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Introduction

Money managers, investment consultants, and financial planners are regulated in the United States as 
investment advisers under the Advisers Act or similar state statutes. This practice note and Registered 
Investment Adviser Handbook Chapter 1: Regulation of Investment Advisers by the U.S. Securities and 
Exchange Commission/Introduction — Related Content describe the regulation of investment advisers by 
the SEC.
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The Advisers Act is the last in a series of federal statutes intended to eliminate abuses in the securities 
industry that Congress believed contributed to the stock market crash of 1929 and the depression of the 
1930s. The Act is based on a congressionally mandated study of investment companies, including 
consideration of investment counsel and investment advisory services, carried out by the SEC during the 
1930s. Investment Trusts and Investment Companies, Report of the Securities and Exchange Commission, 
Pursuant to Section 30 of the Public Utility Holding Company Act of 1935, on Investment Counsel, 
Investment Management, Investment Supervisory, and Investment Advisory Services, H.R. Doc. No. 477, 
76th Cong., 2d Sess. (1939). The SEC’s report traced the history and growth of investment advisers and 
reflected the position that investment advisers could not properly perform their function unless all 
conflicts of interest between them and their clients were removed. The report stressed that a significant 
problem in the industry was the existence—either consciously or, more likely, unconsciously—of a 
prejudice by advisers in favor of their own financial interests.

The SEC’s report culminated in the introduction of a bill that, with some changes, became the Advisers 
Act. The Act, as adopted, reflects congressional recognition of the delicate fiduciary nature of the 
advisory relationship, as well as Congress’s desire to eliminate, or at least expose, all conflicts of interest 
that might cause advisers, either consciously or unconsciously, to render advice that is not disinterested. 
SEC v. Capital Gains Research Bureau, Inc., 375 U.S. 180, 189, 191–92 (1963).

This Registered Investment Adviser Handbook is divided into 11 Chapters, and addresses the following 
questions, among others:

• Who is an investment adviser?

• Which investment advisers must register with the SEC?

• Who must register under the Act?

• How does an investment adviser register under the Act?

• What are the requirements applicable to an investment adviser registered under the Act?
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The Definition of an Investment Adviser

Section 202(a)(11) of the Act defines an investment adviser as any person or firm that:

• For compensation

• Is engaged in the business of

• Providing advice to others or issuing reports or analyses regarding securities
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A person must satisfy all three elements to fall within the definition of investment adviser. [1] In an 
extensive interpretive release, the SEC staff has explained how the Act applies to financial planners, 
pension consultants, and other persons who, as a part of some other financially related services, provide 
investment advice. [2] Published in 1987, Advisers Act Release No. 1092 represents the views of the SEC 
Division of Investment Management, which is primarily responsible for administering the Act. Courts 
accord this release substantial deference when applying the Advisers Act. [3]

Compensation

The term “compensation” has been broadly construed. Generally, the receipt of any economic benefit, 
whether in the form of an advisory fee, some other fee relating to the total services rendered, a 
commission, or some combination, satisfies this element. [4] It is not necessary that a client “pay a 
discrete fee specifically earmarked as payment for investment advice.” [5] The compensation element is 
satisfied even if payments cover only the cost of the services. [6] And it doesn’t matter whether the person 
receiving the advice or another person is paying the compensation. [7]

Engaged in the Business

A person must be engaged in the business of providing advice. This does not have to be the sole or even 
the primary activity of the person. Factors used to evaluate whether a person is engaged are (1) whether 
the person holds himself out as an investment adviser, (2) whether the person receives compensation that 
represents a clearly definable charge for providing investment advice, and (3) the frequency and 
specificity of the investment advice provided. [8] Generally, a person providing advice about specific 
securities will be “engaged in the business” unless specific advice is rendered only on a rare or isolated 
occasion. [9]

Holding Out

The SEC staff views a person as holding himself out as an adviser if he advertises as an investment 
adviser, investment manager, or financial planner, uses letterhead indicating activity as an investment 
adviser, or maintains a telephone listing or otherwise lets it be known that he will accept new advisory 
clients, [10] hires a person to solicit clients on his behalf, [11] or makes information about itself generally 
available on the Internet. [12]

Non-U.S. Advisers and the Internet

The SEC does not view an adviser that uses the Internet to be holding itself out as an investment adviser if 
(1) the website includes a prominent disclaimer making it clear to whom the site materials are (or are not) 
directed, and (2) the adviser implements procedures reasonably designed to guard against directing 
information about its advisory services to U.S. persons. [13]

Advising About Securities

A person clearly meets the third element of the statutory test if he provides advice about specific 
securities, such as stocks, bonds, mutual funds, limited partnerships, and commodity pools. The SEC staff 
has stated that advice about real estate, [14] coins, precious metals, or commodities is not advice about 
securities. [15] The more difficult questions arise with less specific advice, or advice that is only indirectly 
about securities. Advice about securities includes:
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• Advice about market trends [16]

• Advice about the selection and retention of other advisers [17]

• Advice about the advantages of investing in securities versus other types of investments (e.g., coins 
or real estate) [18]

• Providing a selective list of securities even if no advice is provided as to any one security [19]

• Advising about the value of securities [20]

• Asset allocation advice [21] –and–

• Advice about voting proxies [22]

Discretionary Authority

An adviser managing client assets on a discretionary basis would be providing advice to its clients. [23] 
The Advisers Act does not distinguish between investment advisers and investment fund managers as do 
many non-U.S. jurisdictions.

Digital Advice

The Act applies to persons providing advice through human interaction as well as those providing digital 
advice through a website through a “robo-adviser.” [24]

Investment Banking

The SEC staff does not believe that the Act applies to persons whose activities are limited to advising 
issuers concerning the structuring of their securities offerings, even though such advice may technically 
be about securities. [25] Providing advice regarding the investment of the proceeds of the offering, 
however, may subject the person to the Act. [26]

Advising Others

A person is not subject to the Act if he is managing his own securities portfolio. Questions about whether 
a person advises “others” usually arise when a client is not a natural person. The SEC generally looks to 
whether there is an identity of interest between the adviser and the ultimate client. [27]

• A person managing a fund investing in securities, such as a mutual fund or a hedge fund, is advising 
others even where the person is the general partner with legal title to these assets. [28]

• A wholly-owned corporate subsidiary exclusively advising the parent or another wholly-owned 
corporate subsidiary would not generally be considered advising others. [29]

• A member of an investment club who gives advice about securities in which the club invests may be 
advising others. [30]

Non-U.S. Clients

The SEC takes the position that a U.S. person providing advice exclusively to non-U.S. persons would 
still be subject to the Act. [31]

Exclusions from Definition
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There are several exclusions from the investment adviser definition available to persons who presumably 
(or at least arguably) satisfy all three elements of the definition. A person eligible for an exclusion is not 
subject to any provisions of the Act.

Banks and Bank Holding Companies

This exclusion is generally limited to U.S. banks and bank holding companies. [32] The SEC staff has 
stated that the exclusion is not available to non-U.S. banks, [33] credit unions, and investment adviser 
subsidiaries of banks or bank holding companies. [34]

Lawyers, Accountants, Engineers, and Teachers

The professional exclusion is available only to those professionals listed, and only if the advice given is 
incidental to the practice of their profession. [35] Factors considered by staff to evaluate whether advice is 
incidental to a profession are (1) whether the professional holds himself out as an investment adviser, (2) 
whether the advice is reasonably related to the professional services provided, and (3) whether the charge 
for advisory services is based on the same factors that determine the professional’s usual charge. [36]

Brokers and Dealers

A broker or dealer that is registered with the SEC under the Securities Exchange Act of 1934 (Exchange 
Act) is excluded from the Act if the advice given is (1) solely incidental to the conduct of its business as 
broker or dealer, and (2) it does not receive any “special compensation” for providing investment advice. 
[37] The analysis is done separately for each account.

Solely Incidental

The SEC has stated that investment advice is “solely incidental” to brokerage services when the advisory 
services rendered are “in connection with and reasonably related to the brokerage services provided.” [38] 
If advice is not solely incidental, a broker-dealer is subject to the Advisers Act with respect to the account 
regardless of the form of compensation it receives.

In 2007, the SEC proposed a rule that identified two non-exclusive “situations” in which it would consider 
broker-dealers to not provide incidental advisory services: [39]

• Separate contract of fee for advisory services. A broker-dealer that separately contracts or 
separately charges a customer for advisory services would provide non-incidental advice to that 
customer.

• Discretionary investment advice. Broker-dealer discretionary accounts (unless discretion is granted 
on a temporary or limited basis) must be treated as advisory accounts.

While the rule was never adopted, the guidance is the most recent provided by the SEC.

Special Compensation

Generally, to avoid receiving “special compensation,” a broker or dealer relying on this exclusion must 
receive only commissions, markups, or markdowns. [40]

Bundled Fees
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The SEC has stated a broker-dealer that receives a fee based on a percentage of assets that compensates 
the broker-dealer for both advisory and brokerage services receives special compensation. [41]

Separate or Identifiable Charge

The SEC has stated that a broker-dealer charges special compensation when it charges its customer a 
separate fee for investment advice, or when it charges its customers different commission rates, one with 
advice and one without, because the difference represents a clearly definable charge for investment 
advice. [42]

Brokerage Customers

The SEC has stated that a broker-dealer does not have to treat all of its brokerage customers to whom it 
provides some investment advice as advisory clients simply because it is registered under the Advisers 
Act. It must treat as an advisory client only those accounts for which it provides advice (i.e., non-
incidental advice) or receives compensation (i.e., special compensation) that subjects the broker-dealer to 
the Advisers Act. [43]

Hat-Switching

As noted above, the broker-dealer exception is applied separately to each customer account, so that a 
broker-dealer registered as an investment adviser need not treat all of its brokerage customers as advisory 
clients. May a broker-dealer provide advisory services to a client with an advisory account subject to the 
Advisers Act while at the same time providing incidental advice to the same customer’s full-service 
brokerage account with respect to which it would not be subject to a fiduciary obligation (as well as 
restrictions on principal trading)? Or does a fiduciary relationship, once established with a client under the 
Advisers Act, extend to all of the client’s accounts? The SEC staff issued one letter expressing the view 
that a broker-dealer may so limit its obligations to brokerage accounts of an advisory client, but only if the 
broker-dealer fully disclosed the nature of the change in the relationship. [44] The SEC later withdrew the 
letter without comment. [45]

Registration

Although it is not explicitly required by the statutory exemption, the SEC staff takes the position that the 
exemption, which is premised on the protections afforded by regulation under the Exchange Act, is 
available only to a broker-dealer that is registered under the Exchange Act. [46]

Broker-Dealer Agents

The SEC staff has stated that an agent of a broker-dealer (not otherwise registered as a broker-dealer) who 
provides customers investment advice may also rely on the broker-dealer exception if she is (1) giving 
advice within the scope of her employment with the broker-dealer, (2) the advice is incidental to her 
employer’s brokerage activities, and (3) she receives no special compensation for her advice. [47]

Non-U.S. Broker-Dealers

One consequence of this implied registration requirement is that a non-U.S. broker-dealer lawfully 
operating in the United States as an unregistered broker-dealer could not provide investment advice 
incidental to its U.S. brokerage activities without registering as an adviser. The SEC has stated that its 
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staff would look favorably on requests for no-action relief from an unregistered non-U.S. broker-dealer 
that otherwise qualifies for the broker-dealer exemption from the Advisers Act but is not registered as a 
broker-dealer in reliance on Rule 15a-6 under the Exchange Act. [48] The staff has issued such letters, but 
so far only where the non-U.S. broker-dealer advisory activities were limited to furnishing research 
reports to U.S. institutional investors. [49]

Study on Fiduciary Obligations

Section 913 of the Dodd-Frank Act required the SEC to conduct a study to evaluate the differences 
between the fiduciary obligations of advisers under the Advisers Act and broker-dealers who also give 
advice but qualify for this exclusion (and may not, therefore, have such obligations [50]), and authorized 
the SEC to adopt rules to harmonize their application to retail investors. [51] In January 2011, the SEC 
submitted to Congress a study by its staff recommending that the SEC adopt a uniform fiduciary standard 
of conduct for broker-dealers and advisers “when providing personal investment advice about securities to 
retail customers.” [52] The SEC has not yet proposed any rules under this provision. [53]

Publishers

Publishers (both print and electronic media) are excluded from the Act, but only if the publication (1) 
provides only impersonal advice (i.e., advice not tailored to the individual needs of a specific client); [54] 
(2) is “bona fide,” (contains disinterested commentary and analysis rather than promotional material 
disseminated by someone touting particular securities); and (3) is of general and regular circulation (rather 
than issued from time to time in response to episodic market activity). [55]

Although the exception by its terms is limited to publications of general and regular circulation, the SEC 
staff has effectively extended it to books and other one-time publications. [56] Similarly, the staff has 
expanded the exemption to include not only publishers, but also columnists whose work appears in 
publications that qualify for the publishers exception. [57]

Government Securities Advisers

This exclusion is available to persons and firms whose advice is limited to certain securities issued by or 
guaranteed by the U.S. government. [58] The exception covers persons whose advice is limited to (1) 
direct obligations of the federal government (e.g., U.S. Treasury obligations), (2) securities subject to 
guarantees from the federal government, and (3) securities issued by or guaranteed by corporations whose 
securities are designated by the secretary of the Treasury as exempt from the Exchange Act. [59]

Credit Rating Agencies

This exclusion is available to any rating agency regulated under Section 15E of the Exchange Act as a 
“nationally recognized statistical rating organization.” [60]

Family Offices

A family office that manages the wealth and other affairs of a single family is excluded from the 
investment adviser definition if it (1) provides investment advice only to family clients, (2) is wholly-
owned by family clients and exclusively controlled by family members and/or certain family entities, and 
(3) does not hold itself out [61] to the public as an investment adviser. [62]
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Family Clients

The family office’s clients generally may include family members and former family members; key 
employees and certain former key employees; any non-profit or charitable organization funded 
exclusively by family clients; any estate of a family member, key employee, or subject to certain 
conditions, certain family client trusts; and any company wholly-owned by and operated for the sole 
benefit of family clients. [63]

Family Members

A family office’s family members include all lineal descendants (including adopted children, stepchildren, 
foster children, and, in some cases, persons who were minors when a family member became their legal 
guardian) of a common ancestor (no more than 10 generations removed from the youngest generation of 
family members), and such lineal descendants’ spouses or spousal equivalents. [64]

Key Employees

Key Employees include certain investment professionals who, because of their position and experience, 
the SEC presumes are able to protect themselves. Key employees include executive officers, directors, 
trustees, general partners, or any person serving in a similar capacity for the family office or its affiliated 
family office, and certain employees who have participated in the investment activities of the family 
office or its affiliated family office for at least 12 months. They also include certain key employee 
investment entities through which key employees may invest in opportunities connected to the family 
office. [65]

Multi-Family Offices

The rule is not available to a family office that serves multiple families. [66] In this regard, the SEC staff 
has stated that if several unrelated families established separate family offices staffed with the same or 
substantially the same employees, such employees would be managing a de facto multifamily office, so 
that the family offices could not rely on the exclusion. [67]

Governments and Political Subdivisions

The Act does not apply to the U.S. government, state governments and their political subdivisions, and 
their agencies or instrumentalities, including their officers, agents, or employees acting in their official 
capacities. [68]

Non-U.S. Advisers

Non-U.S. advisers soliciting or advising U.S. persons are subject to the Act and must register under the 
Act unless eligible for one of the exemptions discussed below (e.g., the “foreign private adviser” 
registration exemption). [69] The SEC does not accept “home state registration” of non-U.S. advisers in 
lieu of SEC registration. [70]

U.S. Persons

“U.S. persons” generally are (1) natural persons who reside in the United States, (2) partnership or 
corporation organized or incorporated in the United States, (3) any estate of which any executor or 
administrator is a U.S. person, (4) any trust of which a trustee is a U.S. person, and (5) any discretionary 
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account owned by a U.S. person and managed by a non-U.S. affiliate of the adviser. [71] An adviser must 
assess whether a person is in the United States at the time the person becomes a client or, in the case of an 
investor in a private fund, each time the investor acquires securities issued by the fund. [72]

Non-U.S. Activities of Registered Non-U.S. Advisers

In a line of no-action letters beginning with Uniao de Bancos de Brasileiros (Unibanco) in 1992, the SEC 
staff stated that it will not seek to apply the Advisers Act to a non-U.S. adviser that is registered with the 
SEC with respect to its non-U.S. clients. [73] Such an adviser is not, for example, required to deliver a 
brochure to its non-U.S. clients. This letter and its progeny made it feasible for non-U.S. advisers to 
directly enter the U.S. market and register with the SEC. Today, almost 700 non-U.S. advisers are 
registered with the SEC under the Advisers Act.

U.S. Activities of Unregistered Non-U.S. Advisers

The SEC staff has expressed the view that a non-U.S adviser providing advice to a non-U.S. person is not 
subject to the Act merely because it gives advice about securities issued by a U.S. company, conducts 
research in the United States or effects transactions in securities through U.S. broker-dealers. [74]

Exemptive Authority

SEC has authority to designate, by rule or order, other persons who are not within the intent of the 
definition of investment adviser. [75]

Notes

[1] In addition to statutory provisions, SEC-adopted rules, court decisions, and SEC releases, this outline 
cites numerous SEC staff letters, which reflect the current views of the staff of the application of the 
Advisers Act. These letters are informal staff advice and do not have the force of law. See NYCERS v. 
SEC, 45 F.3d 7, 12–13 (2d Cir. 1995). They do, however, “represent the views of persons who are 
continuously working with the provisions of the statute involved,” and thus are frequently relied on by 
interested persons to provide guidance on the applications of the Act. See 17 C.F.R. § 202.1(d). The SEC 
staff generally permits third parties to rely on no-action letters to the extent that their facts and 
circumstances are substantially similar to those described in the underlying request for no-action. See 
Informal Guidance Program for Small Entities, Advisers Act Rel. No. 1624 (Mar. 27, 1997) at n.20.

[2] Applicability of the Advisers Act of 1940 to Financial Planners, Pension Consultants, and Other 
Persons Who Provide Others with Investment Advice as a Component of Other Financial Services, 
Advisers Act Rel. No. 1092 (Oct. 8, 1987) (Release 1092).

[3] See, e.g., U.S. v. Miller, 833 F.3d 274 (D.C. Cir., Mar. 15, 2016) (“We defer to [Release 1092] 
because of the SEC’s expertise and the thoroughness evident in its consideration, the validity of its 
reasoning, its consistency with earlier and later pronouncements, and all those factors which give it power 
to persuade, if lacking power to control.” (internal cites and quotes omitted)).

[4] Id.; see also Kenisa Oil Company, SEC Staff No-Action Letter (May 6, 1982); SEC v. Fife, 311 F. 3d 
1 (1st Cir. 2002) (a person provides advice for compensation if it understands that successful investment 
will yield it a commission); U.S. v. Manyu Ogale, 2010 U.S. App. Lexis 9636 (11th Cir. 2010) (per 



Registered Investment Adviser Handbook Chapter 2: Who Is an Investment Adviser?

curiam) (adviser to hedge fund who uses investor’s money to pay personal expenses receives 
compensation); Alexander V. Stein, Advisers Act Rel. No. 1497 (June 8, 1995) (a person who 
fraudulently converts client funds to its own use receives compensation).

[5] U.S. v. Elliott, 62 F.3d 1304, 1311 (11th Cir. 1995).

[6] CFS Securities Corp., SEC Staff Letter (Feb. 27, 1987); Touche Holdings, Inc., SEC Staff Letter (Nov. 
30, 1987).

[7] Release 1092. 

[8] Applicability of the Advisers Act of 1940 to Financial Planners, Pension Consultants, and Other 
Persons Who Provide Others with Investment Advice as a Component of Other Financial Services, 
Advisers Act Rel. No. 1092 (Oct. 8, 1987) (Release 1092).

[9] For instance, the SEC staff would not view an employer providing advice to an employee in 
connection with an employer-sponsored employee benefit program to be in the business of providing 
advice; see Letter to Olena Berg, Assistant Secretary, Department of Labor (Feb. 22, 1996). See also Zinn 
v. Parrish, 644 F.2d 360 (7th Cir. 1981) at 364 (“isolated transactions with a client as an incident to the 
main purpose of his management contract to negotiate football contracts do not constitute engaging in the 
business of advising others on investment securities”).

[10] See, e.g., George J. Dippold, SEC Staff No-Action Letter (May 7, 1990); William Bloor, SEC Staff 
No-Action Letter (Feb. 15, 1980); Richard J. Shaker, SEC Staff No-Action Letter (Aug. 1, 1977); Al 
O’Brien Associates, SEC Staff No-Action Letter (Oct. 6, 1973).

[11] Advisers Act Rel. No. 688 (July 15, 1979) at n.9. See also Lamp Technologies, Inc., SEC Staff No-
Action Letter (May 29, 1997) (investment adviser not “holding itself out generally to the public as an 
investment adviser” solely by virtue of posting information about certain private funds (e.g., hedge funds) 
on a password-protected website accessible only by accredited investors).

[12] Use of Electronic Media by Broker-Dealers, Transfer Agents, and Investment Advisers for Delivery 
of Information, Advisers Act Rel. No. 1562 (May 9, 1996).

[13] Statement of the Commission Regarding the Use of Internet Web Sites to Offer Securities, Solicit 
Securities Transactions or Advertise Investment Services Offshore, Advisers Act Rel. No. 1710 (Mar. 23, 
1998).

