Governor Clayton regarding the
exemption of investment companies under the

Bank Holding Company Bill. V
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Mey 19, 1949.
Governor Cleyton Benk Holding Compeny Bill -~
Mr. Vest Fxemption of investaant eoupuuh.

Feferring to our reecent dlscussion of this questicn, 1 have
consldered the mstter further and Hr. Solomon hes talked with & repre-
sentative of the Securities Exchenge Commission regarding the possible
effect of an axemption from the divorcement provision of the benk hold-
ing company bill of an investzmeni company registered under the Invest-
ment Coapeny Act of 1940.

The Investment Compsny Act s directed st the regulation of
investment companies snd the restrictions imposed by that Act are im
the interest of the grotection of that compeny. They would not be of
any substantisl eid in sccomplishing the objectives of thes provision
of the bank holding company bill recuiring the divorcement of non-
bank assete. Accordingly, the mere faet that en investment compeny
ia registered with the 3.E.C. under the Investment Compeny Act does
not seen sufficient justificetion for exempting it from the divorce-
ment provision of the bank holding company bill.

72 There iz, however, another aspect of the matter to be con-
sidered. An invesiment company which is registered under the Invest-
ment Company lct i# one which is "primerily engaged" in the business
of investing, reinvesting or trading in securities”. A company which
cobtrols or mensges subsidisries is exempt from the lavestment Compsny
Bet and therefore weuld not fell within the sxemption from the divorce-
ment provision of our »ill and would have to be disposed of by & bank
holding compeany under our bill, The line to be drewn between what is
strictly an investment type of business on the one hand =nd a similar
businese whiich goes somewhst further snd sattempts to control or nansge
corporations whose stocke ere held by the concern in question, is &
rether shedowy one and can be determined only in the light of the
facts of individual cszses.

Presunably the purpose of the provision in the benk holding
compeny bill recuiring the divorcement of nonbank assets is to preveat
the milking of the banks by poverful affilisted borrovers subject to
s common ecomtrol, to prevent such powverful borrowers from being able
to borrow on easler terms then competitive institutions in the com-
sunity, and possibly to prevent the holding company exercising cowmon
control from using its power over credit instltutions in Laproper vays
end contrary to the public interest. An institution which is reglstered
under the Investuent Company Act and whiech 1a of & purely investment
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Governor Clayton -

character would probahly not cut across these purposzes as thue steted
to too great sn oxtent in most instances; but it is not sltogether
clear whether this ie true even with pure investeseat compsnies. In
addition, there will be some ceses in which an institution nay be
registered under the Investcent Company Act becsuse it is engaged
prizarily in the investment compuny business but also, to s limited
extent st lesast, may get into the conirel or manegezent of the sub-
sidiary institutions. This is psrticularly likely to be the case
since the motivetlng prineiples snd influences operating upon the
8.E.C, would probably be to bring institutions under the lav in
doubtful cases (involving some control as well as pure investment
business) rather than to exclude them from the law. Exemptions from
a statute erc ondinarily atrictly construed. From the standpoint of
the bank holding compeny bill, it would be desirable to resclve doubt-
ful ceses i» the other directiorn and exclude them from the Investment
Conpany Act so thet they would then be subject to the bznk holding
cospany divorcementl provision.

The prezent tentstive exemption in the bank holding company
bill from the divorcement provision iz of a compeny registersd under
N the Investment Company fct. If the position iz tekexn thet such zn
exerption wight »e granted in the cese o any pure investment company
not engaged in controllimg or ssnaging its subsidiaries, & logicel cese
could be made for rewordisg the exemption to mske it applicabls to come-
panies not engaged in any business except invesiing, relavesiing or
treding in securities (regardless of whether or not registered under
the Investment Compeny det). Whil: this would huve some edventages,
it would heave the disadvantage of raising the guestion of fact in each
case and also might exempt more ingtitutions then would be exempt under
the present language. Oue further sliternstive would be tc reguire
that the company be registered under the Investment Coumpany Act end
also that it sust not be engsged in comtrolling or menesging any com-
pany whose stocik it owns.

In this commection, it is not slitogether clesr ihat the
tentative smendment to the bank holding compsny bill will meetl the
situation in Kentueky in which ¥r. ¥ilson Yyatt is interested. It
is Mr. Solomou's understanding from talking with the S.7.C. repre-
sentative thet the Investment cospsny in this particulsr situstion
ie exempt from regletretion under the Iuvestment Company fAct and,
accordingly, that it might require scme swendment to that Act to
take care of the situstion, even if the tentative ameadsment in the
bank holding compeny bill is retained. This is beczuse ihe holding
company which is understood to own the stock of the investzment com-
peny is engaged in businesses other then the ilnvestment business,
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Governor Clsyton 3=

thereby msking both compenies exempt from registration. While this
is our information, i¢ is probable thet Mr., Wyatt Lss considered thie
#nd it mey be that he has found some way around this difficulty.

The question vhether the cxeaption of investwent companies
which is cosntained in the latest dreft of the bank holding compeny
bill is en sdviseble one is, inerefore, open to scme doubt. I am
inclined 1o the view thet as o mmtter of objective policy it would
be bhetter to eliminate the exemption and thereby to require & bank
holding compeny to rid itself of lavestaent companies as well as
other nombanking institutions. I recognize, however, that to do
this may substsntially increass the opposition to the bill and it
tharefore becomes a question of strategy ss o whether or not teo
inelude ruck an exezption in the bill,

I would like to discuss this with you further vhen you have
sn opportunity.

GBY:lim
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