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Dear Mr. Katz:

The Investment Company Institute1 is pleased to provide comments on the Securities and
Exchange Commission’s proposed amendments to Rule 10f-3 under the Investment
Company Act of 1940, the rule that permits a registered investment company ("fund") that
has certain affiliations with an underwriting participant to purchase securities during an
offering.2 The Commission’s proposal would expand the exemption provided by the rule to
permit a fund to purchase government securities in a syndicated offering. The proposal also
would modify the rule’s quantitative limit on purchases to cover not only purchases by a
fund and any other funds with the same investment adviser, but also purchases by any
other account over which the fund’s investment adviser has discretionary authority or
exercises control.

The Institute supports the Commission’s proposal to extend Rule 10f-3 to government
securities sold in syndicated offerings. By allowing funds to purchase securities in these
offerings, this proposed change would help ensure that the rule does not unduly restrict
funds’ investment opportunities. With the same goal in mind, we recommend that the
Commission take the following additional actions. First, we propose that the Commission
increase from 25 percent to 50 percent the rule’s current limit on purchases by a fund and
any other funds advised by the same adviser. (We do not support, however, the proposed
application of the rule’s quantitative limit to purchases by an adviser’s non-fund accounts.)
Second, we recommend that the Commission adopt, with certain modifications, a previous
proposal to allow purchases of municipal securities in "group sales" under the rule. Third,
we reiterate our recommendation that the Commission adopt a new rule to address
situations where a "technical" affiliation results in the application of Rule 10f-3’s restrictions

https://icinew-stage.ici.org/taxonomy/term/3292


to certain subadvised funds, notwithstanding the absence of any potential conflict of
interest.

Our comments are discussed in greater detail below.

A. Purchase of Government Securities
The Commission’s proposal would expand the scope of the rule to permit a fund to
purchase government securities during the existence of an underwriting or selling
syndicate in which an affiliated underwriter is a participant. The Institute supports this
proposed change. As explained in the Proposing Release, various government sponsored
enterprises recently have begun to offer their securities through syndicated offerings.3
Funds with affiliated underwriters should not be denied the opportunity to purchase
securities in those offerings if appropriate investor protections are in place.

The Proposing Release requests comment on whether the rule should include limitations on
the purchase of government securities that do not apply to other securities purchased
under the rule. We do not believe any such limitations are necessary. As the Proposing
Release points out, government securities are high-quality instruments that are readily
marketable, and thus, unlikely to be "dumped" into a fund.4 We also agree that the
circumstances under which government agencies offer their securities to the public would
be an effective substitute for registration under the Securities Act of 1933 for purposes of
Rule

10f-3.5 The nature, quality, and marketability of government securities, when combined
with the other restrictions of Rule 10f-3, provide adequate safeguards to protect against the
potential abuses that the rule is intended to address.

B. Percentage Limit
Rule 10f-3 limits the securities purchased by a fund, or by any other funds having the same
investment adviser, to 25 percent of the principal amount of the offering of the class of
securities.6 The Institute has two comments relating to the percentage limit.

1. Level of Limit
In 1996, the Commission proposed to liberalize the limits on the amount of an offering that
funds with the same investment adviser may purchase under Rule 10f-3.7 The Institute
recommended that the Commission eliminate these quantitative limits for most types of
offerings, because the other conditions of Rule 10f-3 are sufficient to provide assurances of
the marketability of the securities being offered. 8 The Institute suggested that if the
Commission determined that a percentage limit remained necessary, that limit should be
50 percent of the total principal amount of the offering.9

The Institute continues to believe that the current 25 percent limit imposed by the rule is
more restrictive than necessary for the protection of investors and does not provide
sufficient flexibility to funds to achieve their investment objectives given the growth of the
fund industry and the increasing number of funds with affiliated underwriter
relationships.10 When this threshold was adopted, the Commission expressed the view that
a percentage limit was necessary to ensure that a significant portion of an offering would
be purchased by persons other than the fund complex that is affiliated with the underwriter.
 11 A 50 percent threshold also would meet this objective and, when combined with the



other conditions of Rule 10f-3, would provide sufficient protection against potential
"dumping" of securities, without placing undue restrictions on funds. Accordingly, we urge
the Commission to increase the current threshold to 50 percent of the principal amount of
the offering in order to provide funds greater flexibility to purchase securities when their
affiliated underwriters are members of underwriting syndicates.

2. Purchases Covered by the Limit
As previously noted, in applying the percentage limit in Rule 10f-3, the Commission’s
proposal would require the aggregation of purchases not only by two or more funds having
the same investment adviser, but also by any other account over which the adviser has
discretionary authority or exercises control. The Proposing Release states that this
modification would close a possible "loophole" in the rule that could permit an investment
adviser to circumvent the percentage limit and compromise the effectiveness of the rule by
purchasing most or all of an offering for its non-fund clients while complying with the limit
for its fund clients.12 The Institute opposes this proposed change for the reasons set forth
below.

First, the Commission has not adequately demonstrated a need for this amendment. The
Proposing Release fails to provide any factual predicate for expanding the scope of the
rule’s restrictions in this way. It points to no example where the conduct that this proposal
seeks to address has occurred, much less where fund shareholders have been harmed as a
result.