[14] Brighton Pacific Realty Asset Mgmt. Co., SEC Staff Letter (Feb. 10, 1992). Many types of real estate 
investments, however, can be securities, such as investments in REITs (real estate investment trusts).

[15] Robert R. Champion, SEC Staff No-Action Letter (Sept. 22, 1986).

[16] Dow Theory Forecasts, SEC Staff No-Action Letter (Feb. 2, 1978). Thus, market-timing advice is 
advice about securities. See Maratta Advisory, Inc., SEC Staff No-Action Letter (July 16, 1981).

[17] SEC v. Bolla, 401 F. Supp. 43 (D.D.C. 2005), aff’d. in relevant part, SEC v. Washington Investment 
Network, 475 F.3d 392 (D.C. Cir. 2007); Applicability of the Advisers Act of 1940 to Financial Planners, 
Pension Consultants, and Other Persons Who Provide Others with Investment Advice as a Component of 
Other Financial Services, Advisers Act Rel. No. 1092 (Oct. 8, 1987) (Release 1092).
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[18] Applicability of the Advisers Act of 1940 to Financial Planners, Pension Consultants, and Other 
Persons Who Provide Others with Investment Advice as a Component of Other Financial Services, 
Advisers Act Rel. No. 1092 (Oct. 8, 1987) (Release 1092).

[19] RDM Infodustries, Inc., SEC Staff No-Action Letter (Mar. 25, 1996). The SEC staff takes the 
position that providing information about securities in a report does not constitute providing advice about 
the securities if (1) the information is readily available to the public in its raw state; (2) the categories of 
information presented are not highly selective; and (3) the information is not organized or presented in a 
manner that suggests the purchase, holding, or sale of any security. See Media General Financial Services, 
SEC Staff No-Action Letter (July 20, 1992). The letter notes that the staff does not believe that 
information is organized or presented in a manner suggesting the purchase, holding, or sale of securities, 
where the customer or subscriber, and not the information provider, selects the search criteria or requests 
that the service provide certain select information.

[20] Chaffe & Associates, SEC Staff Letter (Jan. 4, 1985).

[21] Maratta Advisory, Inc., SEC Staff No-Action Letter (July 16, 1981). SEC v. Bolla, 401 F. Supp. 43 
(D.D.C. 2005), aff’d. in relevant part, SEC v. Washington Investment Network, 475 F.3d 392 (D.C. Cir. 
2007).

[22] Concept Release on the U.S. Proxy System, Advisers Act Rel. No. 3052 (July 14, 2012). In this 
release the SEC stated that the activities of proxy voting services made them investment advisers, subject 
to the Act (although many may not have a sufficient amount of assets to register), and requested comment 
on whether they should be required to register. No action has been taken by the SEC on this concept 
release.

[23] Abrahamson v. Fleschner, 568 F.2d 862, 871 (2d Cir. 1977), cert. denied, 436 U.S. 913 (1978) 
(“These provisions [of the Advisers Act] reflect the fact that many investment advisers advise their 
customers by exercising control over what purchases and sales are made with their clients’ funds.”). The 
SEC takes the view that “each trade initiated by the adviser would constitute advice.” Suitability of 
Investment Advice Provided by Investment Advisers, Advisers Act Rel. No. 1406 (Mar. 16, 1994) at n.12.

[24] The SEC staff has provided recent guidance on the fiduciary obligations of robo-advisers. IM 
Guidance Update No. 2017-02 (Feb. 2017)

[25] See, e.g., The Applicability of the Advisers Act of 1940 to Financial Advisors to Municipal Bond 
Issuers, Division of Investment Management, SEC Staff Legal Bulletin No. 11 (Sept. 19, 2000); The 
Knight Group, SEC Staff No-Action Letter (Nov. 19, 1991); Dominion Resources, SEC Staff No-Action 
Letter (July 23, 1985).

[26] Id.

[27] Touche Holdings, Inc., SEC Staff No-Action Letter (Nov. 30, 1987).

[28] United States v. Ogale, No. 09-11780, 2010 U.S. App. Lexis 9636 (11th Cir. 2010).

[29] See Zenkyoren Asset Mgmt. of America Inc., SEC Staff No-Action Letter (June 30, 2011).
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[30] See Rami Hofshi, SEC Staff No-Action Letter (Feb. 26, 1973). The advice may be provided to the 
club or to the other members depending upon whether the advice was tailored to the needs of the members 
or the club. Investment clubs may also be subject to the Investment Company Act. See Frank Mason, SEC 
Staff Letter (July 3, 1996).

[31] See Release 3221, infra note 90, at n.76. Gim-Seong Seow, SEC Staff No-Action Letter (Nov. 30, 
1987) (domestic adviser that provides advice to non-U.S. clients must register (unless an exemption is 
available) if it uses any U.S. jurisdictional means in connection with its advisory business).

[32] Section 202(a)(11)(A). The term “bank” is defined in Section 202(a)(2) of the Act. In 2001, the Act’s 
definition of “investment adviser” was amended so that banks and bank holding companies are not 
eligible for this exclusion to the extent that they serve or act as an investment adviser to a registered 
investment company. However, if, in the case of a bank, such services or actions are performed through a 
separately identifiable department or division, the department or division, and not the bank itself, is 
deemed to be the investment adviser. (The phrase “separately identifiable department or division” is 
defined in Section 202(a)(26)). The effect of this provision is to make the bank exclusion unavailable to 
banks advising registered investment companies.

[33] Letter to Rep. William J. Hughes from Stanley B. Judd, Deputy Chief Counsel, Division of 
Investment Management, SEC (June 4, 1980). But see, American Express Bank International, SEC Staff 
No-Action Letter (Jun. 2, 1987) (stating staff will not recommend enforcement action if a so-called “Edge 
Act corporation,” which is established by a non-U.S. bank to engage in international banking transactions 
and regulated as a bank under the Federal Reserve Act, does not register as an investment adviser if it 
limits the services it provides to U.S. persons to non-U.S. securities).

[34] First Commerce Investors, Inc., SEC Staff No-Action Letter (Jan. 31, 1991); Southwest Corporate 
Federal Credit Union, SEC Staff No-Action Letter (May 31, 1983).

[35] Section 202(a)(11)(B).

[36] Applicability of the Advisers Act of 1940 to Financial Planners, Pension Consultants, and Other 
Persons Who Provide Others with Investment Advice as a Component of Other Financial Services, 
Advisers Act Rel. No. 1092 (Oct. 8, 1987) (Release 1092).; Henry S. Miller Companies of Dallas, Texas, 
SEC Staff No-Action Letter (Feb. 21, 1975).

[37] Section 202(a)(11)(C). A broker-dealer may advertise or otherwise hold itself out as providing 
investment advice without loss of the broker-dealer exception if its advisory activities are limited to those 
within the exemption. Elmer D. Robinson, SEC Staff No-Action Letter (Jan. 6, 1986); Elliott W. Smith, 
SEC Staff No-Action Letter (Mar. 20, 1990). Compare with the exception, discussed above, for lawyers, 
accountants, etc.

[38] Certain Broker-Dealers Deemed Not To Be Investment Advisers, Advisers Act Rel. No. 2376 (Apr. 
12, 2005) (Release 2376), at note 44. See also Thomas v. Metropolitan Life Insurance Company, infra 
note 53.

[39] Interpretive Rule under the Advisers Act Affecting Broker-Dealers, Advisers Act Rel. No. 2652 
(Sept. 24, 2007) (Release 2652).
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[40] Townsend and Associates, Inc., SEC Staff No-Action Letter (Sept. 21, 1994). See S. Rep. No. 76-
1775 at 22; H.R. Rep. No. 76-2639 at 28 (the term “investment adviser” was “so defined as specifically to 
exclude…brokers insofar as their advice is merely incidental to brokerage transactions for which they 
receive only brokerage commissions”). The SEC staff has expressed the view that broker-dealers that do 
no more than receive referral fees for referring clients to an investment adviser are not receiving special 
compensation. Koyen, Clarke & Associates, SEC Staff No-Action Letter (Nov. 9, 1986).

[41] In Release 2376 the SEC adopted a rule that, among other things, deemed brokers charging asset-
based brokerage fees (rather than commissions, markups, or markdowns) not to be investment advisers 
based solely on their receipt of special compensation. The rule was vacated for other reasons by a federal 
court in March 2007. Financial Planning Association v. SEC, 482 F.3d (D.C. Cir. 2007) (FPA v. SEC). 
See also National Regulatory Services, SEC Staff No-Action Letter (Dec 2, 1992) at n.3; Robert S. 
Strevell, SEC Staff Interpretive Letter (Apr. 19, 1985).

[42] Final Extension of Temporary Exemption from the Advisers Act for Certain Brokers and Dealers, 
Advisers Act Rel. No. 626 (Apr. 27, 1978) (Release 626). See also Opinion of the General Counsel 
Relating to Section 203(b)(3) of the Advisers Act of 1940, Advisers Act Rel. No. 2 (Oct. 28, 1940). (The 
SEC proposed to codify this interpretation in a rule. Interpretive Rule under the Advisers Act Affecting 
Broker-Dealers, Advisers Act Rel. No. 2652 (Sept. 24, 2007) (Release 2652).In contrast, a broker-dealer 
charging all clients the same commission for brokerage transactions while only providing some with 
investment advice is not receiving special compensation. SEC v. National Executive Planners, Ltd., 503 F. 
Supp. 1066 (M.D.N.C 1980).

[43] Final Extension of Temporary Exemption from the Advisers Act for Certain Brokers and Dealers, 
Advisers Act Rel. No. 626 (Apr. 27, 1978) at Section V. In 2007, the SEC proposed to codify this 
interpretation in a rule. See Interpretive Rule under the Advisers Act Affecting Broker-Dealers, Advisers 
Act Rel. No. 2652 (Sept. 24, 2007).

[44] One administrative law judge opinion appears to agree. Lawrence M. Labine, Init. Dec. Rel. No. 973 
(Mar. 2, 2016) (“It would be inconsistent with the remedial purposes of the Advisers Act to hold that [the 
adviser] could have “switched hats” and disclaimed the fiduciary duties of an adviser without giving 
notice to his clients.”).

[45] See Interpretive Rule under the Advisers Act Affecting Broker-Dealers, Advisers Act Rel. No. 2652 
(Sept. 24, 2007) at n.18. The issue of “hat switching” by broker-dealers and advisers played a role in the 
April 2015 consideration of fiduciary rules under ERISA by the Department of Labor in “The Effects of 
Conflicted Investment Adviser on Retirement Savings,” President’s Council of Economic Advisers 
(February, 2015).

[46] Citicorp, SEC Staff No-Action Letter (Sept. 14, 1986).

[47] Brent Neiser, SEC Staff No-Action Letter (Dec. 15, 1985).

[48] Registration Requirements for Foreign Broker-Dealers, Exchange Act Rel. No. 27017 (July 11, 1989) 
at n.126, and accompanying text. Under Rule 15a-6, a non-U.S. broker-dealer may, under certain 
conditions, effect transactions and provide research to certain institutional investors, intermediaries, and 
persons temporarily in the United States without registering under the Exchange Act.
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[49] Charterhouse Tilney, SEC Staff No-Action Letter (July 15, 1993); James Capel, SEC Staff No-
Action Letter (Dec. 6, 1989); Citicorp, SEC No-Action Letter (Sept. 14, 1986).

[50] See, e.g., Thomas v. Metropolitan Life Insurance Company, CIV-07-0121-F (W.D. Okla. 2009) 
(broker-dealer not acting as an adviser with respect to purchasers of a variable life insurance contract does 
not have a fiduciary obligation to disclose conflicts arising as a result of the method of compensating sales 
personnel).

[51] Section 211(g), as added by Section 913(g) of the Dodd-Frank Wall Street Reform and Consumer 
Protection Act, Pub. L. No. 111-203, 124 Stat. 1376 (2010) (Dodd-Frank Act).

52 Study on Investment Advisers and Broker-Dealers as Required by Section 913 of the Dodd-Frank Wall 
Street Reform and Consumer Protection Act.

[53] In 2013 the SEC issued a release requesting data on the costs and benefits on alternative approaches 
it could consider in exercising the new authority provided by Congress. Duties of Brokers, Dealers, and 
Investment Advisers, Advisers Act Rel. No. 3558 (Mar. 1, 2013).

[54] The communications must be “entirely impersonal and do no develop into the kind of fiduciary, 
person-to-person relationships that . . . are characteristic of investment adviser-client relationships.” 
“Factors that may be relevant to whether a newsletter may rely on the publishers’ exemption include the 
existence of authority over the funds of subscribers; decision-making authority to handle subscribers’ 
portfolios or accounts, or individualized, investment-related transactions with subscribers.” Weiss 
Research, Inc., et al., Advisers Act Rel. No. 2525 (June 22, 2006) (newsletter publisher deemed to be an 
investment adviser providing personalized investment advice whose “auto-trading” program sent signals 
to broker-dealer, which automatically traded subscriber/customer securities consistent with signals).

[55] Section 202(a)(11)(D). See Lowe v. SEC, 472 U.S. 181 (1985); SEC v. Gun Soo Oh Park, A/K/A 
Tokyo Joe, and Tokyo Joe’s Societe Anonyme Corp., 99 F. Supp. 2d 889 (N.D. Ill. 2000). If a publisher 
voluntarily registers under the Act, or is required to register as a result of some other advisory activity, the 
adviser is subject to all of the provisions of the Act and SEC rules with respect to the publication. See 
Advisers Act Rel. No. 870 (July 15, 1983) (Release 870); see also Vincent J. Cosentino, SEC Staff No-
Action Letter (Feb. 13, 1986).

[56] See, e.g., Gilbert L. Delugach, SEC Staff No-Action Letter (Sept. 18, 1986).

[57] Donald E. Kendrick, SEC Staff Letter (Oct. 30,1990). This approach is similar to the approach taken 
by the staff in the broker-dealer and professional exemptions discussed above. The availability of the 
exemption both to the columnist and the publisher of the publication is unclear, however, if a columnist 
were to provide personalized advice. 

[58] Section 202(a)(11)(E).

[59] The SEC staff has stated that advice about repurchase agreements collateralized by U.S. government 
securities does not fall within the exception. J.Y. Barry Arbitrage Mgmt., Inc., SEC Staff No-Action 
Letter (Oct. 18, 1989). See also Rauscher Pierce Refsnes, Inc., et al., Advisers Act Rel. No. 1863 (Apr. 6, 
2000).
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[60] Section 202(a)(11)(F) excluding rating agencies was added to the Act by the Credit Rating Agency 
Reform Act of 2006. Pub. L. No. 109-291, 120 Stat. 1327 (Sept. 29, 2006).

[61] See infra Section 0. of this outline for a discussion of “holding out.”

[62] Rule 202(a)(11)(G)-1(b) (defining “family office” for purpose of Section 202(a)(11)(G). Family 
offices that do not meet these conditions must register with the SEC unless another exemption is 
available. Rule 202(a)(11)(G)-1(e)(2). The SEC staff has issued FAQs that provide guidance on the 
application of the rule. https://www.sec.gov/divisions/investment/guidance/familyofficefaq.htm

[63] Rule 202(a)(11)(G)-1(d)(4).

[64] Rule 202(a)(11)(G)-1(d)(6). An appendix to the SEC release adopting the rule includes a chart 
illustrating how lineal descendants are determined. Family Offices, Advisers Act Rel. No. 3220 (June 22, 
2011), Annex A. The SEC has issued exemptive orders to a few family offices permitting them to remain 
unregistered notwithstanding providing advice to a close family member not identified in the rule. See, 
e.g., Duncan Family Office, Advisers Act Rel. No. 3867 (July 1, 2014) (notice) and 3882 ( July 29, 2014) 
(order).

[65] Rule 202(a)(11)(G)-1(d)(8). See Key Employee Trusts Under the Family Office Rule. IM Guidance 
Update, 2014-13 (Dec. 2014)

[66] Advisers Act Rel. No. 3220, note 67.

[67] Peter Adamson III, SEC Staff No-Action Letter (Apr. 3, 2012).

[68] Section 202(b).

[69] See Section III.B.3 of this outline for discussion of the foreign private adviser exemption.

[70] On June 12, 2007, the SEC held a “roundtable discussion” at which the possibility of revising its 
approach to mutual recognition was discussed. The SEC press release concerning the roundtable stated 
that “selective mutual recognition would involve the SEC permitting certain types of foreign financial 
intermediaries to provide services to U.S. investors under an abbreviated registration system, provided 
those entities are supervised in a foreign jurisdiction under a securities regulatory regime substantially 
comparable (but not necessarily identical) to that in the United States.”

[71] The SEC has not adopted any definition of “U.S. person” of general applicability under the Act. In 
connection with implementing provisions of the Dodd-Frank Act, it adopted two new rules that define the 
term for purposes of two new exemptions by reference to Regulation S under the Securities Act of 1933, 
except with respect to discretionary accounts. See Rule 203(m)-1(d)(8) and 202(a)(30)-1(c)(3). In 
addition, the SEC uses this definition of U.S. person in Form PF (glossary) and Form ADV (glossary), 
both by reference to Rule 203m-1.

[72] Note to Rule 202(a)(30)-1(c)(3)(i).

[73] Uniao de Bancos de Brasilerios, S.A., SEC Staff No-Action Letter (July 28, 1992) (Unibanco); 
Mercury Asset Mgmt., SEC Staff No-Action Letter (Apr. 16, 1993); Kleinwort Benson Investment Mgmt. 
Ltd., SEC Staff No-Action Letter (Dec. 15, 1993); Murray Johnstone Holdings Ltd., SEC Staff No-Action 
Letter (Oct. 7, 1994). To facilitate SEC monitoring the activities of a non-U.S. adviser that may affect its 
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U.S. clients, the letters impose certain conditions, including recordkeeping requirements, discussed infra 
at note 648. The SEC has adopted the staff approach. Advisers Act Rel. No. 3222, infra, note 117 at 
n.515.

[74] See Release 3221, infra note 90, at n.76. Gim-Seong Seow, SEC Staff No-Action Letter (Nov. 30, 
1987) (domestic adviser that provides advice to non-U.S. clients must register (unless an exemption is 
available) if it uses any U.S. jurisdictional means in connection with its advisory business). ; Double D. 
Mgmt., SEC Staff No-Action Letter (Dec. 30, 1982).

[75] Section 202(a)(11)(H). See, e.g., International Bank for Reconstruction and Development and 
International Development, Advisers Act Rel. Nos. 1955 (July 27, 2001) (notice) and 1971 (Sept. 4, 2001) 
(order) (declaring World Bank instrumentalities not to be investment advisers under the Act). Section 
202(a)(11)(H) was designated as Section 202(a)(11)(F) until 2006, and as 202(a)(11)(G) until 2010, when 
it was re-designated by the Dodd-Frank Act.
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Investment Company Act of 1940 Exemptions and Exceptions

Go to: What Is an Investment Company?   |   Exemptions under the Investment Company Act and Related 
Rules   |   How to Avoid Becoming an Inadvertent Investment Company
Maintained

by Cynthia Krus and Maximillian Licona, Eversheds Sutherland (US) LLP

This practice note (1) discusses the definitions of "investment company" in Sections 3(a)(1)(A) and 
3(a)(1)(C) (15 U.S.C. § 80a-3(a)(1)(A) and 15 U.S.C. § 80a-3(a)(1)(C), respectively) of the Investment 
Company Act of 1940, as amended (Investment Company Act), and certain other related definitions; (2) 
sets forth the most commonly relied upon exemptions and exceptions from registration under the 
Investment Company Act; and (3) provides guidance as to how a company may avoid being deemed an 
inadvertent investment company under the Investment Company Act.

The Investment Company Act, and the rules of the Securities and Exchange Commission (SEC) 
promulgated thereunder, regulate the activities of investment companies, that is, companies engaged in the 
business of investing in, trading, and holding securities. The Investment Company Act applies to 
traditional investment companies such as open-end management companies (often referred to as mutual 
funds), closed-end management companies, unit investment trusts, and business development companies, 
but the Investment Company Act may also apply to any company that invests or trades in securities, 
including a company engaged in operating activities. Subject to an available exception or exemption, as 
discussed in this practice note, companies deemed to be investment companies under the Investment 
Company Act must register with the SEC. For further discussion of registration under the Investment 
Company Act, see Investment Company Registration with the SEC. For more information on the types of 
investment companies, see Investment Company Classification and Operations.

The Investment Company Act extensively regulates the operations and organization of registered 
investment companies, as well as prescribing their public disclosure obligations. Certain activities of 
investment companies are also subject to regulation under the Securities Act of 1933, as amended 
(Securities Act), and the Securities Exchange Act of 1934, as amended (Exchange Act). See, e.g., Key 
Restrictions on Investment Companies. Because it is extremely difficult (if not impossible) for an 
operating company to comply with the requirements of the Investment Company Act, attorneys must be 
particularly aware of the circumstances under which their corporate clients may be deemed to be 
investment companies and of the available exceptions and exemptions from registration and regulation 
under the Investment Company Act.

What Is an Investment Company?

Section 3 of the Investment Company Act contains three definitions of "investment company." The 
definitions in Sections 3(a)(1)(A) and (C) are most commonly used today and are discussed below. The 
third definition, in Section 3(a)(1)(B) (15 U.S.C. § 80a-3(a)(1)(B)), provides that an issuer is an 
investment company if it issues "face-amount certificates," which are contracts between issuers and 
investors that guarantee future payment to the investor of a stated (face) amount in exchange for periodic 
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or lump sum payments from the investor. Because there are very few face-amount issuing companies 
today, this type of investment company is not discussed in this practice note.

The Section 3(a)(1)(A) Definition, or the "Subjective Test"

Section 3(a)(1)(A) provides that an investment company is an issuer that "is or holds itself out as being 
engaged primarily, or proposes to engage primarily, in the business of investing, reinvesting, or trading in 
securities."

This definition most clearly applies to traditional investment companies, such as mutual funds, that are 
generally in the business of issuing securities to raise capital with which to invest in securities, such as 
stocks and bonds, on behalf of their shareholders.

Elements of Section 3(a)(1)(A)

The first part of Section 3(a)(1)(A) provides that such issuer "is or holds itself out" as being, or proposing 
to be, an investment company. Accordingly, an issuer that publicly represents that it is an investment 
company is considered to "hold itself out" as one for purposes of the definition. However, a company may 
be an investment company within the meaning of Section 3(a)(1)(A) even if it does not "hold itself out" as 
such. In In Re Townsend Corp of America and Townsend Mgmt. Co. (1940 Act Release No. 4045), the 
SEC staff stated that a company that "proposes" to be an investment company by taking actions showing 
its desire to engage primarily in the business of investing in securities is considered an investment 
company for purposes of the definition.

The second part of this definition requires that the issuer be "engaged primarily" in the investment 
company business. The SEC applies a five-factor test to make this determination. The same test is used 
for the Section 3(b)(1) exception to the definition of investment company and is discussed below.

It is ordinarily clear when a company's primary business is investing, reinvesting, or trading in securities 
(e.g., a mutual fund). The phrase "in the business" means that a company is continuously engaging in 
investment activities. The mere act of holding or just owning securities is insufficient for purposes of this 
definition. See Int'l Mining Corp., 12 S.E.C. 174 (1942); United States Foil Co., 9 S.E.C. 22, (1941).

The Section 3(a)(1)(C) Definition

Section 3(a)(1)(C) defines an investment company as an issuer that

is engaged or proposes to engage in the business of investing, reinvesting, owning, holding, or trading 
in securities, and owns or proposes to acquire investment securities having a value exceeding 40 per 
centum of the value of such issuer's total assets (exclusive of government securities and cash items) 
on an unconsolidated basis.

Because this definition does not use the word "primarily," the issuer need only be engaged or proposing to 
engage in investment activities.

The 40% Test or the "Objective Test"

Questions as to investment company status arise much more often under the Section 3(a)(1)(C) definition 
than under the relatively straightforward definition in Section 3(a)(1)(A). Issuers that are not "engaged 
primarily" in the business of investing but hold more than 40% of their total assets in investment securities 
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may nevertheless be deemed to be "inadvertent investment companies" subject to regulation under the 
Investment Company Act.

Examples of inadvertent investment companies include the following:

• Young companies that invest heavily in research and development activities

• Companies that acquire a number of minority interests in other companies

• Companies that sell operating assets and temporarily invest the proceeds in securities

Elements of Section 3(a)(1)(C)

As noted above, to be considered an investment company under Section 3(a)(1)(C), a company must be 
engaged or propose to engage in the business of investing, reinvesting, owning, holding, or trading in 
securities. This has generally been interpreted to mean the same thing as "investing, reinvesting, or trading 
securities" as used as in Section 3(a)(1)(A), discussed above.

Investment Securities

A company must also own or propose to own "investment securities" with a value in excess of 40% of its 
total assets on an unconsolidated basis (the 40% test). An investment security is defined in Section 3(a)(2) 
of the Investment Company Act to include all securities except for:

1 Government securities

2 Securities issued by employees' securities companies

3 Voting securities issued by majority-owned subsidiaries of the owner that:

a. Are not investment companies—and—

b. Are not relying on the exception from the definition of investment company in Section 
3(c)(1) or 3(c)(7)

Issuers with subsidiaries having multiple classes of outstanding voting securities or organized as 
partnerships or limited liability companies will need to carefully analyze their ownership structures to 
determine if their subsidiaries are "majority-owned" for purposes of this test.

Government Securities

Government securities are excluded from the calculation of the company's total assets for purposes of 
Section 3(a)(1)(C). Section 2(a)(16) of the Investment Company Act (15 U.S.C. § 80a-2(a)(16)), defines a 
government security as "any security issued or guaranteed as to principal or interest by the United States, 
or by a person controlled or supervised by and acting as an instrumentality of the Government of the 
United States pursuant to authority granted by the Congress of the United States; or any certificate of 
deposit for any of the foregoing."

Obligations of the Government National Mortgage Association (GNMA, also known as Ginnie Mae), 
Federal National Mortgage Association (FNMA, also known as Fannie Mae), and the Federal Home Loan 
Mortgage Corporation (FHLMC, also known as Freddie Mac), and other obligations or federal home loan 
and land banks are considered government securities. See Federal Nat'l Mortgage Ass'n, 1971 SEC No-
Act. LEXIS 1048 (May 6, 1971); Financial Funding Group, Inc., 1982 SEC No-Act. LEXIS 2155 (Mar. 3, 
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1982); Federal Nat'l Mortgage Ass'n, SEC No-Act. (May 25, 1988); Federal Nat'l Mortgage Ass'n, 2002 
SEC No-Act. LEXIS 661 (July 12, 2002); Federal Home Loan Mortgage Corp., 2002 SEC No-Act. 
LEXIS 637 (July 12, 2002).

Securities Issued by Majority-Owned Subsidiaries

Securities issued by a "majority-owned subsidiary" that is not itself an investment company (other than a 
company excepted under Section 3(c)(1) or Section 3(c)(7)) are not considered investment securities, and 
are thus excluded from the 40% test calculation for the parent company.

Determining Value

The definition of "value" of securities, found in Section 2(a)(41) (15 U.S.C. § 80a-2(a)(41)) of the 
Investment Company Act, is, by its terms, applicable only to registered investment companies. The SEC's 
position is, however, that the definition also applies to determining the value of securities held by an 
operating company claiming an exemption from registration. See SEC v. Fifth Avenue Coach Lines, Inc., 
289 F. Supp. 3d (S.D.N.Y. 1968), aff'd, 435 F.2d 510 (2d Cir. 1970) and National Presto, discussed 
below.

Pursuant to this definition:

1 With respect to securities owned at the end of the last preceding fiscal quarter for which market 
quotations are readily available, securities are valued at their market value at the end of the 
quarter.

2 For other securities and assets owned at the end of the last preceding fiscal quarter, value means fair 
value at the end of such quarter, as determined in good faith by the company's board of directors.

3 For securities and assets acquired after the end of the last preceding quarter, value means the cost of 
the securities.

Cash Items

"Cash items" are excluded from the 40% test calculation—they are not "investment securities" and they 
are not counted among the issuer's total assets. This term is not defined in the Investment Company Act, 
but the SEC staff has identified the following as cash items:

• Cash, coins, paper currency, demand deposits with banks, timely checks of others (which are orders 
on banks to immediately supply funds), cashiers' checks, certified checks, bank drafts, money 
orders, travelers' checks, and letters of credit. See Certain Prima Facie Investment Companies, 
INVESTMENT COMPANY ACT OF 1940 Release No. 10937, 1979 SEC LEXIS 340 and 
National Presto.

In Willkie Farr & Gallagher 2000 SEC No-Act. LEXIS 916 (pub. avail. October 23, 2000), the SEC staff 
advised that money-market fund shares would be treated as cash items. Money-market funds are 
registered investment companies that invest in commercial paper and other short-term debt securities.

Conducting the 40% Test

The 40% test determination is made on an unconsolidated (or uncombined) basis, which means that an 
issuer must determine whether the securities it holds in its subsidiaries constitute investment securities. 
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An issuer must determine: (1) whether each entity in its corporate (or other) structure is a majority-owned 
(directly or indirectly) subsidiary and (2) for each majority-owned subsidiary, whether the subsidiary is 
itself an investment company or excepted from the definition of an investment company pursuant to either 
Section 3(c)(1) or 3(c)(7). If the answer to the first question is "yes" and to the second question is "no," 
the securities of that subsidiary held by the parent company will not be considered investment securities of 
the parent. Otherwise, the securities held by the issuer in the subsidiary will constitute investment 
securities of the issuer. This analysis should be performed for each entity in the corporate structure, 
starting from the lowest rung of subsidiaries and concluding with an analysis of the ultimate parent 
company.

The steps to take in determining the status of a company under the 40% test are as follows:

1 Obtain a current, unconsolidated balance sheet of the parent company, (i.e., reflecting the assets of 
each entity in the corporate structure at market or fair value as of the end of the most recent fiscal 
quarter). Assets acquired after the end of the most recent quarter should be valued at cost.

2 Categorize all assets into investment securities, government securities, cash items, and other assets.

3 Remove all government securities and all cash items from the balance sheet.

4 Determine the amount of investment securities by subtracting from total assets (less government 
securities and cash items) all assets that are not investment securities (e.g., property and 
equipment, investments in qualifying majority-owned subsidiaries).

5 Divide the amount of investment securities by the amount of total assets (i.e., investment securities 
plus non-investment securities and other assets, less government securities and cash items).

Related terms

Section 2(a)(22) of the Investment Company Act (15 U.S.C. § 80a-2(a)(22)) defines an "issuer" as "every 
person who issues or proposes to issue any security, or has outstanding any security which it has issued."

The definition of "security" In Section 2(a)(36) of the Investment Company Act (15 U.S.C. § 80a-
2(a)(36)) is similar to the definitions of "security" in the Securities Act and the Exchange Act. The SEC 
staff has, however, through a series of no-action letters, interpreted the definition very expansively to 
include instruments not ordinarily considered securities under the Securities Act or the Exchange Act. For 
example, promissory notes evidencing loans, certificates of deposit, and letters of credit have been 
deemed to be securities for purposes of the Investment Company Act.

Exemptions under the Investment Company Act and Related Rules

The Primarily Engaged Test: Section 3(b)(1) (15 U.S.C. § 80a-3(b)(1))

Under Section 3(b)(1), an issuer is not an investment company if it is "primarily engaged, directly or 
through a wholly owned subsidiary or subsidiaries, in a business or businesses other than that of investing, 
reinvesting, owning, holding, or trading in securities." This is the inverse of the Section 3(a)(1)(A) 
definition of investment company.

Whether an issuer is "primarily engaged" in a non-investment business is determined based on the five-
factor Tonopah Mining test, which, although first established by the SEC in response to a request for an 
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order under Section 3(b)(2) of the Investment Company Act (15 U.S.C. § 80a-3(b)(2)), has generally been 
applied to determinations made under Section 3(b)(1).

The Tonopah Mining factors are as follows:

• Historical development of the company

• Representations of policy by the company

• Activities of the company's officers and directors

• Nature of the company's assets

• Sources of the company's income

See In the Matter of Tonopah Mining Company of Nevada (July 22, 1947) 1947 SEC LEXIS 321.

These factors were applied in SEC v. National Presto Industries, Inc. 486 F.3d 305 (7th Cir. 2007). In that 
case, the SEC claimed that because Presto held more than 60% of its total assets in investment securities, 
it should be deemed an investment company. Presto historically sold and manufactured consumer items 
and munitions, but later sold much of its manufacturing business and contracted production to a third 
party. As a result of this sale, by 1998, 92% of its total assets were financial instruments. However, by 
2000 Presto had purchased two additional manufacturing plants. The Seventh Circuit concluded that 
Presto could rely on the Section 3(b)(1) exception because: (1) it had a continued history as an operating 
company; (2) it held itself out to investors as such; and (3) the majority of its gross income was derived 
from the sale of consumer goods and not investment securities.

Exemption by SEC Order—Section 3(b)(2) (15 U.S.C. § 80a-3(b)(2))

Section 3(b)(2) authorizes the SEC to, by order, exempt an issuer from the definition of an investment 
company by declaring that it is "primarily engaged in a business or businesses other than that of investing, 
reinvesting, owning, holding, or trading in securities either directly or through majority-owned 
subsidiaries or controlled companies conducting similar types of businesses." An issuer's good-faith 
application for an order entitles it to a 60-day exemption from investment company status, which the SEC 
may extend. If the SEC issues an order, the issuer will be exempt from investment company status until 
the SEC, in its discretion, revokes it.

Note: Section 3(b)(2) is more expansive than Section 3(b)(1) in that it permits an issuer to conduct a non-
investment business through majority-owned subsidiaries and controlled companies, whereas an issuer 
relying on Section 3(b)(1) must conduct its business solely through wholly owned subsidiaries. This often 
require issuers to request an order pursuant to Section 3(b)(2) rather than merely relying on section 
3(b)(1).

Section 3(b)(2) applications are analyzed using the Tonopah Mining five-factor test discussed above.

Majority Ownership and Control

Section 2(a)(24) of the Investment Company Act defines majority ownership as, in general, greater than 
50% ownership of the subsidiary's outstanding voting securities.

A company may still be under the "control" of a person (defined as a natural person or a company, see 
Investment Company Act Section 2(a)(28)) (15 U.S.C. § 80a-2(a)(28)), even if it is not majority-owned 
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by that person. Investment Company Act Section 2(a)(9) (15 U.S.C. § 80a-2(a)(9)), defines "control" as 
"the power to exercise a controlling influence over the management or policies of a company, unless such 
power is solely the result of an official position with such company." This section also establishes the 
following rebuttable presumptions:

• A person who beneficially owns, directly or indirectly, in excess of 25% of a company's outstanding 
voting securities shall be presumed to exercise control over that company

• A person who does not beneficially own, directly or indirectly, in excess of 25% of a company's 
outstanding voting securities shall be presumed not to exercise control over that company

• A natural person shall be presumed not to be a controlled person

These presumptions may be rebutted in an SEC order based on evidence that they should not apply. The 
SEC may also, at any time, revoke or modify a determination of control or lack of control such 
determination is no longer accurate.

Exemption by SEC Order—Section 6(c) (15 U.S.C. § 80a-6(c))

If a company does not qualify under Section 3(b)(1), and cannot successfully pursue a Section 3(b)(2) 
order, it may seek an order under Section 6(c) on the grounds that the facts and circumstances make it 
neither necessary nor appropriate for the company to be registered and regulated under the Investment 
Company Act and that such regulation is unnecessary for the protection of investors. The SEC issues 
numerous Section 6(c) orders every year regarding various provisions of the Investment Company Act.

Before issuing a Section 6(c) order, the SEC will examine whether it is "necessary or appropriate in the 
public interest and consistent with the protection of investors and the purposes fairly intended by the 
policy and provisions of the [Investment Company] Act." Although there is no definition of "public 
interest," the SEC will rely on Section 1(b) of the Investment Company Act when determining 
consistency with investor protection and the purposes of the Investment Company Act. Section 1(b) 
provides that the policies and purposes of the Investment Company Act are to mitigate and, to the extent 
feasible, eliminate the following:

• Insufficient disclosure relating to the character of an investment company's securities and the 
circumstances, policies, and financial responsibilities of the investment company and its 
management

• The operation of an investment company for the benefit of insiders, rather than all of its security 
holders

• Investment company issuance of securities with inequitable or discriminatory provisions, or which 
fail to protect the preferences and privileges of security holders

• Concentration or inequitable distribution of control of investment companies or irresponsible 
management

• The use by investment companies of unsound or misleading methods of maintaining reserves, 
computing earnings, and computing the asset value of their outstanding securities, or doing so 
without sufficient independent scrutiny

• Reorganization, inactivity, or changes in the character of an investment company without consent of 
the security holders
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• Excessive borrowing or excessive issuance of senior securities by investment companies, which 
unduly increases the speculative character of their junior securities

• Investment companies operating without adequate assets or reserves

The SEC will issue an order under this section depending on (1) the purposes of the specific section of the 
Investment Company Act from which an issuer has requested exemption, (2) "the evils against which such 
section is directed," and (3) the goal that the section is meant to achieve. Alleghany Corp., 37 S.E.C. 424, 
431 (Nov. 30, 1956). Retroactive exemptions may be granted, but are rare.

Orders granted under Section 6(c) will often require the company to adhere to certain conditions going 
forward. See, e.g., General Cinema Corporation 1991 SEC LEXIS 2966, (Feb. 7, 1991) (notice); In the 
Matter of General Cinema Corporation 1991 SEC LEXIS 315 (Feb. 27, 1991); and In the Matter of 
General Cinema Corporation 1991 SEC LEXIS 2379 (Oct. 24, 1991) (order).

For more information regarding Section 6(c) orders, see 1-7 Regulation of Investment Companies § 7.01 
(2016).

The 45% Test—Rule 3a-1 (17 C.F.R. 270.3a-1) and Rule 3a-3 (17 C.F.R. 270.3a-3)

Even if a company falls within the definition of an investment company under Section 3(a)(1)(C), it may 
still be exempt from registration and regulation under the Investment Company Act if it satisfies all of the 
following requirements:

1 No more than 45% of the value (as defined in Section 2(a)(41)) of such issuer's total assets 
(exclusive of government securities and cash items) consists of, and no more than 45% of such 
issuer's net income after taxes (for the last four fiscal quarters combined) is derived from, 
securities other than:

a. Government securities

b. Securities issued by employees' securities companies

c. Securities issued by majority-owned subsidiaries of the issuer (other than subsidiaries 
relying on the exclusion from the definition of investment company in Section 3(b)(3) or 
(c)(1)) which are not investment companies—and—

d. Securities issued by companies:

i. Which are controlled primarily by such issuer

ii. Through which such issuer engages in a business other than that of investing, 
reinvesting, owning, holding or trading in securities—and—

iii. Which are not investment companies

2 The issuer is not an investment company as defined in Section 3(a)(1)(A) or 3(a)(1)(B) and is not a 
special situation investment company.

3 The percentages described in paragraph (a) of this section are determined on an unconsolidated 
basis, except that the issuer shall consolidate its financial statements with the financial statements 
of any wholly owned subsidiaries.
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Counsel should note that there are important differences from the 40% test, discussed above, in that (1) 
Rule 3a-1 includes a net income threshold and (2) the 45% thresholds in Rule 3a-1 are calculated on an 
unconsolidated basis, except for any wholly owned subsidiaries.

Investment companies exempted by Rule 3a-1 are known as "prima facie investment companies" and 
typically include holding companies and industrial companies that have significant investments in the 
securities of companies they do not control (as defined in Section 2(a)(9), discussed above). A company is 
"controlled primarily" by the person who exercises the greatest amount of Section 2(a)(9) control over it.

Employees' securities companies are defined in Section 2(a)(13)(15 U.S.C. § 80a-2(a)(13)). Broadly, they 
include "any investment company or similar issuer," all of the outstanding securities (apart from short-
term paper) of which are owned by current and former employees of a single employer (or two or more 
affiliated employers), their immediate families, and/or the employer(s).

The SEC will generally not take a no-action position regarding the availability of the Rule 3a-1 safe 
harbor to a specific issuer. See Health Communications Services Inc., 1985 SEC No-Act. LEXIS 2214. 
(pub. avail. April 26, 1985).

Rule 3a-3 exempts issuers, all of whose outstanding securities (other than short-term paper, directors' 
qualifying shares, and debt securities owned by the U.S. Small Business Administration) are owned by a 
company that satisfies the requirements of Rule 3a-1 (discussed above) and at least one of the following:

• It is not an investment company pursuant to Section 3(a) of the Investment Company Act.

• It is an investment company pursuant to Section 3(a) of the Investment Company Act but is 
exempted by Section 3(b)(1) or (2).

• It is deemed not to be an investment company pursuant to Rule 3a-1.

Transient Investment Companies—Rule 3a-2 (17 C.F.R. 270.3a-2)

Rule 3a-2 exempts companies that have acquired investment securities or cash in excess of the 40% or 
45% threshold amounts discussed above (so-called "transient investment companies") from Investment 
Company Act registration and regulation for one year. To qualify, an issuer must have "a bona fide intent 
to be engaged primarily, as soon as is reasonably possible (in any event by the end of such one-year 
period of time), in a business other than that of investing, reinvesting, owning, holding or trading in 
securities…" An issuer's bona fide intent is evidenced by its business activities and an "appropriate 
resolution" of the board of directors (or equivalent action) that is recorded contemporaneously in the 
issuer's minute books. The exemption may be used only once in any three-year period.

The one-year exemption period begins to run from the earlier of "(a) [t]he date on which an issuer owns 
securities and/or cash having a value exceeding 50 percent of the value of such issuer's total assets on 
either a consolidated or unconsolidated basis, or (b) [t]he date on which an issuer owns or proposes to 
acquire investment securities (as defined in Section 3(a) of the Act) having a value exceeding 40 per 
centum of the value of such issuer's total assets (exclusive of government securities and cash items) on an 
unconsolidated basis." It is very important to note that the 50% threshold in the first test includes all 
securities, not just investment securities, and cash.