Second, the Institute is concerned that requiring an adviser to include purchases by non-
fund accounts when applying the percentage limit could potentially harm fund shareholders
by unduly restricting their investment opportunities (e.g., by limiting fund purchases of
securities subject to Rule 10f-3 to a much smaller amount than would be permitted but for
purchases by the adviser’s non-fund accounts). Aggregating purchases by non-fund
accounts with those of funds advised by an adviser could have a similar adverse impact on
the non-fund accounts. In some instances, the impact of the proposed requirement could be
that the adviser will forego investing in the securities altogether, because the amount that
each fund or account could purchase might be too small to have any significant effect on
any individual fund or non-fund account. Given that the other conditions of Rule 10f-3
already minimize the possibility that securities covered by the rule would be dumped into a
fund’s portfolio, thus achieving the rule’s purpose, the proposed aggregation requirement
has the potential to do more harm than good.

The Proposing Release requests comment on whether the current 25 percent quantitative
limit should be increased in light of the proposed aggregation requirement. As discussed
above, the Institute believes that the limit should be increased without regard to this
proposal. If the Commission decides to adopt the aggregation requirement despite our
objections, the need for an increase in the percentage limit becomes even more acute.13

C. Group Sales
When Rule 10f-3 was last amended, the Commission had considered permitting the
purchase of municipal securities in "group sales."14 The Commission proposed revising the
rule to cover such sales in certain circumstances.15 That proposal was never adopted,
however.

The Institute urges the Commission to amend its present proposal to permit funds to



purchase municipal securities in group sales. Increasing demand for municipal securities
has shown that the need for rulemaking relief still exists. We recommend that the
Commission amend the rule to allow affiliated funds not only to place group orders
(pursuant to which the affiliated underwriter would receive credit for its pro rata share of
the order) but also to place "designated orders" (i.e., orders in which the purchaser
specifies which underwriter(s) will receive credit for the order) naming the affiliated
underwriter. In addition, the rule could be amended to provide that, in the case of a
designated order, the affiliated underwriter may not receive a commission on more than its
underwriting share of the order (i.e., the same amount it would receive on a group order).
The economic result of these changes would be the same for funds and their affiliated
underwriters whether group orders or designated orders are used, thus giving funds wider
access to municipal securities offerings than is presently the case.16

D. Transactions Involving Subadvisers
Our final recommendation deals with another way in which Rule 10f-3 is unnecessarily
restrictive. It involves the application of the rule to certain purchases of securities solely on
the basis of a technical affiliation, as discussed below.

As a technical matter, a fund with a subadviser may be subject to the prohibition of Section
10(f) (and, thus, the conditions of Rule 10f-3) if an affiliated fund has a different subadviser
that is affiliated with an underwriter in a syndicate. The same can be true in the case of a
multi-managed fund (i.e., a fund with several unaffiliated subadvisers that are each
assigned to make investment decisions for discrete portions of the fund’s portfolio) where
one subadviser wishes to purchase securities in an underwriting and a member of the
syndicate is affiliated with a different subadviser.17

As the Institute has previously asserted, the abuses Section 10(f) was designed to prevent
are not present in the context of the subadvisory relationships described above.18 A
subadviser to one fund has no direct or indirect power or authority to furnish advice or
make investment decisions with respect to a fund it does not advise. Thus, a decision by a
subadviser to purchase securities from an underwriting syndicate, a principal underwriter of
which is an affiliated person of a subadviser to a different fund, involves no potential for
dumping unmarketable securities. The same is true in the case of a multi-managed fund. In
that circumstance, no individual subadviser to the fund is in a position to furnish advice,
make investment decisions, or otherwise influence those portions of the fund that it is not
contractually assigned.

Application of Rule 10f-3’s restrictions in the foregoing circumstances serves no investor
protection purpose and may act as an impediment to otherwise desirable transactions. A
staff no-action position and numerous Commission exemptive orders have recognized that
these transactions present little danger of self-dealing or overreaching, and provide the
Commission with an adequate basis for codifying this relief.19 This rule proposal presents
an obvious opportunity for the Commission to address these issues by adopting a new rule
under Section 10(f) to clarify that these transactions are not subject to the prohibitions
under that section of the Act.20

* * *

The Institute appreciates the opportunity to comment on the Commission’s proposed
amendments to Rule 10f-3. If you have any questions about our comments or would like
additional information, please call the undersigned at (202) 326-5923.



Sincerely,

Barry E. Simmons
Associate Counsel

Attachment

cc: Paul F. Roye
Director

C. Hunter Jones
Assistant Director

Curtis A. Young
Senior Counsel

ATTACHMENT
Rule 10f – Underwriting Transactions
Involving Certain Subadvisory Affiliates

(a) A purchase or other acquisition of securities by a registered investment company from
an underwriting or selling syndicate that includes as a member the subadviser (or an
affiliated person of such subadviser) of a different registered investment company under
common control with that registered investment company, shall be deemed not to be
prohibited by Section 10(f), if:

1) no principal underwriter of the underwriting or selling syndicate is an affiliated person of:
(A) the subadviser or investment adviser of the registered investment company
participating in the transaction, or (B) any officer, trustee, director, or employee of the
registered investment company participating in the transaction; and

2) the subadviser (or affiliated person of such subadviser) that is a member of the
underwriting or selling syndicate is an affiliated person of an affiliated person of the
registered investment company that is a party to the transaction solely because it serves as
subadviser to a different registered investment company under common control with the
registered investment company that is a party to the transaction.

(b) For purposes of this rule:

1) The term "subadviser" shall mean an investment adviser as defined in section 2(a)(20) of
the Act who, pursuant to a contract with the primary investment adviser of a registered
investment company, renders: (A) investment advice with respect to some or all of the cash
and investment securities of such investment company and/or (B) related services.

2) The term "registered investment company" shall include any series thereof, and shall
include any discrete portion of such registered investment company or series that is
advised by a subadviser that is different from the subadviser or subadvisers who render
service to the remaining assets of such registered investment company or series.
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