This exemption is particularly useful to companies that sell off significant assets, divisions, or 
subsidiaries, the proceeds of which can temporarily cause them to exceed the Section 3(a)(1)(C) threshold, 
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especially if there is no closely following acquisition. Counsel should be aware that the one-year 
exemption period commences on the date the issuer's securities and cash exceed 50% of its total assets, or 
on which it owns or proposes to acquire investment securities exceeding 40% of its total assets, which 
may be before management realizes that the threshold has been exceeded. It is thus extremely important 
for issuers that may be in this situation to closely monitor the composition of their assets. The SEC has, 
however, extended relief to some issuers who required additional time to further reduce the amount of 
their investment securities. See OnePoint Communications Corp. and OnePoint Communications, LLC, 
1998 SEC No-Act. LEXIS 639 (issuer's one-year period deemed to commence beginning on the date it 
could no longer rely on Section 3(c)(1) instead of date the 40% threshold was exceeded); For extended 
dates, see, e.g., In the Matter of COMCAST CABLEVISION OF PHILADELPHIA, INC., et al. One 
Belmont Avenue Bala Cynwyd, Pennsylvania 19004 ORDER PURSUANT TO SECTION 6(c) OF THE 
ACT GRANTING EXEMPTION FROM ALL PROVISIONS OF THE ACT, Inv. Co. Act Rel. No. 
13985 (June 12, 1984); In the Matter of CENTRAL OF KANSAS, INC. 802 N. Washington Junction 
City, Kansas 66441 ORDER PURSUANT TO SECTION 6(c) OF THE ACT GRANTING EXEMPTION 
FROM ALL PROVISIONS OF THE ACT, 1 Inv. Co. Act Rel. No. 13955 (May 21, 1984); In the Matter 
of TRILOGY COMPUTER DEVELOPMENT PARTNERS, LTD. and TRILOGY SYSTEMS 
CORPORATION 5150 Great America Parkway Santa Clara, California 94050 ORDER PURSUANT TO 
SECTION 6(c) OF THE ACT EXEMPTING APPLICANT FROM ALL PROVISIONS OF THE ACT, 
Inv. Co. Act Rel. No. 12541 (July 8, 1982).

Exemptions for Subsidiaries—Rule 3a-5 (17 C.F.R. 270.3a-5) and Section 3(b)(3) (15 U.S.C. § 80a-
3(b)(3))

Finance Subsidiaries

Rule 3a-5 exempts finance subsidiaries from being deemed investment companies. Rule 3a-5 also 
provides that the securities of a finance subsidiary held by its parent company will not be considered 
investment securities for purposes of determining the investment company status of the parent company.

A "finance subsidiary" is defined in Rule 3a-5 as any company that satisfies two criteria: (1) all of its 
securities (other than debt securities, qualifying non-voting preferred securities, and directors' qualifying 
shares), are owned by its parent company (or a company controlled by its parent company) and (2) the 
primary purpose of the subsidiary is to finance the business operations of its parent company (or 
companies controlled by its parent company). To qualify for the exemption, the "parent company" may 
not be an investment company (unless exempted under Section 3(b) or the rules promulgated under 
Section 3(a)(1)). If not incorporated in the United States, the parent company must be a foreign private 
issuer, as defined in Rule 3a-5, or a foreign bank or foreign insurance company (each as defined in Rule 
3a-6, 17 C.F.R. 270.3a-6). For a partnership or joint venture parent company, each partner or participant 
in the entity must the requirements described in the two preceding sentences. The terms "parent company" 
and a company "controlled" by a parent company are also defined in Rule 3a-5.

Rule 3a-5 requires that the subsidiary's securities be unconditionally guaranteed by the parent and the 
subsidiary invest or loan to its parent company or companies controlled by its parent company, at least 
85% of the proceeds received from sales of its securities no later than six months after receipt of the 
proceeds. In addition, the types of securities in which the subsidiary may invest are limited to government 
securities, securities issued by its parent company or companies controlled by its parent company, and 
debt securities exempted under Section 3(a)(3) of the Securities Act (15 U.S.C. § 77c(a)(3)). If the parent 
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company is a foreign bank, Rule 3a-5 permits, in lieu of the required parent company guarantee, issuance 
of an irrevocable letter of credit in favor of the holders of the debt securities or non-voting preferred stock 
of the finance subsidiary.

The SEC staff has clarified various aspects of the finance subsidiary exemption in a number of no-action 
letters. For example, see KDSM, Inc., Sinclair Capital, 1997 SEC No-Act. LEXIS 495 (February 21, 
1997) (discusses the terms of guaranteed preferred stock of a finance subsidiary offered to investors); 
Sony Capital Corporation, 1992 SEC No-Act. LEXIS 625 (April 27, 1992) (securities issued in a 
transaction exempt from registration under Section 4(a) of the Securities Act (15 U.S.C. § 77d) or 
pursuant to Regulation S (17 C.F.R. § 230.900 et seq.) under the Securities Act deemed not "issued to or 
held by the public"); Goldman, Sachs & Co., 1995 SEC No-Act. LEXIS 502 (April 27, 1995) (a business 
trust can fall within the definition of "finance subsidiary"); and Lehman Brothers, 1994 SEC No-Act. 
LEXIS 371 (March 8, 1994) (limited liability companies may be finance subsidiaries).

Wholly Owned Subsidiaries—Section 3(b)(3)

This section exempts any issuer, all the outstanding securities of which (other than short-term paper and 
directors' qualifying shares) are directly or indirectly owned by a company that is excepted from the 
definition of investment company under either Section 3(b)(1) or Section 3(b)(2).

This section is most useful to investment-focused subsidiaries of non-investment companies, such as 
Google Ventures. The parent company must maintain its status as a non-investment company for the 
subsidiary to continue to rely on this exemption.

The Private Investment Company Exemptions: Sections 3(c)(1) and 3(c)(7) (15 U.S.C. § 80a-3(c)(1) 
and 15 U.S.C. § 80a-3(c)(7))

TThe Investment Company Act exempts private investment companies (i.e., hedge funds, private equity 
funds, and venture capital funds), from the definition of an investment company in two ways: by the: (1) 
number and (2) type of security holders. Section 3(c)(1) exempts issuers having no more than 100 
beneficial owners of their outstanding securities. Section 3(c)(7) exempts issuers, all of whose securities 
are beneficially owned by "qualified purchasers." A company relying on either exemption may not make, 
or propose to make, a "public offering" of its securities.

Section 3(c)(1)

An entity is generally treated as a single security holder for purposes of Section 3(c)(1). Counsel should 
be aware, however, of the look-through provisions of Section 3(c)(1) under which each security holder of 
an entity that is: (1) at least a 10% beneficial owner of the issuer's securities (other than short-term paper) 
and (2) an investment company (or, but for Section 3(c)(1) or 3(c)(7), would be an investment company) 
is counted as a separate beneficial owner. As a result, a company that seemingly qualifies for the Section 
3(c)(1) exemption may not do so. For example, an issuer with 85 beneficial security holders, one of which 
is a 3(c)(1) company that owns 12% of the issuer's outstanding securities and has 25 beneficial security 
holders of its own, would be deemed to have more than 100 beneficial owners.

The SEC has clarified certain aspects of the look-through provisions of Section 3(c)(1). The SEC will 
look through entities that, irrespective of percentage ownership, are created or operated for the purpose of 
investing in a Section 3(c)(1) company. Additionally, if a reasonable investor would not see separate 
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3(c)(1) entities as materially different from each other, the SEC will integrate the companies and count the 
owners of both entities towards the 100-investor limit. See, e.g., Equitable Capital Management 
Corporation, 1992 SEC No-Act. LEXIS 84 (January 6, 1992). Entities that don't invest as a single unit 
(e.g., by permitting their investors to choose whether to invest in specified investments), will also be 
subject to the look-through rule. On the other hand, two companies formed to accommodate different 
types of investors (e.g., a domestic hedge fund open to U.S. investors and an offshore hedge fund open to 
non-U.S. and tax-exempt investors, or a 3(c)(1) fund and a 3(c)(7) fund), or to engage in different 
investment strategies, will not be integrated for purposes of Section 3(c)(1). See Shoreline Fund, L.P., 
1994 SEC No-Act. LEXIS 517 (Apr. 11, 1994); Pasadena Investment Trust, 1993 SEC No-Act. LEXIS 
135 (Jan. 22, 1993).

Section 3(c)(7)

A "qualified purchaser" is defined in Investment Company Act Section 2(a)(51) (15 U.S.C. § 80a-
2(a)(51)) as any of the following:

• A natural person owning at least $5 million in investments

• A family-owned company that owns at least $5 million in investments

• A trust not established for the purpose of acquiring the securities offered and whose settlors and 
other contributors are qualified purchasers

• Any person acting for its own account or for the account of other qualified purchasers, who owns 
and invests in aggregate not less than $25 million in investments

Counsel will ascertain qualified purchaser status prior to investment by distributing an investor 
questionnaire along with the subscription agreement. See Private Investment Fund/ Hedge Fund Investor 
Questionnaire for an example.

In addition, rules under the Investment Company Act establish several more types of qualified purchasers:

• Qualified Institutional Buyer (as defined in Rule 144A (17 C.F.R. § 230-144A) under the Securities 
Act) owning and investing at least $25 million in securities on a discretionary basis (along with 
government and employee benefit plans described in Rules 144A(a)(1)(D) and (E) and trusts 
described in Rule 144A(a)(1)(F), with certain conditions)—Rule 2a51-1(g)(1) (17 C.F.R. § 
270.2a-51-1(g)(1))

• Companies with only qualified purchasers as security holders—Rule 2a51-3(b) (17 C.F.R. § 270.2a-
51-3(b))

• Natural persons who are "knowledgeable employees" (in general, management, directors, policy-
making employees, and employees who participate in investment activities of the issuer) of an 
issuer relying on Section 3(c)(7)—Rule 3c-5 (17 C.F.R. § 270.3c-5). For a recent no-action letter 
discussing the requirements for knowledgeable employee status, see Managed Funds Association 
2014 SEC No-Act. LEXIS 307 (pub. avail. Feb. 6, 2014)

• Security holders in a Section 3(c)(7) company who received their securities from a qualified 
purchaser as a gift, a bequest, or pursuant to an agreement relating to a divorce or legal 
separation—Rule 3c-6 (17 C.F.R. § 270.3c-6)
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Rule 2a51-1 (17 CFR 270.2a51-1) provides generally that "investments" include securities that do not 
constitute control interests and, when held for investment purposes, real estate, commodity interests and 
physical commodities, and cash and cash equivalents. Investments are valued at fair market value or cost, 
after offsetting indebtedness.

Despite the absence from Section 3(c)(7) of a limitation on the number of permitted qualified purchasers, 
most issuers remain below 2,000 total security holders and 500 security holders, who are not accredited 
investors, to avoid having to register with the SEC under Section 12(g) of the Exchange Act (15 U.S.C. § 
78l(g)). Foreign issuers with fewer than 300 US security holders may exceed these thresholds or may 
otherwise be exempt from registration under Section 12(g). See Exchange Act Rule 12g3-2 (17 C.F.R. § 
240.12g3-2). For a discussion of this registration requirement, see Registration Requirements under 
Section 12 of the Exchange Act.

To allow participation by employees in a Section 3(c)(1) fund without exceeding the 100-person 
limitation—or in a Section 3(c)(7) fund by persons who are not qualified purchasers—an issuer may 
create, and apply under Section 6(b) to the SEC for an order exempting, an employees' security company. 
The employees' securities company (defined in Section 2(a)(13), discussed above) will invest either 
directly in the fund or alongside the fund (pursuant to the terms of the SEC order) and ownership of its 
shares will often be restricted to accredited investors. In such cases, counsel should ascertain accredited 
investor status of each potential investor in a 3(c)(7) company by providing an investor questionnaire 
along with the subscription agreement. For a form of investor questionnaire, see Private Investment Fund/ 
Hedge Fund Investor Questionnaire.

Private equity funds, hedge funds, and venture capital funds, all of which invest in the securities of other 
companies, typically rely on either Section 3(c)(1) or Section 3(c)(7) to avoid registration under the 
Investment Company Act.

Section 3(c)(1) and 3(c)(7) companies are not exempt from all regulation under the Investment Company 
Act. Section 12(d)(1)(A)(i) of the Investment Company Act (15 U.S.C. § 80a-12(d)(1)(A)(i)) provides 
that a registered investment company may not beneficially own more than 3% of an investment company 
(including a 3(c)(1) or 3(c)(7) company). See Key Restrictions on Investment Companies for details on 
this ownership ceiling.

Companies in the Business of Discounting, Sales Financing, Real Estate, and Structured Finance—
Section 3(c)(5) (15 U.S.C. § 80a-3(c)(5) and Rule 3a-7 (17 C.F.R. § 270.3a-7)

Section 3(c)(5) comprises three separate exemptions. To qualify for any of the exemptions, an issuer may 
not be "engaged in the business of issuing redeemable securities, face-amount certificates of the 
installment type or periodic payment plan certificates" and must be primarily engaged in one of the 
following businesses:

• Discounting. Acquiring notes, drafts, accounts receivable, etc., representing all or part of the sales 
price of merchandise, insurance, or services—Section 3(c)(5)(A).

• Sales financing. Making loans to manufacturers, wholesalers, retailers, and purchasers of 
merchandise, insurance, or services—Section 3(c)(5)(B).

• Real estate. Acquiring mortgages or other real estate liens and interests—Section 3(c)(5)(C).
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Section 2(a)(32) (15 U.S.C. § 80a-2(32)) of the Investment Company Act defines "redeemable security" 
as any security that entitles the holder to receive a proportionate share of the issuer's current net assets 
other than short-term paper. In addition, SEC no-action letters have further developed this definition:

SEC Guidance: "Redeemable Securities"

Redeemable Securities Not Redeemable Securities

Securities redeemable anytime on 30 days' notice. Securities redeemable at the option of any person other than the 
holder (e.g., the issuer).

Securities redeemable by the issuer's third-party agent. Securities redeemable anytime with 180 days' notice, provided that 
no withdrawals are permitted during the first six months following 
an investment in the trust, and no withdrawal requests will be 
honored if the trust has received a notice requiring it to honor a 
commitment to purchase long-term assets.

Securities redeemable by an unaffiliated third party. This is inferred 
from the SEC's discussion of the issue in general, rather than a 
specific no-action letter determination. See Supplemental Letter 
dated March 6, 1985, to SEC staff response in Shearson 
Lehman/American Express Inc., 1984 SEC No-Act. LEXIS 2927 
(pub. avail. Nov. 20, 1984).

To the extent the issuer has available liquid assets (provided that 
the issuer is not obligated to liquidate assets to pay redemptions), 
securities redeemable in the order received are not redeemable 
securities.

– Securities that entitle the holder to only the book value thereof, 
without regard to actual value.

– Limited rights of a partner to withdraw from a partnership.

– Share repurchase offers made by closed-end investment companies, 
provided they are made frequently.

– Grantor trust certificates that provide for periodic (e.g., monthly or 
quarterly) redemption according to specified conditions.

Discounting Companies—3(c)(5)(A)

To rely on this exemption a company must demonstrate "a direct nexus between the obligation being 
purchased and the sale of specific merchandise or services." See Royalty Pharma, 2010 SEC No-Act. 
LEXIS 461 (pub. avail. Aug. 13, 2010) citing New England Education Loan Marketing Corp. 1998 SEC 
No-Act. LEXIS 607 (pub. avail. May 22, 1998).

SEC no-action letters have permitted reliance on this exemption by issuers acquiring equipment leases, 
open accounts receivable, hotel/motel franchise rights fee receivables, airline receivables, bankers' 
acceptances for merchandise or services, promissory notes related to merchandise, student loan notes, and 
certain royalty receivables. Because the parameters of the exemption have been established primarily 
through no-action letters, an issuer acquiring assets not covered a specific letter should seek its own no-
action determination from the SEC staff.

Sales Financing Lenders—Section 3(c)(5)(B)

"Sales financing" refers to lending funds, typically by installment contract, to finance purchases of goods 
and services. In responding to no-action requests, the SEC staff has focused on the proposed use of the 
loan proceeds to determine whether a loan is related to sales financing. See Alleco, Inc., 1988 SEC No-
Act. LEXIS 921 (pub. avail. July 14, 1988).

No-action relief has been granted for loans used to finance retail store improvements, tractor dealer 
equipment sales, and educational services, and for equipment lease financings by pools and unit trusts.

Real Estate Companies—Section 3(c)(5)(C)
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The exemption provided by Section 3(c)(5)(C) is commonly relied on by companies involved in various 
aspects of real estate finance. It is essential to the operation of: real estate investment trusts (REITs); 
sellers of mortgage-backed securities; mortgage originators; acquirors of mortgages, mortgage-related 
loan participations, and mezzanine loans; and investors in GNMA-, FNMA-, or FHLMA-backed 
securities. An issuer need not, however, actively manage its investments to qualify for this exemption.

SEC no-action letters have defined the parameters of this exemption. The SEC has used an asset test to 
determine whether a company is "primarily engaged" in the real estate business required by this section. 
See HOME Investors Trust, 1988 SEC No-Act. LEXIS 1400 (pub. avail. Sept. 29, 1988). When an entity 
is engaged solely in the business of investing in real estate interests and at least 55% of its assets are 
mortgages or other liens on real estate interests, the exemption is available provided that the remainder of 
its assets are primarily invested in real estate interests. If 55% of the issuer's assets is mortgages and liens, 
then "primarily" invested in real estate interests requires that at least 25% of the remaining 45% of assets 
is invested in real estate interests. See United Bankers, Inc. 1988 SEC No-Act. LEXIS 426 (pub. avail. 
Mar 23, 1988) and California Dentists' Guild Real Estate Mortgage Fund II, 1990 SEC No-Act. LEXIS 39 
(pub. avail. Jan. 4, 1990)

What qualifies as an interest in real estate for purposes of this section has also been developed through 
SEC no-action letters. Fee and leasehold interests in real estate, notes fully secured by a mortgage on real 
estate only, second mortgages secured by real estate, "whole-pool" GNMA, FNMA, and FHLMC 
certificates (i.e., those representing an undivided interest in the entire pool of mortgages which back the 
certificates), and certain subordinate participations in first mortgage loans on commercial real estate have 
qualified for the exemption. No-action relief has been denied, though, to partial-pool GNMA certificates; 
limited partnership interests in a partnership primarily engaged in acquiring interests in real estate; and 
collateralized mortgages not used for developing, refinancing, or investing in the underlying real estate.

In 2011, the SEC sought public comment on the treatment of asset-backed issuers and REITs under the 
Investment Company Act but, to date, has not taken any further action. See Inv. Co. Act. Rel. No. 29778 
(Aug. 31, 2011) 2011 SEC LEXIS 3046.

Recently, however, the SEC staff has expressed a more expansive view of the Section 3(c)(5) exemption. 
In February 2018 the SEC staff provided no-action relief to an indirect subsidiary of a publicly traded 
REIT allowing it to treat trust certificates and notes obtained from securitization trusts as qualifying 
interests for purposes of Section 3(c)(5) because the securities were acquired as a direct result of engaging 
in the business of purchasing or otherwise acquiring whole mortgage loans. See Great Ajax Funding LLC 
2018 SEC No-Act. LEXIS 82. Similarly, in August 2019 the SEC staff provided no-action relief to a 
REIT allowing it to treat certain retained mortgage-servicing rights and cash proceeds from mortgage 
principal amortizations, interest payments and payoffs, as qualifying interests for purposes of Section 
3(c)(5). See Redwood Trust, Inc. 2019 SEC No-Act. LEXIS 366.

Structured Finance—Rule 3a-7 (17 CFR 270.3a-7)

Rule 3a-7 provides an exemption for issuers of asset-backed securities. To qualify for the exemption, an 
issuer may not issue redeemable securities and must be "engaged in the business of purchasing, or 
otherwise acquiring, and holding eligible assets (and in activities related or incidental thereto)." The 
exemption is widely used by issuers engaged in structured finance transactions. "Structured finance" 
refers to a very broad category of financial instruments used to meet the financing needs of larger 
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corporations, including asset-backed securities, hybrid securities (i.e., securities with both debt and equity 
characteristics), and collateralized debt obligations.

This rule requires that the issuer is engaged in the business of acquiring and holding "eligible assets," 
along with activities that support and further such acquisition and holding ("incidental" or "related" 
activities). "Eligible assets" include financial assets (fixed or revolving) that convert into cash within a 
finite period (e.g., credit card or automobile loan receivables), and rights or other assets designed to assure 
servicing or timely distribution of proceeds. Specific examples of eligible assets include equity interests, 
collateral, proceeds, or any asset that can be collateralized and is self-liquidating. Preferred stock with no 
set liquidation date and money market fund shares (with certain exceptions) are not eligible assets.

An issuer's acquisition or disposal of eligible assets must be effected pursuant to agreements or indentures 
governing the securities it issues and cannot be effected primarily to recognize gains or losses. 
Furthermore, any acquisition or disposal may not cause the rating of the issuer's securities to be 
downgraded.

An issuer may only issue securities that are:

• Non-redeemable. As defined in Section 2(a)(32) and discussed above.

• Fixed-income or primarily cash-flow-based. Interest-only and principal-only securities may be 
issued, but not residual interests for which too much of the return is contingent. For further 
information on residual interests, see Credit Enhancement in Securitizations.

• Highly rated. The securities must be rated in one of the top four long-term ratings categories (or a 
comparable short-term category) of a nationally recognized statistical ratings organization that is 
not affiliated with the issuer or with the issuance. Residual interests structured as debt securities 
may only be sold to qualified institutional buyers as defined in Rule 144A under the Securities Act 
or persons involved in the issuer's organization or operation. See Inv. Co. Act Rel. No. 19105, 
1992 SEC LEXIS 3086.

In addition, an issuer must appoint an independent trustee (who may not provide credit or credit 
enhancements to the issuer) and take reasonable steps to make sure the independent trustee has an 
ownership interest (or protected security interest) in eligible assets that generate sufficient cash flow to 
pay the holders of the securities issued by the issuer. Funds generated from the eligible assets for security 
holders must be held in a segregated account under the trustee's control.

Research and Development Companies—Rule 3a-8 (17 C.F.R. 270.3a-8)

Rule 3a-8 provides a safe harbor for research and development (R&D) companies. R&D companies often 
raise and invest significant amounts of capital before applying it to their R&D activities. R&D companies' 
principal asset, other than cash and securities, is often their intellectual property (IP) rights, and valuation 
of IP rights for Investment Company Act purposes can be difficult. As a result, R&D companies that 
invest their capital in securities risk being deemed inadvertent investment companies.

Rule 3a-8 exempts R&D companies that are not primarily engaged in, and do not hold themselves out as 
being engaged in, the business of investing, reinvesting, or trading in securities (determined by application 
of the five-factor Tonopah test, discussed above), and that satisfy the following requirements as to their 
expenses, net income, and investments:
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• R&D expenses. R&D expenses must be a "substantial percentage" of total expenses for the last four 
fiscal quarters combined.

• Investment expenses. Expenses for investment advisory and management activities must be no 
more than 5% of total expenses for the last four fiscal quarters combined.

• Net income. For the last four fiscal quarters combined, net income derived from investments in 
securities must not exceed twice the amount of R&D expenses.

• Investments. Investments in securities must be primarily capital preservation investments. No more 
than 10% of total assets may consist of other investments or, if at least 75% of such other 
investments are made pursuant to a collaborative research and development arrangement, no more 
than 25% of total assets may consist of other investments. This requirement must be evaluated "at 
all times the issuer seeks to rely on Rule 3a-8," rather than over the whole of the issuer's last four 
fiscal quarters. See Rule 3a-8(a)(4) (omitting "for the last four fiscal quarters combined" language 
used in Rule 3a-8(a)(1)–(3)) and Inv. Co. Act Rel. No. 26077 (June 16, 2003), available here.

Certain terms used in Rule 3a-8, including "collaborative research and development arrangement" and 
"research and development costs" are defined in Rule 3a-8. Although the term "substantial percentage" is 
not defined in Rule 3a-8, a 2007 no-action letter provides that an issuer with R&D expenses comprising 
20% of total expenses would satisfy this requirement. Cooley Godward Kronish LLP 2007 SEC No-Act. 
LEXIS 528. Other SEC guidance has clarified that capital preservation investments must present limited 
credit risk and that they will be reviewed in light of the facts and circumstances on a case-by-case basis. 
See Inv. Co. Act Rel. No. 26077 (June 16, 2003).

The board of directors (or equivalent) of an issuer relying on this rule must adopt a written investment 
policy for its capital preservation investments.

Additional Exemptions

U.S. and Foreign Banks, Insurance Companies, and Similar Entities—Section 3(c)(3) (15 U.S.C. § 80a-
3(c)(3)) and Rule 3a-6 (17 C.F.R. 270.3a-6)

Section 3(c)(3) exempts U.S. banks, insurance companies, savings and loan associations, building and 
loan associations, cooperative banks, homestead associations, and similar institutions, and any receiver, 
conservator, liquidator, liquidating agent, or similar official or person thereof; or any common trust fund 
or similar fund maintained by a bank exclusively for the collective investment and reinvestment of 
moneys contributed thereto by the bank, in its capacity as a trustee, executor, administrator, or guardian, 
from the definition of an investment company, subject to certain conditions on the use of, advertising for, 
sale of interests in, and fees charged by the fund. For example, a bank relying on this exemption may 
maintain a fund only for the purpose of administering trusts, estates, or other fiduciary accounts.

Foreign banks, foreign insurance companies, Canadian trust companies and loan companies, and U.K. 
building societies are exempted by Rule 3a-6. Rule 3a-6 requires essentially that these entities be 
regulated by their home country's government as such, be engaged primarily and predominantly in the 
business of banking (for banks) or insurance (as defined in Section 3(a)(8) of the Securities Act, 15 U.S.C. 
§ 77c(a)(8)) or reinsurance, and not be operated for the purpose of evading the provisions of the 
Investment Company Act.

Small loans, Industrial Banking, and Similar Businesses—Section 3(c)(4) (15 U.S.C. § 80a-3(c)(4))
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Section 3(c)(4) provides an exemption for an issuer substantially all of whose business is limited to 
making small loans, industrial banking, or similar businesses. In practice, the exemption is rarely used due 
to its extremely narrow application. "Small loans" is not defined, but includes small personal loans 
provided pursuant to state small loan laws. "Industrial banking" appears to be limited to financing 
agencies called "Morris Plan" operations, which provide personal financing services but not business 
financing services. "Similar businesses" covers credit unions and other specialized consumer financing 
agencies.

Exemption for Issuers with Section 3(c)(3),(4), or (5) Subsidiaries—Section 3(c)(6) (15 U.S.C. § 80a-
3(c)(6))

Companies that are primarily engaged in at least one of the businesses described in Sections 3(c)(3), (4), 
and (5) (discussed above), directly or through one or more majority-owned subsidiaries, are excepted by 
Section 3(c)(6) from the definition of investment company. An issuer may also rely on this section if it is 
engaged in one or more businesses other than the ones described in Sections 3(c)(3), (4) and (5), as long 
as at least 25% of its gross income in the last fiscal year came from at least one of the businesses 
described in those sections and such other businesses are not investing, reinvesting, owning, holding, or 
trading in securities.

The Section 3(c)(6) exemption is broader than Section 3(b)(1) in that an issuer may be engaged in 
business through majority-owned, rather than wholly owned, subsidiaries, but the exemption is limited to 
specified types of non-investment businesses, whereas Section 3(b)(1) is not.

Other specific exemptions

There are a number of other exemptions under the Investment Company Act available to certain specific 
types of companies and other entities, including, for example:

• Public utility holding companies

• Companies owning or holding oil, gas, or mineral interests

• Religious or charitable organizations

• Pension and profit-sharing plans

• Voting trusts which hold only a single non-investment company

• State-owned or -regulated entities

How to Avoid Becoming an Inadvertent Investment Company

Due to the severe consequences to an issuer of being deemed an inadvertent investment company, counsel 
to operating companies should consider the following:

• Hold the 40% line. Counsel should carefully monitor the percentage of the issuer's total assets 
comprising investment securities and advise the issuer if it too closely approaches the 40% 
threshold. This is particularly true for a company contemplating the sale of an operating division 
or other large capital asset, or taking minority equity positions in other companies. Familiarity 
with how the threshold is calculated and assets are valued, discussed above, is essential. The 
company's board of directors should be advised of the significant adverse implications of 



Investment Company Act of 1940 Exemptions and Exceptions

investment company status and kept current on the percentage of the company's assets represented 
by investment securities.

• Find an exception or exemption. The Investment Company Act and the rules promulgated 
thereunder provide numerous exemptions to registration and regulation under the Act. Counsel 
should analyze the company's business, corporate (or other) structure, assets and investments for 
potentially applicable exceptions and exemptions.

• Request no-action relief. In novel situations, or where existing no-action guidance does not provide 
sufficient assurance, counsel may wish to request no-action relief from the SEC staff of the 
Division of Investment Management. The SEC staff is typically non-adversarial in responding to 
no-action requests and will permit a company to withdraw a request if the requested relief cannot 
be granted.

• Apply for an order. The SEC has the power to issue an order exempting an issuer from registration 
and regulation under the Investment Company Act. Because preparing the necessary application 
(and, sometimes, requests for further information) can take a considerable amount of time, counsel 
should consider this option as early as possible if it is deemed necessary.

• Keep an eye on SEC guidance. Changes in look-through rules or asset calculation rules can have a 
significant impact. Counsel should carefully monitor SEC rule changes and interpretive guidance 
in light of a company's particular business, assets, investments, and structure.

Current as of: 08/09/2020
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INVESTMENT ADVISERS ACT OF 1940 

øReferences in brackets ø¿ are to title 15, United States Code¿ 

[As Amended Through P.L. 114–94, Enacted December 4, 2015] 

TITLE II—INVESTMENT ADVISERS 

FINDINGS 

SEC. 201. ø80b–1¿ Upon the basis of facts disclosed by the 
record and report of the Securities and Exchange Commission 
made pursuant to section 30 of the Public Utility Holding Company 
Act of 1935, and facts otherwise disclosed and ascertained, it is 
hereby found that investment advisers are of national concern, in 
that, among other things— 

(1) their advice, counsel, publications, writings, analyses, 
and reports are furnished and distributed, and their contracts, 
subscription agreements, and other arrangements with clients 
are negotiated and performed, by the use of the mails and 
means and instrumentalities of interstate commerce; 

(2) their advice, counsel, publications, writings, analyses, 
and reports customarily relate to the purchase and sale of se-
curities traded on national securities exchanges and in inter-
state over-the-counter markets, securities issued by companies 
engaged in business in interstate commerce, and securities 
issued by national banks and member banks of the Federal Re-
serve System; and 

(3) the foregoing transactions occur in such volume as sub-
stantially to affect interstate commerce, national securities ex-
changes, and other securities markets, the national banking 
system and the national economy. 

DEFINITIONS 

SEC. 202. ø80b–2¿ (a) When used in this title, unless the con-
text otherwise requires, the following definitions shall apply: 

(1) ‘‘Assignment’’ includes any direct or indirect transfer or 
hypothecation of an investment advisory contract by the as-
signor or of a controlling block of the assignor’s outstanding 
voting securities by a security holder of the assignor; but if the 
investment adviser is a partnership, no assignment of an in-
vestment advisory contract shall be deemed to result from the 
death or withdrawal of a minority of the members of the in-
vestment adviser having only a minority interest in the busi-
ness of the investment adviser, or from the admission to the 
investment adviser of one or more members who, after such 
admission, shall be only a minority of the members and shall 
have only a minority interest in the business. 
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(2) ‘‘Bank’’ means (A) a banking institution organized 
under the laws of the United States or a Federal savings asso-
ciation, as defined in section 2(5) of the Home Owners’ Loan 
Act, (B) a member bank of the Federal Reserve System, (C) 
any other banking institution, savings association, as defined 
in section 2(4) of the Home Owners’ Loan Act, or trust com-
pany, whether incorporated or not, doing business under the 
laws of any State or of the United States, a substantial portion 
of the business of which consists of receiving deposits or exer-
cising fiduciary powers similar to those permitted to national 
banks under the authority of the Comptroller of the Currency, 
and which is supervised and examined by State or Federal au-
thority having supervision over banks or savings associations, 
and which is not operated for the purpose of evading the provi-
sions of this title, and (D) a receiver, conservator, or other liq-
uidating agent of any institution or firm included in clauses 
(A), (B), or (C) of this paragraph. 

(3) The term ‘‘broker’’ has the same meaning as given in 
section 3 of the Securities Exchange Act of 1934. 

(4) ‘‘Commission’’ means the Securities and Exchange 
Commission. 

(5) ‘‘Company’’ means a corporation, a partnership, an as-
sociation, a joint-stock company, a trust, or any organized 
group of persons, whether incorporated or not; or any receiver, 
trustee in a case under title 11 of the United States Code, or 
similar official, or any liquidating agent for any of the fore-
going, in his capacity as such. 

(6) ‘‘Convicted’’ includes a verdict, judgment, or plea of 
guilty, or a finding of guilt on a plea of nolo contendere, if such 
verdict, judgment, plea, or finding has not been reversed, set 
aside, or withdrawn, whether or not sentence has been im-
posed. 

(7) The term ‘‘dealer’’ has the same meaning as given in 
section 3 of the Securities Exchange Act of 1934, but does not 
include an insurance company or investment company. 

(8) ‘‘Director’’ means any director of a corporation or any 
person performing similar functions, with respect to any orga-
nization, whether incorporated or unincorporated. 

(9) ‘‘Exchange’’ means any organization, association, or 
group of persons, whether incorporated or unincorporated, 
which constitutes, maintains, or provides a market place or fa-
cilities for bringing together purchasers and sellers of securi-
ties or for otherwise performing with respect to securities the 
functions commonly performed by a stock exchange as that 
term is generally understood, and includes the market place 
and the market facilities maintained by such exchange. 

(10) ‘‘Interstate commerce’’ means trade, commerce, trans-
portation, or communication among the several States, or be-
tween any foreign country and any State, or between any State 
and any place or ship outside thereof. 

(11) ‘‘Investment adviser’’ means any person who, for com-
pensation, engages in the business of advising others, either di-
rectly or through publications or writings, as to the value of se-
curities or as to the advisability of investing in, purchasing, or 
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3 Sec. 202 INVESTMENT ADVISERS ACT OF 1940 

1 Effective on July 21, 2011, section 409(a) of Public Law 111–203 amends section 202(a)(11) 
by striking ‘‘or (G)’’ and inserting the following: ‘‘; (G) any family office, as defined by rule, regu-
lation, or order of the Commission, in accordance with the purposes of this title; or (H)’’ (shown 
above). Such amendment probably should not have included a semicolon at the beginning of the 
inserted language. 

selling securities, or who, for compensation and as part of a 
regular business, issues or promulgates analyses or reports 
concerning securities; but does not include (A) a bank, or any 
bank holding company as defined in the Bank Holding Com-
pany Act of 1956, which is not an investment company, except 
that the term ‘‘investment adviser’’ includes any bank or bank 
holding company to the extent that such bank or bank holding 
company serves or acts as an investment adviser to a reg-
istered investment company, but if, in the case of a bank, such 
services or actions are performed through a separately identifi-
able department or division, the department or division, and 
not the bank itself, shall be deemed to be the investment ad-
viser; (B) any lawyer, accountant, engineer, or teacher whose 
performance of such services is solely incidental to the practice 
of his profession; (C) any broker or dealer whose performance 
of such services is solely incidental to the conduct of his busi-
ness as a broker or dealer and who receives no special com-
pensation therefor; (D) the publisher of any bona fide news-
paper, news magazine or business or financial publication of 
general and regular circulation; (E) any person whose advice, 
analyses, or reports relate to no securities other than securities 
which are direct obligations of or obligations guaranteed as to 
principal or interest by the United States, or securities issued 
or guaranteed by corporations in which the United States has 
a direct or indirect interest which shall have been designated 
by the Secretary of the Treasury, pursuant to section 3(a)(12) 
of the Securities Exchange Act of 1934, as exempted securities 
for the purposes of that Act; (F) any nationally recognized sta-
tistical rating organization, as that term is defined in section 
3(a)(62) of the Securities Exchange Act of 1934, unless such or-
ganization engages in issuing recommendations as to pur-
chasing, selling, or holding securities or in managing assets, 
consisting in whole or in part of securities, on behalf of oth-
ers;; 1 (G) any family office, as defined by rule, regulation, or 
order of the Commission, in accordance with the purposes of 
this title; or (H) such other persons not within the intent of 
this paragraph, as the Commission may designate by rules and 
regulations or order. 

(12) ‘‘Investment company’’, affiliated person, and ‘‘insur-
ance company’’ have the same meanings as in the Investment 
Company Act of 1940. ‘‘Control’’ means the power to exercise 
a controlling influence over the management or policies of a 
company, unless such power is solely the result of an official 
position with such company. 

(13) ‘‘Investment supervisory services’’ means the giving of 
continuous advice as to the investment of funds on the basis 
of the individual needs of each client. 

(14) ‘‘Means or instrumentality of interstate commerce’’ in-
cludes any facility of a national securities exchange. 
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4 Sec. 202 INVESTMENT ADVISERS ACT OF 1940 

(15) ‘‘National securities exchange’’ means an exchange 
registered under section 6 of the Securities Exchange Act of 
1934. 

(16) ‘‘Person’’ means a natural person or a company. 
(17) The term ‘‘person associated with an investment ad-

viser’’ means any partner, officer, or director of such invest-
ment adviser (or any person performing similar functions), or 
any person directly or indirectly controlling or controlled by 
such investment adviser, including any employee of such in-
vestment adviser, except that for the purposes of section 203 
of this title (other than subsection (f) thereof), persons associ-
ated with an investment adviser whose functions are clerical or 
ministerial shall not be included in the meaning of such term. 
The Commission may by rules and regulations classify, for the 
purposes of any portion or portions of this title, persons, in-
cluding employees controlled by an investment adviser. 

(18) ‘‘Security’’ means any note, stock, treasury stock, secu-
rity future, bond, debenture, evidence of indebtedness, certifi-
cate of interest or participation in any profit-sharing agree-
ment, collateral-trust certificate, preorganization certificate or 
subscription, transferable share, investment contract, voting- 
trust certificate, certificate of deposit for a security, fractional 
undivided interest in oil, gas, or other mineral rights, any put, 
call, straddle, option, or privilege on any security (including a 
certificate of deposit) or on any group or index of securities (in-
cluding any interest therein or based on the value thereof), or 
any put, call, straddle, option, or privilege entered into on a 
national securities exchange relating to foreign currency, or, in 
general, any interest or instrument commonly known as a ‘‘se-
curity’’, or any certificate of interest or participation in, tem-
porary or interim certificate for, receipt for, guaranty of, or 
warrant or right to subscribe to or purchase any of the fore-
going. 

(19) ‘‘State’’ means any State of the United States, the Dis-
trict of Columbia, Puerto Rico, the Virgin Islands, or any other 
possession of the United States. 

(20) ‘‘Underwriter’’ means any person who has purchased 
from an issuer with a view to, or sells for an issuer in connec-
tion with, the distribution of any security, or participates or 
has a direct or indirect participation in any such undertaking, 
or participates or has a participation in the direct or indirect 
underwriting of any such undertaking; but such term shall not 
include a person whose interest is limited to a commission 
from an underwriter or dealer not in excess of the usual and 
customary distributor’s or seller’s commission. As used in this 
paragraph the term ‘‘issuer’’ shall include in addition to an 
issuer, any person directly or indirectly controlling or con-
trolled by the issuer, or any person under direct or indirect 
common control with the issuer. 

(21) ‘‘Securities Act of 1933’’, ‘‘Securities Exchange Act of 
1934’’, and ‘‘Trust Indenture Act of 1939’’, mean those Acts, re-
spectively, as heretofore or hereafter amended. 

(22) ‘‘Business development company’’ means any company 
which is a business development company as defined in section 
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2(a)(48) of title I of this Act and which complies with section 
55 of title I of this Act, except that— 

(A) the 70 per centum of the value of the total assets 
condition referred to in sections 2(a)(48) and 55 of title I 
of this Act shall be 60 per centum for purposes of deter-
mining compliance therewith; 

(B) such company need not be a closed-end company 
and need not elect to be subject to the provisions of sec-
tions 55 through 65 of title I of this Act; and 

(C) the securities which may be purchased pursuant to 
section 55(a) of title I of this Act may be purchased from 
any person. 

For purposes of this paragraph, all terms in sections 2(a)(48) 
and 55 of title I of this Act shall have the same meaning set 
forth in such title as if such company were a registered closed- 
end investment company, except that the value of the assets of 
a business development company which is not subject to the 
provisions of sections 55 through 65 of title I of this Act shall 
be determined as of the date of the most recent financial state-
ments which it furnished to all holders of its securities, and 
shall be determined no less frequently than annually. 

(23) ‘‘Foreign securities authority’’ means any foreign gov-
ernment, or any governmental body or regulatory organization 
empowered by a foreign government to administer or enforce 
its laws as they relate to securities matters. 

(24) ‘‘Foreign financial regulatory authority’’ means any 
(A) foreign securities authority, (B) other governmental body or 
foreign equivalent of a self-regulatory organization empowered 
by a foreign government to administer or enforce its laws relat-
ing to the regulation of fiduciaries, trusts, commercial lending, 
insurance, trading in contracts of sale of a commodity for fu-
ture delivery, or other instruments traded on or subject to the 
rules of a contract market, board of trade or foreign equivalent, 
or other financial activities, or (C) membership organization a 
function of which is to regulate the participation of its mem-
bers in activities listed above. 

(25) ‘‘Supervised person’’ means any partner, officer, direc-
tor (or other person occupying a similar status or performing 
similar functions), or employee of an investment adviser, or 
other person who provides investment advice on behalf of the 
investment adviser and is subject to the supervision and con-
trol of the investment adviser. 

(26) The term ‘‘separately identifiable department or divi-
sion’’ of a bank means a unit— 

(A) that is under the direct supervision of an officer or 
officers designated by the board of directors of the bank as 
responsible for the day-to-day conduct of the bank’s invest-
ment adviser activities for one or more investment compa-
nies, including the supervision of all bank employees en-
gaged in the performance of such activities; and 

(B) for which all of the records relating to its invest-
ment adviser activities are separately maintained in or ex-
tractable from such unit’s own facilities or the facilities of 
the bank, and such records are so maintained or otherwise 
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6 Sec. 202 INVESTMENT ADVISERS ACT OF 1940 

2 Effective July 21, 2011, sections 402(a) and 770 of Public Law 111–203 provides for amend-
ments to insert new paragraphs (29)–(30) and a second paragraph (29), respectively (shown 
above). The second paragraph (29) that precedes subsection (b) probably should be redesignated 
as paragraph (31). 

accessible as to permit independent examination and en-
forcement by the Commission of this Act or the Investment 
Company Act of 1940 and rules and regulations promul-
gated under this Act or the Investment Company Act of 
1940. 
(27) The terms ‘‘security future’’ and ‘‘narrow-based secu-

rity index’’ have the same meanings as provided in section 
3(a)(55) of the Securities Exchange Act of 1934. 

(28) The term ‘‘credit rating agency’’ has the same mean-
ing as in section 3 of the Securities Exchange Act of 1934. 

(29) The term ‘‘private fund’’ means an issuer that would 
be an investment company, as defined in section 3 of the In-
vestment Company Act of 1940 (15 U.S.C. 80a–3), but for sec-
tion 3(c)(1) or 3(c)(7) of that Act. 

(30) The term ‘‘foreign private adviser’’ means any invest-
ment adviser who— 

(A) has no place of business in the United States; 
(B) has, in total, fewer than 15 clients and investors 

in the United States in private funds advised by the in-
vestment adviser; 

(C) has aggregate assets under management attrib-
utable to clients in the United States and investors in the 
United States in private funds advised by the investment 
adviser of less than $25,000,000, or such higher amount as 
the Commission may, by rule, deem appropriate in accord-
ance with the purposes of this title; and 

(D) neither— 
(i) holds itself out generally to the public in the 

United States as an investment adviser; nor 
(ii) acts as— 

(I) an investment adviser to any investment 
company registered under the Investment Com-
pany Act of 1940; or 

(II) a company that has elected to be a busi-
ness development company pursuant to section 54 
of the Investment Company Act of 1940 (15 U.S.C. 
80a–53), and has not withdrawn its election. 

(29) 2 The terms ‘‘commodity pool’’, ‘‘commodity pool oper-
ator’’, ‘‘commodity trading advisor’’, ‘‘major swap participant’’, 
‘‘swap’’, ‘‘swap dealer’’, and ‘‘swap execution facility’’ have the 
same meanings as in section 1a of the Commodity Exchange 
Act (7 U.S.C. 1a). 
(b) No provision in this title shall apply to, or be deemed to in-

clude, the United States, a State, or any political subdivision of a 
State, or any agency, authority, or instrumentality of any one or 
more of the foregoing, or any corporation which is wholly owned di-
rectly or indirectly by any one or more of the foregoing, or any offi-
cer, agent, or employee of any of the foregoing acting as such in the 
course of his official duty, unless such provision makes specific ref-
erence thereto. 
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7 Sec. 203 INVESTMENT ADVISERS ACT OF 1940 

3 Section 303(d) of the National Securities Markets Improvment Act of 1996 (P.L. 104–290; 
110 Stat. 3438) amended section 203 of the Investment Advisers Act of 1940 by striking ‘‘sub-
section (b) of this section’’ and inserting ‘‘subsection (b) and section 203A’’. This compilation re-
flects this amendment even though the italicized words were not in the underlying law at the 
time of the amendment. 

4 See also 7 U.S.C. 2, 2a, 6m. øPrinted in appendix to this volume.¿ 

(c) CONSIDERATION OF PROMOTION OF EFFICIENCY, COMPETI-
TION, AND CAPITAL FORMATION.—Whenever pursuant to this title 
the Commission is engaged in rulemaking and is required to con-
sider or determine whether an action is necessary or appropriate 
in the public interest, the Commission shall also consider, in addi-
tion to the protection of investors, whether the action will promote 
efficiency, competition, and capital formation. 

REGISTRATION OF INVESTMENT ADVISERS 

SEC. 203. ø80b–3¿ (a) Except as provided in subsection (b) and 
section 203A 3, it shall be unlawful for any investment adviser, un-
less registered under this section, to make use of the mails or any 
means or instrumentality of interstate commerce in connection 
with his or its business as an investment adviser. 4 

(b) The provisions of subsection (a) shall not apply to— 
(1) any investment adviser, other than an investment ad-

viser who acts as an investment adviser to any private fund, 
all of whose clients are residents of the State within which 
such investment adviser maintains his or its principal office 
and place of business, and who does not furnish advice or issue 
analyses or reports with respect to securities listed or admitted 
to unlisted trading privileges on any national securities ex-
change; 

(2) any investment adviser whose only clients are insur-
ance companies; 

(3) any investment adviser that is a foreign private ad-
viser; 

(4) any investment adviser that is a charitable organiza-
tion, as defined in section 3(c)(10)(D) of the Investment Com-
pany Act of 1940, or is a trustee, director, officer, employee, or 
volunteer of such a charitable organization acting within the 
scope of such person’s employment or duties with such organi-
zation, whose advice, analyses, or reports are provided only to 
one or more of the following: 

(A) any such charitable organization; 
(B) a fund that is excluded from the definition of an 

investment company under section 3(c)(10)(B) of the In-
vestment Company Act of 1940; or 

(C) a trust or other donative instrument described in 
section 3(c)(10)(B) of the Investment Company Act of 1940, 
or the trustees, administrators, settlors (or potential set-
tlors), or beneficiaries of any such trust or other instru-
ment; 
(5) any plan described in section 414(e) of the Internal 

Revenue Code of 1986, any person or entity eligible to establish 
and maintain such a plan under the Internal Revenue Code of 
1986, or any trustee, director, officer, or employee of or volun-
teer for any such plan or person, if such person or entity, act-
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www.sec.gov /investment/fast-answers/divisionsinvestmentinvcoreg121504

Investment Company Registration and Regulation Package

Feb. 19, 2013

This Investment Company Registration and Regulation Package (“Package”) contains general information
about investment companies (e.g., mutual funds, closed-end funds, and unit investment trusts) and supersedes
the “Investment Company Registration Package” that was previously distributed in a printed format. Due to
continuous changes in the federal securities laws, we no longer print the Investment Company Registration
Package in hard copy. All of the information that was contained in the prior version, however, is now available
through hyperlinks to Internet web sites, which are provided below. Further, SEC publications are available from
the SEC’s Publications Office by calling (202) 551-4040.

Important Note about the Scope of the Information Provided in this Package

This Package is intended to serve as a general guide only. It is not a comprehensive manual on the regulation
of investment companies, investment company service providers, or related entities. This Package is not
intended to provide formal or binding legal advice of the Commission or the staff and is not a substitute for, and
may not be relied on instead of, the actual federal securities laws and the advice of legal counsel. If you intend
to start an investment company, or have legal questions regarding the regulation of investment companies or
similar companies, you must consult the applicable statutes and rules. Frequently, you also will need to consult
interpretive guidance (e.g., legislative history, Commission releases, and no-action letters). We further
recommend that you consult with an attorney and with a certified public accountant with experience under the
federal securities laws. This Package was prepared by the SEC staff. The Commission has expressed no views
regarding its content.

If you have questions or comments about this Package or the information in the listed web sites, please
telephone us at (202) 551-6865, or E-mail us at IMOCC@sec.gov.

An Introduction to the Regulation of Investment Companies
The Securities and Exchange Commission (“SEC” or “Commission”) is the primary regulator of investment
companies and investment advisers. The Division of Investment Management of the SEC has prepared this
Package as a general guide to the principal federal securities laws and regulations governing investment
companies.

The primary law that governs investment companies is the Investment Company Act of 1940 (the “Investment
Company Act”). The SEC has adopted various regulations under the Investment Company Act that further
govern investment company operations. These regulations are published in Title 17 of the Code of Federal
Regulations (“CFR”), Part 270.

Generally, persons who manage the portfolios of registered investment companies must register with the
Commission as investment advisers under the Investment Advisers Act of 1940 (the “Advisers Act”). See
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General Information on the Regulation of Investment Advisers. The Advisers Act, and regulations adopted by
the Commission under the Investment Advisers Act, govern registered investment advisers. The regulations are
published in 17 CFR, Part 275.

Investment companies are also subject to other federal securities laws (e.g., the Securities Act of 1933 (the
“Securities Act”) and the Securities Exchange Act of 1934). The SEC has also adopted various regulations
generally applicable to investment companies under these laws.

Regulations under the Investment Company Act and the other federal securities laws are amended from time to
time. You can find SEC proposed regulations and newly amended or adopted regulations in releases published
by the Commission.

What is an Investment Company?
Section 3(a)(1) of the Investment Company Act defines an “investment company” for purposes of the federal
securities laws. Section 3(a)(1)(A) of the Investment Company Act defines an investment company as an issuer
which is or holds itself out as being engaged primarily, or proposes to engage primarily, in the business of
investing, reinvesting or trading in “securities.” See Section 2(a)(36) of the Investment Company Act of the
Investment Company. Section 3(a)(1)(C) of the Investment Company Act defines an investment company as an
issuer that is engaged or proposes to engage in the business of investing, reinvesting, owning, holding or
trading in securities, and owns or proposes to acquire “investment securities” having a value exceeding 40
percent of the value of its total assets (exclusive of government securities and cash items) on an
unconsolidated basis. See Section 3(a)(2) of the Investment Company Act.

Investment companies are classified as management companies, unit investment trusts, or face-amount
certificate companies. See Section 4 of the Investment Company Act.

(a) Management companies usually are structured as corporations or trusts. A management company’s board
of directors (or trustees) oversees the management of the company. See Section 2(a)(12) of the Investment
Company Act. A management company’s investment adviser (which is typically a separate entity, registered
with the Commission) manages the company’s portfolio securities for a fee. See Section 2(a)(20) of the
Investment Company Act.

Management companies are divided into open-end companies and closed-end companies. See Section 5(a) of
the Investment Company Act. Management companies are further classified as “diversified” or “non-diversified”
funds based on the composition of their assets. See Section 5(b) of the Investment Company Act.

Open-end companies (“mutual funds”) are management investment companies that offer or have
outstanding redeemable securities of which they are the issuers. See Section 5(a)(1) of the Investment
Company Act. The term “redeemable security” is defined in Section 2(a)(32) of the Investment Company
Act. Mutual funds hold a portfolio of securities, typically managed by an investment adviser. Mutual funds
generally offer an unlimited number of their shares to the public on a continuous basis.
 Closed-end companies (“closed-end funds”) also hold a portfolio of securities managed by an investment
adviser and include all management investment companies that do not issue redeemable securities. They
usually offer to the public a fixed number of non-redeemable securities. See Section 5(a)(2) and Section
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23 of the Investment Company Act. Closed-end fund shares typically trade in the secondary market,
usually on stock exchanges.
 

Interval funds are a category of closed-end funds that differ from traditional closed-end funds
because their securities are subject to periodic repurchase offers by the interval fund at net asset
value. Interval funds also may differ from traditional closed-end funds by offering their shares
continuously at net asset value. See Rule 23c-3 under the Investment Company Act).
 
Business development companies (“BDCs”) are a category of closed-end funds that are operated
for the purpose of making investments in small and developing businesses and financially troubled
businesses. See Section 2(a)(46) of the Investment Company Act. BDCs make available significant
managerial assistance to those portfolio companies. See Section 2(a)(48) of the Investment
Company Act. BDCs are provided greater flexibility under the Investment Company Act than are
other investment companies in dealing with their portfolio companies, issuing securities, and
compensating their managers. See Sections 54 through 65 of the Investment Company Act. In
addition, BDCs are not required to register as investment companies under the Investment
Company Act. They are, however, required to register their securities under the Securities
Exchange Act of 1934. See also Adoption of Permanent Notification Forms for Business
Development Companies; Statement of Staff Position, SEC Release No. IC-12274 (Mar. 5, 1982),
and Interim Notification Forms for Business Development Companies, SEC Release No. IC-11703
(Mar. 26, 1981), for a discussion of the regulatory system applicable to BDCs.

(b) Unit investment trusts (“UITs”) are investment companies that do not have a board of directors, corporate
officers, or an investment adviser. They generally invest in a relatively fixed portfolio of securities. UITs typically
offer to the public a specific, fixed number of redeemable securities (or “units”). UIT sponsors may maintain a
secondary market for trading UIT units after the initial public offering. See Sections 4(2) and Section 26 of the
Investment Company Act.

(c) Face-amount certificate companies are investment companies that are engaged or propose to engage in the
business of issuing face-amount certificates of the installment type, or which have been engaged in such
business and have any such certificates outstanding. See Section 3(a)(1)(B) and Section 4(1) of the Investment
Company Act. The term “face-amount certificate” is defined in Section 2(a)(15) of the Investment Company Act.
There are only a few face-amount certificate companies in existence today.

A relatively new type of investment company is an exchange-traded fund (“ETF”): an investment company that
is registered under the Investment Company Act either as an open-end fund or as a UIT. See SEC Concept
Release: Actively Managed Exchange-Traded Funds, SEC Release No. IC-25258 (Nov. 8, 2001) for a
discussion of the background of ETFs.

What is Not Regulated as an Investment Company?
Investment pools that do not meet the definition of “investment company” in Section 3(a) of the Investment
Company Act because, for example, they do not invest in securities (e.g., commodity pools that do not hold or
invest in securities) are not investment companies and, therefore, are not regulated as investment companies
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under the Investment Company Act. (Such issuers may, however, be required to register their securities under
the Securities Act.)

The Investment Company Act also specifically excludes certain investment pools from the definition of
“investment company.” The Investment Company Act also exempts from regulation under the Investment
Company Act a number of investment pools and entities. If an issuer falls within one of these exclusions or
exemptions, it may not register as an investment company with the Commission. For example:

Section 2(b) of the Investment Company Act exempts certain governments, government agencies, and
instrumentalities from the provisions of the Investment Company Act.

Section 3(b)(1) of the Investment Company Act excludes some issuers from the definition of investment
company if they are primarily engaged in a business other than investing, reinvesting, holding or trading
securities.

Section 3(b)(2) of the Investment Company Act provides that the Commission may exclude some issuers from
the definition of investment company if the Commission, upon application by the issuer, finds and by order
declares the issuer to be primarily engaged in a business other than that of investing, reinvesting, owning,
holding, or trading in securities either directly or through majority-owned subsidiaries or through controlled
companies conducting similar businesses.

Section 3(c) of the Investment Company Act excludes certain other issuers from the definition of investment
company. These issuers include, for example, broker-dealers, charitable organizations, pension plans, and
church plans. Two exceptions under Section 3(c) of the Investment Company Act are discussed in more detail
below under “Private Investment Companies.”

Section 6 of the Investment Company Act exempts certain investment companies from the provisions of the
Investment Company Act, such as investment companies organized or otherwise created under the laws of,
and having their principal office and place of business in Puerto Rico, the Virgin Islands, or any other
possession of the United States, whose securities are not offered or sold except in the jurisdiction in which the
investment company is organized. Further, Section 6(c) of the Investment Company Act provides the
Commission with broad authority to exempt persons, securities or transactions from any provision of the
Investment Company Act, or the regulations thereunder, if and to the extent that such exemption is in the public
interest and consistent with the protection of investors and the purposes fairly intended by the policy and
provisions of the Investment Company Act. See Commission Policy and Guidelines for Filing of Applications for
Exemption, SEC Release No. IC-14492 (Apr. 30, 1985) (available by contacting the Commission’s Publication
Unit at (202) 942-4040). Issuers that are not subject to the Investment Company Act must consider whether
they may be subject to any obligations under the other federal securities laws.

Investment Clubs. Investment clubs may not be investment companies at all. An investment club is a group of
people who pool their money and invest it in securities. Each person in the investment club holds a membership
interest in the pool. If every member in an investment club actively participates in deciding what investments to
make, the membership interests in the club may not be considered securities as defined in the Investment
Company Act. If the investment club has any passive members, however, it may be issuing securities and
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should consider its regulatory obligations under the Investment Company Act and other federal securities laws.
Also, investment clubs that do not invest in securities are not investment companies.

Private Investment Companies
Many companies rely on one of the exceptions from the definition of investment company set forth in Section
3(c)(1) and Section 3(c)(7) of the Investment Company Act. These companies are commonly known as “private
investment companies.” Some private investment companies are commonly known as “hedge funds.” See Staff
Report to the U.S. Securities and Exchange Commission: Implications of the Growth of Hedge Funds (2003).

Section 3(c)(1) excepts from the definition of investment company any issuer whose outstanding securities
(other than short-term paper) are beneficially owned by not more than one hundred persons and that is not
making and does not at that time propose to make a public offering of such securities.

Section 3(c)(7) excepts from the definition of investment company any issuer whose outstanding securities are
owned exclusively by persons who, at the time of acquisition of such securities, are qualified purchasers and
that is not making and does not at that time propose to make a public offering of such securities. The term
“qualified purchaser” is defined in Section 2(a)(51) of the Investment Company Act.

The term “public offering,” as used in Section 3(c)(1) and Section 3(c)(7) of the Investment Company Act, has
the same meaning that it has in Section 4(2) of the Securities Act. See Nonpublic Offering Exemption, SEC
Release No. 33-4552 (Nov. 6, 1962), for a discussion of the private offering exemption. See also Use of
Electronic Media, SEC Release No. 33-7856 (Apr. 28, 2000); Use of Internet Web Sites to Offer Securities,
Solicit Securities Transactions, or Advertise Investment Services Offshore, SEC Release No. 33-7516 (Mar. 23,
1998).

Many private investment companies offer their shares pursuant to Rule 506 of Regulation D under the
Securities Act.  Rule 506 is a “safe harbor,” which means that an offering that complies with the requirements of
Rule 506 will not be considered a public offering within the meaning of Section 4(2) of the Securities Act. 
Regulations under the Securities Act, including Rule 506, are published in Title 17 of the CFR, Part 230.  For
questions about the scope and application of Section 4(2) and Rule 506, contact the Division of Corporation
Finance of the SEC at SmallBusiness@SEC.gov.

Registration Requirements
If an investment company is organized or otherwise created under the laws of the United States or of a State,
meets the definition of an investment company, and cannot rely on an exception or an exemption from
registration, generally it must register with the Commission under the Investment Company Act and must
register its public offerings under the Securities Act. Issuers that are excluded or exempted from the definition of
investment company should consider whether they may be subject to obligations under the other federal
securities laws.

An investment company that is organized or otherwise created under the laws of a foreign country may not
register as an investment company, or publicly offer its securities through interstate commerce in the United
States, unless the company applies to the Commission for an order permitting the company to register under
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the Investment Company Act, and to make a public offering in the United States. The Commission may issue an
order granting the application if the Commission finds that, by reason of special circumstances or
arrangements, it is both legally and practically feasible effectively to enforce the provisions of the Investment
Company Act against the company, and further finds that granting the application is otherwise consistent with
the public interest and the protection of investors. See Section 7(d) of the Investment Company Act. Foreign
investment companies, however, generally find it difficult or undesirable to meet this standard because foreign
regulatory schemes differ significantly from the Investment Company Act.

Registration Forms
To register with the Commission as an investment company, an issuer first must file a notification of registration
pursuant to Section 8(a) of the Investment Company Act. See Form N-8A. Within three months after filing a
notification of registration, an investment company must file a registration statement with the Commission on
the appropriate form. See Section 8(b) of the Investment Company Act, and Rule 8b-5 thereunder.

The following is a list of forms most commonly used by issuers to register as investment companies under the
Investment Company Act and/or to register their securities under the Securities Act:

Form N-1A (Registration form for mutual funds).

Form N-2 (Registration form for closed-end funds).

Form N-3 (Registration form for separate accounts that offer variable annuity contracts that are registered under
the Investment Company Act as management investment companies. The term “separate account” is defined in
Section 2(a)(37) of the Investment Company Act.).

Form N-4 (Registration form for separate accounts that offer variable annuity contracts that are registered under
the Investment Company Act as UITs).

Form N-6 (Registration form for separate accounts that offer variable life insurance policies that are registered
under the Investment Company Act as UITs).

See Securities and Exchange Commission Forms List for a complete list of investment company forms, and
other SEC forms.

How to File Forms with the Commission
Investment companies must file most forms electronically, using the Commission’s Electronic Data Gathering
and Retrieval system (“EDGAR”). Information about how to make filings on EDGAR is available on the
Commission’s web page, or by contacting EDGAR Filer Support at (202) 551-8900.

Registration Fees
Registration fees for investment companies are calculated pursuant to Section 6(b) of the Securities Act.
Closed-end funds pay their registration fees prior to the effective date of their registration statements. Mutual
funds and UITs, however, are not required to pay registration fees when they initially file their registration
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statements. Under Section 24(f) of the Investment Company Act, mutual funds and UITs register an indefinite
amount of securities under the Securities Act when their initial registration statements become effective. Mutual
funds and UITs are required to file annual notices on Form 24F-2 with information about the number and
amount of securities sold and redeemed in the past fiscal year, and must pay their filing fees with their annual
notices.

Other Requirements

Commission and Shareholder Reports

After registering with the Commission, investment companies periodically must file certain reports with the
Commission and send certain reports to their shareholders. For example, registered management investment
companies must file Form N-CSR within ten days after the transmission to shareholders of any annual or semi-
annual report that is required to be transmitted to shareholders pursuant to Rule 30e-1 under the Investment
Company Act.

Minimum Capital Requirements

Investment companies are subject to minimum capital requirements. No registered investment company and no
principal underwriter of a registered investment company may publicly offer an investment company’s shares
unless the investment company meets the applicable minimum capital requirements. See Section 14(a) of the
Investment Company Act. This capital must be provided with a bona fide investment purpose, without any
present intention to dispose of the investment, and must not be loaned or advanced to the investment company
by its promoters.

State Regulation of Investment Companies

The activities of investment companies generally are not regulated by the states. States may, however, require
investment companies to file notices with them and pay filing or registration fees. Information about state
securities laws is available from state securities regulators. See North American Securities Administrators
Association.
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APPENDIX A

How US-Registered Investment 
Companies Operate and the Core 
Principles Underlying Their Regulation

The Origins of Pooled Investing
The investment company concept dates to the late 1700s in Europe, according to K. Geert 
Rouwenhorst in The Origins of Mutual Funds, when “a Dutch merchant and broker…invited 
subscriptions from investors to form a trust…to provide an opportunity to diversify for small 
investors with limited means.”

The emergence of “investment pooling” in England in the 1800s brought the concept closer to 
US shores. In 1868, the Foreign and Colonial Government Trust formed in London. This trust 
resembled the US fund model in basic structure, providing “the investor of moderate means 
the same advantages as the large capitalists...by spreading the investment over a number of 
different stocks.”

Perhaps more importantly, the British fund model established a direct link with US securities 
markets, helping to finance the development of the post–Civil War US economy. The Scottish 
American Investment Trust, formed on February 1, 1873, by fund pioneer Robert Fleming, 
invested in the economic potential of the United States, chiefly through American railroad 
bonds. Many other trusts followed that not only targeted investment in America, but also led 
to the introduction of the fund investing concept on US shores in the late 1800s and early 
1900s.

The first mutual, or open-end, fund was introduced in Boston in March 1924. The 
Massachusetts Investors Trust introduced important innovations to the investment company 
concept by establishing a simplified capital structure, continuous offering of shares, the 
ability to redeem shares rather than hold them until dissolution of the fund, and a set of clear 
investment restrictions and policies.



HOW US-REGISTERED INVESTMENT COMPANIES OPERATE AND THE CORE PRINCIPLES UNDERLYING THEIR REGULATION 279

The stock market crash of 1929 and the Great Depression that followed hampered the 
growth of pooled investments until a succession of landmark securities laws—beginning 
with the Securities Act of 1933 and concluding with the Investment Company Act of 1940—
reinvigorated investor confidence. Renewed investor confidence and many innovations led to 
relatively steady growth in industry assets and number of accounts.

Four Principal Securities Laws Govern Investment Companies

The Investment Company Act of 1940 Regulates the structure and operations of investment 
companies through a combination of registration and disclosure 
requirements and restrictions on day-to-day operations. 
The Investment Company Act requires the registration of all 
investment companies with more than 100 investors. Among 
other things, the act addresses investment company capital 
structures, custody of assets, investment activities (particularly 
with respect to transactions with affiliates and other 
transactions involving potential conflicts of interest), and the 
duties of fund boards.

The Investment Advisers Act of 1940 Regulates investment advisers. Requires all advisers to 
registered investment companies and other large advisers 
to register with the SEC. The Advisers Act contains 
provisions requiring fund advisers to meet recordkeeping, 
custodial, reporting, and other regulatory responsibilities.

The Securities Exchange Act of 1934 Regulates the trading, purchase, and sale of securities, 
including investment company shares. The 1934 Act also 
regulates broker-dealers, including investment company 
principal underwriters and others that sell investment 
company shares, and requires them to register with 
the SEC. In 1938, the act was revised to add Section 
15A, which authorized the SEC to create self-regulatory 
organizations. Pursuant to this authority, in 1939 a self-
regulatory organization for broker-dealers—which is now 
known as the Financial Industry Regulatory Authority 
(FINRA)—was created. Through its rules, inspections, and 
enforcement activities, FINRA, with oversight by the SEC, 
continues to regulate the conduct of broker-dealers, thereby 
adding another layer of protection for investors.

The Securities Act of 1933 Requires the registration of public offerings of securities—
including investment company shares, and regulates such 
offerings. The 1933 Act also requires that all investors 
receive a current prospectus describing the fund.
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The Types of US Investment Companies
Fund sponsors in the United States offer four main types of registered investment companies: 
mutual funds, closed-end funds, exchange-traded funds (ETFs), and unit investment trusts 
(UITs).

The majority of investment companies are mutual funds, both in terms of number of funds 
and assets under management. Mutual funds can have actively managed portfolios, in which 
a professional investment adviser creates a unique mix of investments to meet a particular 
investment objective, or passively managed portfolios, in which the adviser seeks to track 
the performance of a selected benchmark or index. One hallmark of mutual funds is that they 
issue redeemable securities, meaning that the fund stands ready to buy back its shares at their 
next computed net asset value (NAV). The NAV is calculated by dividing the total market value 
of the fund’s assets, minus its liabilities, by the number of mutual fund shares outstanding.

Money market funds are one type of mutual fund that offer investors a variety of features, 
including liquidity, a market-based rate of return, and the goal of returning principal, all at a 
reasonable cost. These funds, which are typically publicly offered to all types of investors, 
are registered investment companies that are regulated by the Securities and Exchange 
Commission (SEC) under US federal securities laws, including Rule 2a-7 under the Investment 
Company Act. That rule contains numerous risk-limiting conditions concerning portfolio 
maturity, quality, diversification, and liquidity. Since October 2016, institutional prime money 
market funds (funds that primarily invest in corporate debt securities) and institutional 
municipal money market funds maintain a floating NAV for transactions based on the current 
market value of the securities in their portfolios. Government money market funds and retail 
money market funds (funds designed to limit all beneficial owners of the funds to natural 
persons) are allowed to use the amortized cost method of pricing or penny rounding—or 
both—to seek to maintain a stable share price. Money market fund boards of directors also 
have the ability to impose liquidity fees or to suspend redemptions temporarily if a fund’s level 
of weekly liquid assets falls below a certain threshold.
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Unlike mutual funds, closed-end funds do not issue redeemable shares. Instead, they issue a 
fixed number of shares that trade intraday on stock exchanges at market-determined prices. 
Investors in a closed-end fund buy or sell shares through a broker, just as they would trade the 
shares of any publicly traded company. For more information on closed-end funds, see chapter 
5 on page 104.

ETFs are a hybrid of investment companies. They are structured and legally classified as 
open-end management investment companies or UITs (discussed below), but trade intraday 
on stock exchanges like closed-end funds. ETFs only buy and sell fund shares directly with 
authorized participants in large blocks, often 50,000 shares or more. For more information on 
ETFs, see chapter 4 on page 82.

UITs are also a hybrid, with some characteristics of mutual funds and some of closed-end 
funds. Like closed-end funds, UITs typically issue only a specific, fixed number of shares, 
called units. Like mutual funds, the units are redeemable, but unlike mutual funds, generally 
the UIT sponsor will maintain a secondary market in the units so that redemptions do not 
deplete the UIT’s assets. A UIT does not actively trade its investment portfolio—instead it 
buys and holds a set of particular investments until a set termination date, at which time the 
trust is dissolved and proceeds are paid to shareholders. For more information on UITs, see 
page 50.

The Organization of a Mutual Fund
A mutual fund typically is organized under state law either as a corporation or a business 
trust (sometimes called a statutory trust). The three most popular forms of organization 
are Massachusetts business trusts, Maryland corporations, and Delaware statutory trusts 
(Figure A.1).1 

Historically, Massachusetts business trusts were the most popular—in part because the very 
first mutual fund was formed as a Massachusetts business trust. This was a common form of 
organization at the time for pools that invested in real estate or public utilities and it provided 
a model for others to follow. Over the past few decades, the percentage of funds organized 
as Massachusetts business trusts has declined as more and more funds have formed as 
Maryland corporations, as well as Delaware statutory trusts—the most favored form of mutual 
fund organization. 

1 Fewer than 900 funds, or about 9 percent, have chosen other forms of organization, such as limited liability partnerships, or 
other domiciles, such as Ohio or Minnesota.
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Developments in the late 1980s gave asset management companies these other attractive 
choices. For example, in 1987, Maryland revised its law to align it with interpretations of the 
Investment Company Act concerning when funds are required to hold annual meetings. As 
a result, Maryland corporations became more competitive with the Massachusetts business 
trust as a form of organization for mutual funds. In 1988, Delaware—already a popular 
domicile for US corporations—adopted new statutory provisions devoted specifically to 
business trusts (since renamed statutory trusts). Benefits, such as management of the trust 
and limited liability afforded to the trust’s beneficial owners, have led to its current dominance 
over other forms of mutual fund organization.

Mutual funds have officers and directors (if the fund is a corporation) or trustees (if the fund 
is a business trust).2 The fund’s board plays an important role in overseeing fund operations, 
described in more detail on page 296. 

FIGURE A.1

The Most Popular Forms of Mutual Fund Organization
Percentage of funds, year-end 2017

35%
Massachusetts 
business trusts

 

40%
Delaware statutory trusts

16%
Maryland 

corporations

9%
Other

Number of funds: 10,219

Note: Data include mutual funds that do not report statistical information to the Investment Company Institute and 
mutual funds that invest primarily in other mutual funds.

2 For ease of reference, this appendix refers to all directors and trustees as directors and all boards as boards of directors.
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Unlike other companies, a mutual fund is typically externally managed; it is not an operating 
company and it has no employees in the traditional sense. Instead, a fund relies upon third 
parties or service providers—either affiliated organizations or independent contractors—to 
invest fund assets and carry out other business activities. Figure A.2 shows the primary types 
of service providers usually relied upon by a fund.

Although it typically has no employees, a fund is required by law to have written compliance 
policies and procedures that govern the operations of the fund and the fund’s administrator, 
investment adviser, transfer agent, and principal underwriter and that are reasonably designed 
to ensure the fund’s compliance with the federal securities laws. All funds must also have a 
chief compliance officer (CCO), whose appointment must be approved by the fund’s board 
and who must annually produce a report for the board regarding the adequacy of the fund’s 
compliance policies and procedures, the effectiveness of their implementation, and any 
material compliance matters that have arisen.

FIGURE A.2

Organization of a Mutual Fund
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Fund Boards

A fund board represents the interests of the fund’s shareholders by overseeing the 
management and operations of the fund, including the fund’s contractual arrangements with 
its service providers. For more information on fund boards, see page 296.

Shareholders

Like shareholders of other companies, mutual fund shareholders have specific voting rights. 
These include the right to elect directors at meetings called for that purpose and the right 
to approve material changes in the terms of a fund’s contract with its investment adviser, 
the entity that manages the fund’s assets. For example, a fund’s management fee cannot 
be increased and a fund’s investment objectives or fundamental policies cannot be changed 
unless a majority of shareholders vote to approve the increase or change.

Sponsors

Setting up a mutual fund is a complicated process performed by the fund’s sponsor, which 
is typically the fund’s investment adviser. The fund sponsor has a variety of responsibilities. 
For example, it must assemble the group of third parties needed to launch the fund, including 
the persons or entities charged with managing and operating the fund. The sponsor provides 
officers and affiliated directors to oversee the fund and recruits unaffiliated persons to serve 
as independent directors.

Some of the major steps in the process of starting a mutual fund include organizing the fund 
under state law, registering the fund with the SEC as an investment company pursuant to the 
Investment Company Act, and registering the fund shares for sale to the public pursuant to 
the Securities Act of 1933.3 Unless otherwise exempt from doing so, the fund also must make 
filings and pay fees to each state (except Florida) in which the fund’s shares will be offered 
to the public. The Investment Company Act also requires that each new fund have at least 
$100,000 of seed capital before distributing its shares to the public; this capital is usually 
contributed by the sponsor or adviser in the form of an initial investment. 

Advisers

Investment advisers have overall responsibility for directing the fund’s investments and 
handling its business affairs. The investment advisers have their own employees, including 
investment professionals who work on behalf of the fund’s shareholders and determine 
which securities to buy and sell in the fund’s portfolio, consistent with the fund’s investment 
objectives and policies. In addition to managing the fund’s portfolio, the adviser often serves 

3 For more information on the requirements for the initial registration of a mutual fund, see the SEC’s Investment Company 
Registration and Regulation Package, available at www.sec.gov/divisions/investment/invcoreg121504.htm.
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as administrator to the fund, providing various “back-office” services. As noted earlier, a fund’s 
investment adviser is often the fund’s initial sponsor and its initial shareholder through the 
seed money invested to create the fund.

To protect investors, a fund’s investment adviser and the adviser’s employees are subject 
to numerous standards and legal restrictions, including restrictions on transactions that 
may pose conflicts of interest. Like a mutual fund, investment advisers are required to have 
their own written compliance programs that are overseen by CCOs and to establish detailed 
procedures and internal controls designed to ensure compliance with all relevant laws and 
regulations.

Administrators

A fund’s administrator handles the many back-office functions for a fund. For example, 
administrators often provide office space, clerical and fund accounting services, data 
processing, bookkeeping, and internal auditing; they also may prepare and file SEC, tax, 
shareholder, and other reports. Fund administrators also help maintain compliance procedures 
and internal controls, subject to oversight by the fund’s board and CCO.

Principal Underwriters

Investors buy and redeem fund shares either directly through a fund’s transfer agent or 
indirectly through a broker-dealer that is authorized to sell fund shares. In order to offer a 
particular fund’s shares, however, a broker-dealer must have a sales agreement with the 
fund. The role of a fund’s principal underwriter is to act as the agent for the fund in executing 
sales agreements that authorize broker-dealers to offer for sale and sell fund shares. Though 
principal underwriters must register under the Securities Exchange Act of 1934 as broker-
dealers, they (1) do not operate as full-service broker-dealers, (2) typically are not involved in 
offering or selling fund shares to retail investors, and (3) do not establish or maintain accounts 
for retail investors.

Transfer Agents

Mutual funds and their shareholders rely on the services of transfer agents to maintain records 
of shareholder accounts; calculate and distribute dividends and capital gains; and prepare and 
mail shareholder account statements, federal income tax information, and other shareholder 
notices. Some transfer agents also prepare and mail statements confirming shareholder 
transactions and account balances. Additionally, they may maintain customer service 
departments, including call centers, to respond to shareholder inquiries.

Auditors

Auditors certify the fund’s financial statements. The auditors’ oversight role is described more 
fully on page 297.
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Tax Features of Mutual Funds
Mutual funds are subject to special tax rules set forth in subchapter M of the Internal Revenue 
Code. Unlike most corporations, mutual funds are not subject to taxation on their income 
or capital gains at the entity level, provided that they meet certain gross income and asset 
requirements and distribute their income annually.

To qualify as a regulated investment company (RIC) under subchapter M, at least 90 percent 
of a mutual fund’s gross income must be derived from certain sources, including dividends, 
interest, payments with respect to securities loans, and gains from the sale or other 
disposition of stock, securities, or foreign currencies. In addition, at the close of each quarter 
of the fund’s taxable year, at least 50 percent of the value of the fund’s total net assets must 
consist of cash, cash items, government securities, securities of other funds, and investments 
in other securities that, with respect to any one issuer, represent neither more than 5 percent 
of the assets of the fund nor more than 10 percent of the voting securities of the issuer. 
Further, no more than 25 percent of the fund’s assets may be invested in the securities of any 
one issuer (other than government securities or the securities of other funds), the securities 
(other than the securities of other funds) of two or more issuers that the fund controls and 
are engaged in similar trades or businesses, or the securities of one or more qualified publicly 
traded partnerships.

If a mutual fund satisfies the gross income and asset tests and thus qualifies as a RIC, the fund 
is eligible for the tax treatment provided by subchapter M, including the ability to deduct from 
its taxable income the dividends it pays to shareholders, provided that the RIC distributes at 
least 90 percent of its income (other than net capital gains) each year. A RIC may retain up to 
10 percent of its income and all capital gains, but the retained income and capital gains are 
taxed at regular corporate tax rates. Therefore, mutual funds generally distribute all, or nearly 
all, of their income and capital gains each year.

The Internal Revenue Code also imposes an excise tax on RICs, unless a RIC distributes by 
December 31 at least 98 percent of its ordinary income earned during the calendar year, 
98.2 percent of its net capital gains earned during the 12-month period ending on October 
31 of the calendar year, and 100 percent of any previously undistributed amounts. Mutual 
funds typically seek to avoid this charge—imposed at a 4 percent rate on the underdistributed 
amount—by making the required minimum distribution each year.
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Mutual Fund Assets by Tax Status
Fund investors are responsible for paying tax on the amount of a fund’s earnings and 
gains distributed to them, whether they receive the distributions in cash or reinvest them 
in additional fund shares. Investors often attempt to lessen the impact of taxes on their 
investments by investing in tax-exempt funds and tax-deferred retirement accounts and 
variable annuities. As of year-end 2017, 4 percent of all mutual fund assets were held 
in tax-exempt funds, and 55 percent were invested in tax-deferred accounts held by 
households.

FIGURE A.3

59 Percent of Mutual Fund Total Net Assets Were Held in Tax-Deferred 
Accounts and Tax-Exempt Funds
Percentage of total net assets, year-end 2017
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Mutual fund total net asset s:  $18.7 trillion
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Types of Distributions

Mutual funds make two types of taxable distributions to shareholders: ordinary dividends and 
capital gains.

Ordinary dividend distributions come primarily from the interest and dividends earned by the 
securities in a fund’s portfolio and net short-term gains, if any, after expenses are paid by the 
fund. These distributions must be reported as dividends on a US investor’s tax return and are 
taxed at the investor’s ordinary income tax rate, unless they are qualified dividends. Qualified 
dividend income is taxed at a maximum rate of 20 percent. Some dividends paid by mutual 
funds may qualify for these lower top tax rates.

Long-term capital gains distributions represent a fund’s net gains, if any, from the sale of 
securities held in its portfolio for more than one year. Long-term capital gains are taxed at a 
maximum rate of 20 percent.

Certain high-income individuals also are subject to a 3.8 percent tax on net investment income 
(NII). The tax on NII applies to interest, dividends, and net capital gains, including those 
received from a mutual fund.

Non-US investors may be subject to US withholding and estate taxes and certain US tax 
reporting requirements on investments in US funds. Amounts distributed to non-US investors 
that are designated as interest-related dividends or dividends deriving from capital gains 
will generally be eligible for exemption from US withholding tax. Other distributions that are 
treated as ordinary dividends will generally be subject to US withholding tax (at a 30 percent 
rate or lower treaty rate). 

To help mutual fund shareholders understand the impact of taxes on the returns generated 
by their investments, the SEC requires mutual funds to disclose standardized after-tax returns 
for one-, five-, and 10-year periods. After-tax returns, which accompany before-tax returns in 
fund prospectuses, are presented in two ways:

 » After taxes on fund distributions only (preliquidation)

 » After taxes on fund distributions and an assumed redemption of fund shares 
(postliquidation)
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Types of Taxable Shareholder Transactions

An investor who sells mutual fund shares usually incurs a capital gain or loss in the year the 
shares are sold; an exchange of shares between funds in the same fund family also usually 
results in either a capital gain or loss.

Investors are liable for tax on any capital gain arising from the sale of fund shares, just as they 
would be if they sold a stock, bond, or other security. Capital losses from mutual fund share 
sales and exchanges, like capital losses from other investments, may be used to offset other 
capital gains in the current year and thereafter. In addition, up to $3,000 of capital losses in 
excess of capital gains ($1,500 for a married individual filing a separate return) may be used to 
offset ordinary income.

The amount of a shareholder’s gain or loss on fund shares is determined by the difference 
between the cost basis of the shares (generally, the purchase price—including sales loads—of 
the shares, whether acquired with cash or reinvested dividends) and the sale price. Many 
funds voluntarily have been providing cost basis information to shareholders or computing 
gains and losses for shares sold. Tax rules enacted in 2012 require all brokers and funds to 
provide cost basis information to shareholders, as well as to indicate whether any gains or 
losses are long-term or short-term, for fund shares acquired beginning in 2012.

Tax-Exempt Funds

Tax-exempt bond funds distribute amounts attributable to municipal bond interest. These 
“exempt-interest dividends” are exempt from federal income tax and, in some cases, state 
and local taxes. Tax-exempt money market funds invest in short-term municipal securities 
or equivalent instruments and also pay exempt-interest dividends. Even though income from 
these funds generally is tax-exempt, investors must report it on their income tax returns. 
Tax-exempt funds provide investors with this information and typically explain how to handle 
exempt-interest dividends on a state-by-state basis. For some taxpayers, portions of income 
earned by tax-exempt funds also may be subject to the federal alternative minimum tax.
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Mutual Fund Ordinary Dividend Distributions
Ordinary dividend distributions represent income—primarily from interest and dividends 
earned by securities in a fund’s portfolio—after expenses are paid by the fund. Mutual 
funds distributed $290 billion in dividends to fund shareholders in 2017. Bond and 
money market funds accounted for 45 percent of all dividend distributions in 2017. 
Forty percent of all dividend distributions were paid to tax-exempt fund shareholders 
and tax-deferred household accounts. Another 53 percent were paid to taxable 
household accounts.

FIGURE A.4

Dividend Distributions 
Billions of dollars, 2000–2017

Year

Tax-deferred  
household accounts and  

tax-exempt funds

Taxable  
household  
accounts

Taxable  
nonhousehold 

accounts Total

2000 $74 $87 $25 $186

2001 68 72 23 162

2002 59 43 12 114

2003 57 37 9 103

2004 65 41 10 117

2005 84 61 21 166

2006 114 90 36 240

2007 143 118 47 309

2008 138 100 38 276

2009 109 63 15 187

2010 112 64 12 188

2011 121 74 12 208

2012 128 80 13 222

2013 123 81 14 218

2014 137 93 15 245

2015 140 94 16 250

2016 107 130 16 253

2017 115 153 21 290

Note: Components may not add to the total because of rounding.
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Mutual Fund Capital Gains Distributions
Capital gains distributions represent a fund’s net gains, if any, from the sale of securities 
held in its portfolio. When gains from these sales exceed losses, they are distributed to 
fund shareholders. Mutual funds distributed $370 billion in capital gains to shareholders 
in 2017. Forty-seven percent of these distributions were paid to tax-exempt fund 
shareholders and tax-deferred household accounts, and another 49 percent were paid to 
taxable household accounts. Equity, bond, and hybrid funds can distribute capital gains, 
but equity funds typically account for the bulk of these distributions. In 2017, 65 percent 
of equity fund share classes made a capital gains distribution, and 79 percent of these 
share classes distributed more than 2.0 percent of their assets as capital gains.

FIGURE A.5

Capital Gains Distributions
Billions of dollars, 2000–2017

Year

Tax-deferred  
household accounts and  

tax-exempt funds

Taxable  
household  
accounts

Taxable  
nonhousehold 

accounts Total

2000 $194 $119 $13 $326

2001 51 16 2 69

2002 10 5 1 16

2003 8 6 1 14

2004 30 21 4 55

2005 78 43 8 129

2006 164 79 14 257

2007 260 131 22 414

2008 97 29 7 132

2009 11 4 1 15

2010 22 18 3 43

2011 40 30 4 73

2012 58 37 5 100

2013 147 82 11 239

2014 253 130 17 400

2015 250 114 15 379

2016 117 96 8 220

2017 175 180 16 370

Note: Capital gains distributions include long-term and short-term capital gains. Components may not add to 
the total because of rounding.
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Core Principles Underlying the Regulation of US Investment 
Companies
Embedded in the structure and regulation of mutual funds and other registered investment 
companies are several core principles that provide important protections for shareholders.

Transparency

Funds are subject to more extensive disclosure requirements than any other comparable 
financial product, such as separately managed accounts, collective investment trusts, and 
private pools. The cornerstone of the disclosure regime for mutual funds and ETFs is the 
prospectus.4 Mutual funds and ETFs are required to maintain a current prospectus, which 
provides investors with information about the fund, including its investment objectives, 
investment strategies, risks, fees and expenses, and performance, as well as how to purchase, 
redeem, and exchange fund shares. Importantly, the key parts of this disclosure with respect 
to performance information and fees and expenses are standardized to facilitate comparisons 
by investors. Mutual funds and ETFs may provide investors with a summary prospectus 
containing key information about the fund, while making more information available on the 
internet and by mail upon request. 

Mutual funds and ETFs also are required to make statements of additional information (SAIs) 
available to investors upon request and without charge. The SAI conveys information about 
the fund that, though useful to some investors, is not necessarily needed to make an informed 
investment decision. For example, the SAI generally includes information about the history 
of the fund, offers detailed disclosure on certain investment policies (such as borrowing and 
concentration policies), and lists officers, directors, and other persons who control the fund.

The prospectus, SAI, and certain other required information are contained in the fund’s 
registration statement, which is filed electronically with the SEC and is publicly available via 
the SEC’s Electronic Data Gathering, Analysis, and Retrieval (EDGAR) system. Mutual fund 
and ETF registration statements are amended at least once each year to ensure that financial 
statements and other information do not become stale.5 These funds also amend registration 
statements throughout the year as necessary to reflect material changes to their disclosure.

4 Closed-end funds and UITs also provide investors with extensive disclosure, but under a slightly different regime that reflects 
the way shares of these funds trade. Both closed-end funds and UITs file an initial registration statement with the SEC 
containing a prospectus and other information related to the initial offering of their shares to the public.

5 Section 10(a)(3) of the Securities Act of 1933 prohibits investment companies that make a continuous offering of shares from 
using a registration statement with financial information that is more than 16 months old. This gives mutual funds and ETFs 
four months after the end of their fiscal year to amend their registration statements.
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In addition to registration statement disclosure, funds provide shareholders with several 
other disclosure documents. Shareholders receive audited annual and unaudited semiannual 
reports within 60 days after the end and the midpoint of the fund’s fiscal year, respectively. 
These reports contain updated financial statements, a list of the fund’s portfolio securities,6 
management’s discussion of financial performance, and other information current as of the 
date of the report.

Following their first and third quarters, funds file Form N-Q with the SEC, which discloses 
the complete schedule of their portfolio holdings.7 Additionally, funds must file census-type 
information semiannually on Form N-SAR.8 Finally, funds annually disclose how they voted on 
specific proxy issues at portfolio companies on Form N-PX. Funds are the only shareholders 
required to publicly disclose each and every proxy vote they cast. Funds are not required to 
mail Form N-Q, Form N-SAR, and Form N-PX to shareholders, but the forms are publicly 
available via the SEC’s EDGAR database.9 

The combination of prospectuses, SAIs, annual and semiannual shareholder reports, Form 
N-Q, Form N-SAR, and Form N-PX provide the investing public, regulators, media, and other 
interested parties with far more information on funds than is available for other types of 
investments. This information is easily and readily available from most funds and the SEC. It 
is also available from private-sector vendors, such as Morningstar, that are in the business of 
compiling publicly available information on funds in ways that might benefit investors.

6 A fund is permitted to include a summary portfolio schedule in its shareholder reports in lieu of the complete schedule, 
provided that the complete portfolio schedule is filed with the SEC and is provided to shareholders upon request, free of 
charge. The summary portfolio schedule includes each of the fund’s 50 largest holdings in unaffiliated issuers and each 
investment that exceeds 1 percent of the fund’s NAV.

7 As of March 2019, certain non–money market funds will be required to make Form N-PORT filings monthly, providing much 
more detailed information about a fund’s portfolio holdings in a structured data format. The form will replace Form N-Q, 
as funds will attach their complete schedule of portfolio holdings at the end of the first and third fiscal quarters. The form 
also will require each fund to provide information regarding, among other items, each portfolio investment, flows, monthly 
returns, securities lending, and—for funds investing in more than a minimum amount of fixed-income securities—portfolio-
level risk metrics. Beginning September 2019, Form N-PORT filings at the end of each fiscal quarter will be publicly disclosed 
within 60 days after the end of the reporting period. Money market funds, which already must file portfolio holdings monthly 
on Form N-MFP and disclose those holdings on their websites, will not need to file Form N-PORT.

8 Beginning in June 2018, Form N-CEN will replace Form N-SAR and require much more detailed census-type information 
annually, including information about ETFs, closed-end funds, and securities lending activities.

9 Similarly, funds will not be required to mail Form N-PORT or Form N-CEN to shareholders, but those forms will be publicly 
available via the SEC’s EDGAR database.
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Daily Valuation and Liquidity

Nearly all funds offer shareholders liquidity and market-based valuation of their investments 
at least daily. ETFs and most closed-end fund shares are traded intraday on stock exchanges 
at market-determined prices, giving shareholders real-time liquidity and pricing. Mutual fund 
shares are redeemable on a daily basis at a price that reflects the current market value of the 
fund’s portfolio investments. The value of each portfolio investment is determined either by 
a market quotation, if a market quotation is readily available, or at fair value as determined in 
good faith by the fund’s board.

The daily pricing process is a critically important core compliance function that involves 
numerous staff and pricing vendors. The fair valuation process, a part of the overall pricing 
process, receives particular scrutiny from funds, their boards of directors, regulators, and 
independent auditors. Under SEC rules, all funds must adopt written policies and procedures 
that address the circumstances under which investments may be fair valued, and must 
establish criteria for determining how to assign fair values in particular instances.10 

This daily valuation process results in a NAV for the fund. The NAV is the price used for all 
mutual fund share transactions occurring that day—new purchases, sales (redemptions), 
and exchanges from one fund to another within the same fund family.11 It represents the 
current mark-to-market value of all the fund’s assets, minus liabilities (e.g., accrued fund 
expenses payable), divided by the total number of outstanding shares. Mutual funds release 
their daily NAVs to investors and others after they complete the pricing process, generally 
around 6:00 p.m. eastern time. Daily fund prices are available through fund toll-free telephone 
services, websites, and other means.

10 ICI has published several papers on the mutual fund valuation process. For more information, see two white papers by ICI, 
the Independent Directors Council, and ICI Mutual Insurance Company titled Valuation and Liquidity Issues for Mutual Funds 
(February 1997 and March 2002) and two installments of ICI’s Fair Value Series, “An Introduction to Fair Valuation” (2005) 
and “The Role of the Board” (2006). ICI also has a two-volume compendium of SEC releases, staff letters, and enforcement 
actions related to the mutual fund valuation process, which is available at www.ici.org/pdf/pub_15_valuation_update_
vol1.pdf and www.ici.org/pdf/pub_15_valuation_update_vol2.pdf.

11 The pricing process is also critical for ETFs, although for slightly different reasons. ETFs operate like mutual funds with 
respect to transactions with authorized participants that trade with the ETF in large blocks, often of 50,000 shares or more. 
The NAV is the price used for these large transactions. Closed-end funds are not required to strike a daily NAV, but most do 
so in order to provide the market with the ability to calculate the difference between the fund’s market price and its NAV. 
That difference is called the fund’s premium or discount.
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The Investment Company Act requires mutual funds to process transactions based upon 
“forward pricing,” meaning that shareholders receive the next computed NAV following the 
fund’s receipt of their transaction orders. For example, for a fund that prices its shares as of 
4:00 p.m.,12 orders received before 4:00 p.m. receive the NAV determined that same day as of 
4:00 p.m. Orders received after 4:00 p.m. receive the NAV determined as of 4:00 p.m. on the 
next business day. Forward pricing is an important protection for mutual fund shareholders. 
It is designed to minimize the ability of shareholders to take advantage of fluctuations in the 
prices of a fund’s portfolio investments that occur after the fund has last calculated its NAV. 

When a shareholder redeems shares in a mutual fund, he or she can expect to be paid 
promptly. Mutual funds may not suspend redemptions of their shares (subject to certain 
extremely limited exceptions)13 or delay payments of redemption proceeds for more than 
seven days.

No more than 15 percent of a mutual fund’s portfolio may be invested in illiquid assets,14 
in part to ensure that redemptions can be made. In 2016, the SEC adopted a liquidity risk 
management program rule and related reporting and disclosure requirements applicable to 
mutual funds and open-end ETFs, which will supersede the SEC’s current liquidity guidance 
and substantially enhance funds’ regulatory obligations in this area. For most funds, the 
compliance dates for these new requirements are December 1, 2018, and June 1, 2019 
(depending on the requirement). 

12 Funds must price their shares at least once every business day as of a time determined by the fund’s board. Many funds price 
as of 4:00 p.m. eastern time or when the New York Stock Exchange closes.

13 Natural disasters and other emergencies that disrupt fund pricing do occur, but Section 22(e) of the Investment Company 
Act prohibits funds from suspending redemptions unless the SEC permits them to do so or declares an emergency, or the 
New York Stock Exchange closes or restricts trading. These occurrences are relatively rare, although funds have suspended 
redemptions on several occasions, such as during Hurricane Sandy in 2012. See also page 280.

14 Money market funds are held to different liquidity standards. For more information on this topic, see Types of US Investment 
Companies on page 280 and www.ici.org/mmfs/current/16_mmf_reg_summ. 
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Oversight and Accountability

All funds are subject to a strong system of oversight from both internal and external sources. 
Boards of directors, which include independent directors, and written compliance programs 
overseen by CCOs, both at the fund and adviser levels (see Compliance Programs on 
page 297), are examples of internal oversight mechanisms. External oversight is provided by 
the SEC, the Financial Industry Regulatory Authority (FINRA), and external service providers, 
such as certified public accounting firms.

Fund Boards

Mutual funds, closed-end funds, and most ETFs have boards. The role of a fund’s board of 
directors is primarily one of oversight. The board of directors typically is not involved in the 
day-to-day management of the fund company. Instead, day-to-day management is handled by 
the fund’s investment adviser or administrator pursuant to a contract with the fund.

Investment company directors review and approve major contracts with service providers 
(including, notably, the fund’s investment adviser), approve policies and procedures to ensure 
the fund’s compliance with federal securities laws, and undertake oversight and review of the 
performance of the fund’s operations. Directors devote substantial time and consider large 
amounts of information in fulfilling these duties, in part because they must perform all their 
duties in “an informed and deliberate manner.”

Fund boards must maintain a particular level of independence. The Investment Company 
Act requires at least 40 percent of the members of a fund board to be independent from 
fund management. An independent director is a fund director who does not have any 
significant business relationship with a mutual fund’s adviser or underwriter. In practice, 
most fund boards have far higher percentages of independent directors. As of year-end 
2016, independent directors made up at least three-quarters of boards in 84 percent of fund 
complexes.15 

Independent fund directors play a critical role in overseeing fund operations and are entrusted 
with the primary responsibility for looking after the interests of the fund’s shareholders. 
They serve as watchdogs, furnishing an independent check on the management of funds. 
Like directors of operating companies, they owe shareholders the duties of loyalty and care 
under state law. But independent fund directors also have specific statutory and regulatory 
responsibilities under the Investment Company Act beyond the duties required of other types 
of directors. Among other things, they oversee the performance of the fund, approve the fees 
paid to the investment adviser for its services, and oversee the fund’s compliance program.

15 See Overview of Fund Governance Practices, 1994–2016 for a description of the study that collects data on this and other 
governance practices. Available at www.idc.org/pdf/pub_17_fund_governance.pdf.
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Compliance Programs

The internal oversight function played by the board has been greatly enhanced in recent 
years by the development of written compliance programs and a formal requirement that all 
funds have CCOs. Rules adopted in 2003 require every fund and adviser to have a CCO who 
administers a written compliance program reasonably designed to prevent, detect, and correct 
violations of the federal securities laws. Compliance programs must be reviewed at least 
annually for their adequacy and effectiveness, and fund CCOs are required to report directly to 
the independent directors.

Regulatory Oversight

Internal oversight is accompanied by a number of forms of external oversight and 
accountability. Funds are subject to inspections, examinations, and enforcement by their 
primary regulator, the SEC. Fund underwriters and distributors also are overseen by FINRA, 
a self-regulatory organization. Funds affiliated with a bank may also be overseen by banking 
regulators. All funds are subject to the antifraud jurisdiction of each state in which the fund’s 
shares are offered for sale or sold.

Auditors

A fund’s financial statement disclosure is also subject to several internal and external checks. 
For example, annual reports include audited financial statements certified by a certified public 
accounting firm subject to oversight by the Public Company Accounting Oversight Board 
(PCAOB). This ensures that the financial statements are prepared in conformity with generally 
accepted accounting principles (GAAP) and fairly present the fund’s financial position and 
results of operations.

Sarbanes-Oxley Act

Like officers of public companies, fund officers are required to make certifications and 
disclosures required by the Sarbanes-Oxley Act. For example, they must certify the accuracy 
of the financial statements.

Additional Regulation of Advisers

In addition to the system of oversight applicable directly to funds, investors enjoy protections 
through SEC regulation of the investment advisers that manage fund portfolios. All advisers 
to registered funds are required to register with the SEC, and are subject to SEC oversight and 
disclosure requirements. Advisers also owe a fiduciary duty to each fund they advise, meaning 
that they have a fundamental legal obligation to act in the best interests of the fund pursuant 
to a duty of undivided loyalty and utmost good faith.
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Limits on Leverage

The inherent nature of a fund—a professionally managed pool of assets owned pro rata by its 
investors—is straightforward and easily understood by investors. The Investment Company 
Act fosters simplicity by prohibiting complex capital structures and limiting funds’ use of 
leverage.

The Investment Company Act imposes various requirements on the capital structure of mutual 
funds, closed-end funds, and ETFs, including limitations on the issuance of “senior securities” 
and borrowing. These limitations greatly minimize the possibility that a fund’s liabilities will 
exceed the value of its assets.

Generally speaking, a senior security is any debt that takes priority over the fund’s shares, 
such as a loan or preferred stock. The SEC historically has interpreted the definition of senior 
security broadly, taking the view that selling securities short, purchasing securities on margin, 
and investing in many types of derivative instruments, among other practices, may create 
senior securities.

The SEC also takes the view that the Investment Company Act prohibits a fund from creating 
a future obligation to pay unless it “covers” the obligation. A fund generally can cover an 
obligation by owning the instrument underlying that obligation. For example, a fund that 
wants to take a short position in a certain stock can comply with the Investment Company Act 
by owning an equivalent long position in that stock. The fund also can cover by earmarking or 
segregating liquid securities equal in value to the fund’s potential exposure from the leveraged 
transaction. The assets set aside to cover the potential future obligation must be liquid, 
unencumbered, and marked-to-market daily. They may not be used to cover other obligations 
and, if disposed of, must be replaced.

The Investment Company Act also limits borrowing. With the exception of certain privately 
arranged loans and temporary loans, any promissory note or other indebtedness would 
generally be considered a prohibited senior security.16 Mutual funds and ETFs are permitted 
to borrow from a bank if, immediately after borrowing, the fund’s total net assets are at 
least three times total aggregate borrowings. In other words, the fund must have at least 
300 percent asset coverage.

16 Temporary loans cannot exceed 5 percent of the fund’s total net assets and must be repaid within 60 days.
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Closed-end funds have a slightly different set of limitations. They are permitted to issue debt 
and preferred stock, subject to certain conditions, including asset coverage requirements of 
300 percent for debt and 200 percent for preferred stock.

Many funds voluntarily go beyond the prohibitions in the Investment Company Act, adopting 
policies that further restrict their ability to issue senior securities or borrow. Funds often, 
for example, adopt a policy stating that they will borrow only as a temporary measure for 
extraordinary or emergency purposes and not to finance investment in securities. In addition, 
they may disclose that, in any event, borrowings will be limited to a small percentage of fund 
assets (such as 5 percent). These are meaningful voluntary measures, because under the 
Investment Company Act, a fund’s policies on borrowing money and issuing senior securities 
cannot be changed without the approval of fund shareholders.

Custody

To protect fund assets, the Investment Company Act requires all funds to maintain strict 
custody of fund assets, separate from the assets of the adviser. Although the act permits 
other arrangements,17 nearly all funds use a bank custodian for domestic securities. Foreign 
securities are required to be held in the custody of an international foreign bank or securities 
depository.

A fund’s custody agreement with a bank is typically far more elaborate than the arrangements 
used for other bank clients. The custodian’s services generally include safekeeping and 
accounting for the fund’s assets, settling securities transactions, receiving dividends and 
interest, providing foreign exchange services, paying fund expenses, reporting failed trades, 
reporting cash transactions, monitoring corporate actions at portfolio companies, and tracing 
loaned securities.

The strict rules on the custody and reconciliation of fund assets are designed to prevent 
theft and other fraud-based losses. Shareholders are further insulated from these types of 
losses by a provision in the Investment Company Act that requires all mutual funds to have 
fidelity bonds designed to protect them against possible instances of employee larceny or 
embezzlement.

17 The Investment Company Act contains six separate custody rules for the possible types of custody arrangements for mutual 
funds, closed-end funds, and ETFs. UITs are subject to a separate rule that requires the use of a bank to maintain custody. 
See Section 17(f) of the Investment Company Act and SEC Rules 17f-1 through 17f-7.
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Prohibitions on Transactions with Affiliates

The Investment Company Act contains a number of strong and detailed prohibitions on 
transactions between the fund and fund insiders or affiliated organizations (such as the 
corporate parent of the fund’s adviser). Many of these prohibitions were part of the original 
statutory text of the act, enacted in response to instances of overreaching and self-dealing 
by fund insiders during the 1920s in the purchase and sale of portfolio securities, loans by 
funds, and investments in related funds. The SEC’s Division of Investment Management has 
said that “for more than 50 years, [the affiliated transaction prohibitions] have played a vital 
role in protecting the interests of shareholders and in preserving the industry’s reputation for 
integrity; they continue to be among the most important of the act’s many protections.”18 

Although a number of prohibitions in the Investment Company Act relate to affiliated 
transactions, three are particularly noteworthy:

 » General prohibition on direct transactions between a fund and an affiliate

 » General prohibition on “joint transactions,” where the fund and affiliate are acting together 
vis-à-vis a third party

 » Restrictions preventing investment banks from placing or “dumping” unmarketable 
securities with an affiliated fund by generally prohibiting the fund from buying securities 
in an offering syndicated by an affiliated investment bank

18 See Protecting Investors: A Half Century of Investment Company Regulation, Report of the Division of Investment 
Management, Securities and Exchange Commission (May 1992), available at www.sec.gov/divisions/investment/
guidance/icreg50-92.pdf. The Division of Investment Management is the division within the SEC responsible for the 
regulation of funds.
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Diversification

Both tax and securities law provide diversification standards for funds registered under the 
Investment Company Act. As discussed in detail above, to qualify as RICs under the tax 
laws, all mutual funds, closed-end funds, and ETFs, as well as most UITs, must meet a tax 
diversification test every quarter. The effect of this test is that a fund with a modest cash 
position and no government securities would hold securities from at least 12 different issuers. 
Another tax diversification restriction limits the amount of an issuer’s outstanding voting 
securities that a fund may own.

The securities laws set higher standards for funds that elect to be diversified. If a fund 
elects to be diversified, the Investment Company Act requires that, with respect to at least 
75 percent of the portfolio, no more than 5 percent may be invested in the securities of any 
one issuer and no investment may represent more than 10 percent of the outstanding voting 
securities of any issuer. Diversification is not mandatory, but all mutual funds, closed-end 
funds, and ETFs must disclose whether or not they are diversified under the act’s standards.

In practice, most funds that elect to be diversified are much more highly diversified than they 
need to be to meet these two tests. As of December 2017, for example, the median number of 
stocks held by US equity mutual funds was 79.19 

19 This number—tabulated using Morningstar data—is the median among domestic equity mutual funds, excluding sector 
mutual funds and funds of funds.
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